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Competing for capitals: the great fragmentation
of the firm and varieties of FDI attraction profiles
in the European Union

Arjan Reurinka� and Javier Garcia-Bernardob�
aMax Planck Institute for the Study of Societies, Cologne, Germany; bCORPNET, University of
Amsterdam, Amsterdam, The Netherlands

ABSTRACT
Economic globalization has pressured countries to compete with one another for
firms’ investment capital. Analyses of such competition draw heavily on foreign dir-
ect investment (FDI) statistics. In and of themselves, however, FDI statistics are
merely a quantification of the value of firms’ investment projects and tell us little
about the heterogeneity of these projects and the distinct patterns of competitive
dynamics between countries they generate. Here, we create a more sophisticated
understanding of international competition for FDI by pointing out its variegated
nature. To do so, we trace the ‘great fragmentation of the firm’ to distinguish
between five categories of FDI: manufacturing affiliates, shared service centers, R&D
facilities, intermediate holding companies, and top holding companies. Using a
novel combination of firm-level and country-level data, we identify for each of these
different categories which European Union member states are most successful in
attracting it, what macro-institutional and tax arrangements are present in them,
and what benefits they receive from it in terms of tax revenues and employment
creation. In this way, we are able to identify five distinct ‘FDI attraction profiles’ and
show that competition increasingly appears to take place amongst subsets of coun-
tries that compete for similar categories of FDI.

KEYWORDS
Great fragmentation; tax competition; tax; foreign direct investment; multinational corporation; FDI
attraction profiles; FDI; holding companies

1. Introduction

A defining feature of the most recent wave of economic globalization is the
dramatic expansion of global foreign direct investment (FDI). Annual flows of
global FDI have expanded from $205 billion in 1990 to $1.4 trillion in 2017
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(Figure 1(A)). The worldwide stock of FDI has expanded accordingly. Whereas
in 1990 it stood at $2.2 trillion, in 2017 this figure has risen to $31.5 trillion
(Figure 1(B)). Motivated by the anticipated benefits from incoming FDI, which
include both concrete short-term benefits, such as increased tax revenues, growing
employment, and GDP growth, as well as more intangible long-term ones, such as
knowledge spillover effects, productivity gains, and a reduction of current account
deficits, national governments have become increasingly preoccupied with improv-
ing the attractiveness of their countries’ investment climates in order to outcom-
pete other countries in the global race for FDI (Cerny, 1990; Elkins et al., 2006;
Jensen, 2008; Porter, 1990; Stopford et al., 1991; Thomas, 2011).

Such international competition for FDI presents one of the main dynamics in
contemporary capitalism and, accordingly, has become a key research focus of
scholars studying the international political economy. By now, a substantial litera-
ture has emerged that interrogates the phenomenon of international competition
for FDI from a political economy perspective. Although this literature is vast and
both theoretical and methodological approaches are heterogeneous, at its core three
broad strands of literature can be identified.1

A first strand of political economy literature on international competition for
FDI approaches the phenomenon from the perspective of the firm and asks what
factors drive the decisions of TNCs on where to locate their foreign investments.
Amongst the main ‘locational determinants’ of FDI that scholars have identified
are: socio-economic factors, such as market size, infrastructure, labor costs and
exchange rates (Bellak et al., 2008; Yu & Walsh, 2010), human capital (Blonigen &
Piger, 2014; Globerman & Shapiro, 2002), agglomeration effects (Yu & Walsh,
2010), and cultural and geographical distance (B�enassy-Qu�er�e et al., 2007; Blonigen
& Piger, 2014); political-institutional factors, such as political (in)stability
(Globerman & Shapiro, 2002), political regime type (Bailey & Warby, 2019; Jensen,
2003), regulatory frameworks (B�enassy-Qu�er�e et al., 2007), and openness to foreign
trade and capital flows (Blonigen & Piger, 2014; Desai et al., 2004); and factors
related to the specificities of countries’ tax regimes, such as the availability of tax
and investment treaties (Haftel, 2010), as well as statutory and effective corporate
income tax rates (Devereux & Griffith, 1998; Mooij et al., 2003).

A second strand of literature approaches the phenomenon from the perspective
of global markets and their interaction with the international state system. Work in
this strand of literature typically uses formal models to explore how the increased
footloosness of firms, especially since the 1990s, has pressured national govern-
ments into competing with one another to attract TNCs’ cross-border investments.

Figure 1. The increasing importance of Foreign Direct Investment. (A) FDI inflows by region (B) FDI stock by
region. All FDI data was collected from the UNCTAD World Investment Report (2018).

REVIEW OF INTERNATIONAL POLITICAL ECONOMY 1275



Although some studies look at the way in which governments try to compete on
the basis of labor standards (Davies & Vadlamannati, 2013; Olney, 2013) and envir-
onmental regulations (Dong et al., 2012; Elliott & Zhou, 2013), the vast majority of
studies in this strand of literature focuses specifically on the ways in which govern-
ments use taxation policies to increase the attractiveness of their country’s invest-
ment climate. Studies on such international tax competition have, for instance,
looked at the way in which pressures to compete affect big and small countries dif-
ferently (Bucovetsky, 1991) and how such pressures are mediated by national polit-
ics and institutions (Basinger & Hallerberg, 2004; Jensen, 2008; Li, 2006). Scholars
have also looked at the extent to which tax competition may lead to races to the
bottom or top, or give rise to other forms of competitive (or cooperative) dynamics
(Brueckner, 2003; Devereux et al., 2002; Genschel & Schwarz, 2011; Keen &
Konrad, 2013; Swank, 2016; Wilson, 1999), as well as the overall welfare effects of
such dynamics (Avi-Yonah, 2000; Ganghof, 2006; Genschel, 2001; Genschel &
Seelkopf, 2016; Rixen, 2011; Swank, 1998).

A third strand of literature approaches the phenomenon from the perspective of
individual states.2 Studies in this strand of literature typically adopt a comparative
perspective to explore how specific historical legacies and variations in political-
economic regimes have shaped the ways in which countries engage differently with
the pressures emanating from the increased footlessness of firms, and how certain,
especially Central and Eastern European, countries have come to rely more heavily
than others on FDI to generate jobs and economic growth. Specifically, studies in
this strand of literature open up the black box of the state to look at the institu-
tional complementarities that underpin such FDI-led growth regimes (Myant &
Drahokoupil, 2011; N€olke & Vliegenthart, 2009); the social and industrial policy
tools they rely on (Brazys & Regan, 2017; Thomas, 2011); the political coalitions
that support and sustain them (Bohle & Greskovits, 2012; Drahokoupil, 2009), as
well as their distributional implications (Fink, 2006; Regan & Brazys, 2018).

In this paper we speak to each one of these strands of literature by challenging a
key assumption they all share. That is the assumption that FDI is a monolithic phe-
nomenon. In line with such an understanding, most studies on international competi-
tion for FDI rely heavily on inward FDI statistics. We contend that such an approach
is problematic because FDI statistics are merely a quantification of the number or value
of TNCs’ cross-border investments. They tell us very little about the character of the
actual investment projects that are financed by these investments. This is an important
shortcoming because these investment projects are extremely heterogeneous.

We are certainly not the first to emphasize the heterogeneity of FDI. The existing lit-
erature proposes several ways of disaggregating FDI statistics. One is to disaggregate
FDI on the basis of TNCs’ motivations for their cross-border investment projects. This
implies a conceptual distinction between ‘horizontal’ FDI, where TNCs duplicate exist-
ing operations abroad in order to gain access to new markets, and ‘vertical’ FDI, where
TNCs invest in a upstream or downstream operations, and which is motivated by a
desire to optimize production chains (Beugelsdijk et al., 2008). Another way is to distin-
guish between investments in new assets (i.e. ‘greenfield’ FDI) and the acquisition, leas-
ing and licensing of already existing assets (i.e. ‘brownfield’ FDI) (Auerbach et al., 1993)
These distinctions are meaningful, but fail to account for variations in the actual busi-
ness functions realized through different investment projects. Compare, for instance, a
TNC’s investment in a manufacturing plant in Poland with the relocation of its
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headquarters to Malta. Both the benefits that the host countries can expect to reap
from these investments and the macro-institutional features they require to attract them
are likely to vary considerably.3

In this paper, we propose a functional disaggregation of FDI. We draw on
insights from the International Business and Management literature (e.g. Desai,
2009; Braunerhjelm & Ekholm, 1998) to trace the fundamental restructuring over
the last couple of decades of the organizational design and legal-financial structure
of large internationally operating firms,4 a process we propose to refer to as the
great fragmentation of the firm. This allows us to disaggregate FDI into five catego-
ries based on the specific business function performed by the foreign subsidiaries
in which the investment is made. Specifically we distinguish between FDI in manu-
facturing affiliates, shared service centers, R&D facilities, intermediate holding com-
panies and top holding companies. We then compile a novel dataset which
combines firm and country-level data and that allows us to assess, for each cat-
egory of FDI, which EU member states are most successful in attracting it, some of
the political benefits their governments may receive from doing so,5 and which tax
incentives and macro-institutional features are present in countries that attract
these different categories of FDI. We conclude by profiling countries according to
the specific combinations of categories of FDI they attract. This prompted us to
identify five, what we call, FDI-attraction profiles: manufacturing centers, back-
office centers, innovation centers, coordination centers and profit centers.

By developing the notion of the great fragmentation of the firm and functionally
disaggregating FDI, we shine a new light on debates in all three strands of literature
discussed above. First, we advance existing knowledge about the factors that drive
TNCs’ foreign investment decisions by showing that different types of FDI are asso-
ciated with different locational determinants. Second, we introduce a new way of
thinking about the structure and dynamics of international competition for FDI. Our
identification and characterization different FDI attraction profiles suggests that the
increased footloosness of firms has not translated into countries competing for FDI
in a race of all against all, but rather that countries occupy different niches in which
they compete for specific categories of FDI. It is in this sense that the title of our
paper speaks of countries competing not for capital, but for capitals. Third, our char-
acterization of FDI attraction profiles also contributes to debates about the political-
institutional underpinnings and distributional implications of FDI-led growth
regimes. Given our finding that each FDI attraction profile comes with its own kinds
of benefits, and thus favors distinct social groups, we should expect different FDI
attraction profiles to be politically supported by different kinds of interest coalitions.

The paper proceeds as follows. The following two sections develop the theoret-
ical and analytical framework that underpins the empirical analysis we present in
the second part of the paper. Section two discusses the ‘great fragmentation of the
firm’. Section three then provides a schematic depiction of the anatomy and geo-
graphical dispersion of the contemporary firm. Specifically, it distinguishes between
five different types of corporate subsidiaries, which correspond to our five different
categories of FDI. The paper then turns to the empirical analysis. Section four
details the analytical approach and discusses the data used for the analysis.
Subsequently, section five presents the results of the analysis. Finally, section six
concludes by summarizing our results and suggesting some of the implications of
these results for policy-making and further research.
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2. The great fragmentation of the firm

The impressive expansion of global FDI in recent decades has been a symptom of
a fundamental reorganization during that period of the architecture of TNCs. This
reorganization, we propose, is best understood in terms of a fragmentation and
geographical dispersion of TNCs’ operational activities and legal-financial structure,
a phenomenon we will refer to as the great fragmentation of the firm.

Conceptually, the great fragmentation of the firm can be thought of as transpir-
ing on two levels of corporate organization. At the operational level, the notion of
the great fragmentation of the firm captures the unbundling and geographical dis-
persion of TNCs’ operational activities. This level of the great fragmentation has
been well-documented in the International Business and Management literature as
well as the Political Economy literature on Global Value Chains and Global
Production Networks. These bodies of literature discusses how, driven by growing
demands to maximize shareholder value, and facilitated by advances in information
and communication technology (ICT) and gradual reductions in trade and invest-
ment barriers, from the 1980s onwards large firms increasingly began to unbundle,
outsource and relocate part of their operational activities offshore. Over time, these
processes have resulted in the emergence of global value chains through which
large TNCs, so-called ‘lead firms’, organize and coordinate their productive opera-
tions across geographies (Coe et al., 2008; Gereffi et al., 2005). Most salient in this
regard, both politically and in terms of scholarly interest, has been the relocation
of TNCs’ manufacturing activities to low labor-cost countries (Blinder, 2006).

However, the offshoring of operational activities has not been confined to man-
ufacturing activities. Since the second half of the 1990s, TNCs have increasingly
been unbundling, outsourcing and offshoring business support services as well
(McIvor, 2010). The offshoring of business support services has involved not only
back office and support operations, such as human resource management, legal
services, and accounting (Wilson, 1995), but also front-office operations such as
customer support (Breathnach, 2000) and even research and development activities
(Dachs et al., 2014). As of recently, the unbundling and geographical dispersion of
TNCs operational activities has also come to affect those functions that tradition-
ally were combined in the TNC’s global corporate headquarter (Desai, 2009). For
example, TNCs’ global treasury and financing function might be separated from
other headquarter functions to be performed by a separate legal entity operating
from a jurisdiction that provides the optimal institutional environment for the per-
formance of that specific function. Similarly, strategic management might be offsh-
ored to jurisdictions that provide large pools of managerial talent and that are
conveniently located in the proximity of major markets.

At the legal-financial level of corporate organization, the great fragmentation of
the firm involves processes of legal restructuring and financial innovation that
enable firms to more efficiently capture the value created by their globalized oper-
ational activities. This dimension of the great fragmentation is currently being
explored in the emerging literature on Global Wealth Chains (Bryan et al., 2017;
Seabrooke & Wigan, 2017). Based on our reading of this literature, we distinguish
three important features of the rethinking of the legal-financial organization of the
corporate group. A first feature has been the interposition of (intermediate) hold-
ing companies in group ownership structures. These are companies that engage in
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narrowly defined activities such as the holding of equity or debt stakes in group
subsidiaries or the holding of rights to the (sub)licensing of intellectual property.
The use of holding companies has increased significantly since the 1990s. For
example, assets held by intermediate holding companies in the Netherlands have
increased from under 1.8 EUR trillion in 2006 to 3.8 EUR trillions in 2015.6 For
Germany, assets held by intermediate holdings increased by 1400% from 1989 to
2001 (Weichenrieder & Mintz, 2008).

A second feature has been the rearrangements of important value-creating
assets, especially intellectual property such as copyrights, patents, and trademarks,
across group subsidiaries. Through intra-group transactions and cost-contribution
agreements,7 either intellectual property assets themselves, or (parts of) the rights
to the income streams generated by those assets are transferred to group holding
companies established especially for the purpose of holding those assets.

A third feature concerns innovative approaches to intra-group financing
arrangements, often supporting a strategy called ‘earnings stripping’. In the case of
earnings stripping, subsidiaries located in high-tax jurisdictions are financed by
subsidiaries located in low-tax jurisdictions. The interest on the debt paid by the
subsidiary in the high-tax jurisdiction reduces the taxable profits reported in that
jurisdiction, while the interest income registered in the low-tax jurisdiction is taxed
at a very low rate—or is not taxed at all.

3. The anatomy and geographical dispersion of corporate groups

Over the last couple of decades, the operational and legal-financial fragmentation
of the TNC has resulted in a transformation of the large firm from a functionally
diverse, but legally and jurisdictionally contained enterprise to a multi-subsidiary
corporate group, in which different functions are fulfilled by specific subsidiaries
that often exist as separate legal entities in different jurisdictions. A typical TNC,
or corporate group,8 nowadays has dozens, if not hundreds of subsidiaries, each
of which fulfills a specific role in the broader scheme of the corporate group9

(Figure 2). Although the constellation and specific functions of individual subsidia-
ries are idiosyncratic and unique for each corporate group, for analytical purposes
we distinguish between five broad types of subsidiaries. These are manufacturing
affiliates; shared service centers; R&D facilities, top holding companies; and inter-
mediate holding companies. Below, we discuss for each of these types of subsidiaries
the kinds of activities they engage in, their specific function in the broader scheme
of the corporate group, the macro-institutional arrangements and tax incentives
that can be expected to attract these types of activities, and the benefits that coun-
tries can expect to receive from the hosting of such subsidiaries.

3.1. Manufacturing affiliates

A first type of subsidiary is the manufacturing affiliate. Beginning in the 1960s, and
increasingly so with the gradual abandonment of international trade and capital
barriers in the 1980s and 1990s, TNCs have outsourced and relocated parts of their
manufacturing operations to foreign locales. Initially, such relocations primarily
involved the most routine and labor-intensive of TNCs’ manufacturing operations
and were driven above all by a search for labor cost advantages (Lewin & Peeters,

REVIEW OF INTERNATIONAL POLITICAL ECONOMY 1279



2006). Over time, however, TNCs increasingly began to relocate more complex
tasks and have moved beyond cost savings to consider such things as worker skills,
infrastructure, and government trade and investment policies (Ellram et al., 2013).

In addition to the benefit of low labor costs and other institutional factors, man-
ufacturing affiliates often make use of special regulatory and tax regimes available
in the new host country. Such ‘special economic zones’ typically offer a combin-
ation of tax and tariff incentives and may even exclude firms operating in those
zones from labor, environmental and ownership regulations that apply to firms
operating elsewhere in the country (Farole & Akinci, 2011).

Manufacturing activities are typically the most labor-intensive subsidiaries of a
corporate group. So when a TNC relocates parts of its manufacturing operations
abroad, this is generally believed to have significant and beneficial employment-
creating effects in the manufacturing sector of the new host country (Harrison &
Rodr�ıguez-Clare, 2010). Moreover, the offshoring of manufacturing operations by
a lead firm in a particular global supply chain may also give a significant boost to
the non-exporting segment of the manufacturing sector in the new host country
as local suppliers flock around the lead firms production operations (Berger,
2005), potentially giving rise to the emergence of manufacturing, or industrial,
clusters (Fan & Scott, 2009).

3.2. Shared service centers

A second cluster of group subsidiaries consist shared service centers. These are
subsidiaries that provide centralized support services to other group entities. This
may involve both low value-adding back-office operations, such as information
technology, human resource management and accounting, as well as higher value-
adding services, such as procurement, marketing, sales and distribution. Some firms
have opted for an outsourcing strategy, in which specific services (mostly the lower

Figure 2. Corporate structure of a large food company. Nodes represent different subsidiaries, connected by
ownership relationships. Colors indicate (A) country of incorporation, and (B) type of entity. Node size indi-
cates turnover reported by the entity.
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value-adding back-office operations) are provided by a third party service provider.
A trend in recent years, however, has been for TNCs to centralize and ‘in-source’
some or all business support activities and have them performed by a captive entity
(Bondarouk, 2014; Lewin & Peeters, 2006).10 This entity, known as a ‘shared ser-
vice center’ (SSC), then provides the services to other group entities. Such an SSC
may serve the entire corporate group or selected group entities operating in a spe-
cific geographical region or line of business.

Two considerations may lie behind the establishment of shared service centers.
The first is cost reduction. SSCs allow corporate groups to benefit from economies
of scale and avoid duplication of services across subsidiaries. Moreover, when
located in jurisdictions that provide inexpensive labor, the establishment of SSCs
can result in substantial savings on labor costs (Lewin & Peeters, 2006). An increas-
ingly important driver for the growing use of SSCs, however, is a desire to source
new organizational capabilities (Lewin & Peeters, 2006). TNCs increasingly discover
that offshoring technical, professional and administrative activities allow them to
tap into new pools of highly qualified staff (Lewin & Volberda, 2011).11 Regardless
of which of these considerations prevails, the successful implementation of SSCs
relies heavily on the availability of good transportation and ICT infrastructure and
the availability of an English speaking workforce (Doh et al., 2009). Taxes, on the
other hand, appear to play only a secondary role in TNCs’ decisions where to
locate their SSCs. A survey conducted by management consulting firm Deloitte
amongst 311 large firms that had established over 1,000 SSCs found that 70% of
companies do not take taxation into consideration when choosing the location of
their SSCs. We expect that this might be partly explained by the fact that SSCs are
often run as cost, rather than profit centers and thus make little or no taxable prof-
its. Still, 17% of companies setting up SSCs do so with the objective to reduce their
global tax burden—for instance through transfer pricing strategies.12

The benefits countries receive from hosting SSCs come primarily in the form of
job creation. This may be effectuated in two ways. First, SSCs can be large employ-
ers in the service sector of a country’s economy. The previously mentioned
Deloitte survey13 found that 43% of the SSCs in their sample employed more than
100 people, with 15% employing more than 500 people. SSCs may also contribute
to job creation in a more indirect way. The establishment of SSCs in a particular
country may provide a boost to the domestic services sector in that country,
thereby contributing to job creation in the sector, or attract large multinational
business service firms to a country. Moreover, since SSCs ‘sell’ their services to
group entities located in other countries, host countries see their services exports
increase and their current account balance strengthened.

3.3. Research and development (R&D) facilities

A third cluster of group subsidiaries consists of TNCs’ R&D facilities. These are
subsidiaries that are responsible for TNCs’ product innovations. Although up until
the 1990s these activities used to be performed in the context and proximity of
TNCs’ global headquarters (Patel & Pavitt, 1991), increasingly TNCs are relocating
them across jurisdictions (Dachs et al., 2014).

Existing literature identifies three main motives underlying the internationalization
of TNCs’ R&D activities (Carlsson, 2006). The first is for TNCs to adapt the design
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and development of their goods and services to the specific needs of local markets
(Fors & Zejan, 2012). This is typically done for markets that are especially important
for a firm’s sales figures. Another motive for the relocation of R&D facilities is to
bring them in closer proximity to TNC’s previously offshored manufacturing opera-
tions. Finally, a third, and increasingly prominent, motive underlying the relocation
of R&D activities away from TNCs’ home country is a desire to establish a presence
in highly innovative regions and cities (Florida, 1997). TNCs relocating their R&D
activities to such regions do so to get access to local talent and knowledge. Important
considerations taken into account by TNCs seeking to tap into local innovative
capacities are the availability of highly qualified personnel and a high density of uni-
versities and other types of research institutions (Cantwell & Piscitello, 2002; Dachs
et al., 2014). The cost of R&D personnel appears to be of only minor importance in
the R&D location decision (Dachs et al., 2014). Instead, TNCs value countries, and
regions within countries, that provide for attractive living conditions that make it
easy to attract additional knowledge workers from abroad (Malecki, 1987).

Although there appears to be consensus in the literature that macro-institutional
factors dominate TNCs’ R&D offshoring decisions, tax incentives are said to play a
role as well (Cantwell & Mudambi, 2000; Hines, 1994). Tax incentives for R&D
activities may involve tax credits for R&D expenditures or so-called patent or
innovation boxes, whereby income emanating from qualifying IP is taxed at a
reduced rate (Evers et al., 2015). Especially the latter type of incentive has become
widely used in Europe over the last decade. As of June 2017, 14 European jurisdic-
tions had introduced some form of innovation box.14 Moreover, to attract foreign
high-skilled workers, and thus increase their attractiveness as a location for TNCs’
R&D activities, some jurisdictions have implemented temporary tax reductions for
personal income taxes for foreign knowledge workers.

When it comes to the potential benefits that host countries might reap from the
relocation of R&D activities, discussions in the literature tend to focus on the
promise of knowledge spillovers and productivity gains (Hejazi & Safarian, 1999;
Kim & Park, 2017; Saggi, 2002). However, research on the policy strategies that
governments adopt to attract FDI in R&D suggests that national investment pro-
motion agencies consider the quantity and quality of jobs created as some of the
most important factors in their evaluation of potential R&D investment projects
(Guim�on, 2009).

3.4. Top holding companies

The fourth cluster of group subsidiaries we identify are top holding companies.
Top holding companies are companies that appear at the apex of a corporate
group’s ownership structure and therefore are often referred as the group’s ‘global
ultimate owner’ (GUO). These entities play a key role in the legal-financial organ-
ization of the group. The location of the top holding company generally determines
the legal home of a corporate group and thereby not only the company law under
which it operates, but in many cases also its tax residency.15 Since a large fraction
of profits are typically transferred to the top holding company, the tax residency of
that company plays a key role in the consolidated tax rate of the group (Dischinger
et al., 2014). For publicly listed TNCs, the top holding company is also the legal
entity whose shares are traded on a stock exchange and thus administers the
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group’s relationship with its external shareholders. This means that the tax regime
of the jurisdiction in which the top holding is domiciled determines how dividend
payments to shareholders are taxed.

Not all top holdings, however, are the same. The traditional top holding com-
pany would be domiciled in the jurisdiction from which the group originated and
not only fulfill a key role in the legal-financial organization of the corporate group,
but also act as the group’s global headquarters and thus perform most or all of the
corporate functions responsible for the orchestration of the group’s global value
chains: strategic management, shared services, and compliance and reporting (Baaij
et al., 2015). In today’s fragmented TNC, these functions are increasingly
unbundled and relocated to jurisdictions that provide the optimal conditions for
the performance of those specific functions (Baaij et al., 2015; Desai, 2009).
Examples of traditional headquarter functions that TNCs may detach from their
top holding and relocate across borders are the staff function (resulting in the
establishment of SSCs), the group financing and treasury function (resulting in
group financing companies—see next subsection), and the strategic management
function (resulting in divisional and regional headquarters—see next subsection).

Given the large impact of the tax regime that applies to a top holding on the
overall tax burden of a corporate group, TNCs have large incentives to transfer
their top holding to a jurisdiction with low corporate income tax rates and/or
more favorable legislation (Baaij et al., 2015; Voget, 2011). In the period
1997–2007, 6% of all multinationals relocated their headquarters to another juris-
diction by means of corporate inversions or mergers with a foreign firm (Voget,
2011). Over 50 percent of US multinationals that relocated their headquarters to
another jurisdiction by means of corporate inversions in the period 1990–2016, did
so to countries with no corporate income tax—mainly the Cayman Islands,
Bermuda and the British Virgin Islands (Slangen et al., 2017). Transferring the top
holding to another jurisdiction may have other non-tax related benefits as well. For
instance, it has been suggested that top holding relocations may enable TNCs to
improve communication and knowledge exchange with investors (Birkinshaw et al.,
2006), and give them access to new pools of managerial talent (Baaij et al., 2015).

The benefits that countries receive from hosting top holding companies thus
very much depend on the scope of the activities performed by the top holding.
When a top holding company only serves as legal seat, but carries out few or no
real activities, then benefits for the host country come almost exclusively in the
form of increased revenues from corporate taxes and incorporation fees.16 If, on
the other hand, a top holding company carries out some or all of the traditional
corporate headquarter functions, substantial employment benefits for the host
country can be expected. Global headquarter functions are associated with high-
quality jobs, and can potentially give rise to agglomeration effects and result in sig-
nificant knowledge spillovers (Davis & Henderson, 2008).

3.5. Intermediate holding companies

These are holding companies that may appear anywhere under the top holding in
a corporate group’s ownership structure. Intermediate holding companies appear in
different forms and may be used for a number of purposes. One such a purpose is
the tax-efficient channeling of the value that is created by operating subsidiaries to
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the parent company. To achieve this, debt or equity investments made by the par-
ent company are not made directly into a foreign subsidiary, but indirectly through
an intermediate holding company, or ‘conduit’ entity. Returns made on those
investments are then channeled back to the parent company through the conduit
entity in the form of interest or dividend payments. Intermediate holdings may
also be used for the channeling of royalty payments. Such ‘royalty conduits’ may
receive royalty payments because they are the legal owner of an intellectual prop-
erty asset itself or because they own the economic rights to the royalty income gen-
erated by the asset due to a licensing agreement with the group entity that legally
owns the asset (Maine & Nguyen, 2017). The above described dividend-, interest-,
and royalty conduit functions may also be combined in a single intermediate hold-
ing company.

The archetypical intermediate holding company is one that has few employees
and plays only a minor role in managing and directing group activities. This may
be different, however, in the case of intermediate holding companies that combine
pure holding activities (i.e. the holding and administering of assets, be they finan-
cial, tangible, or intangible assets) with strategic, coordinating or capital manage-
ment functions. The best example of such multifunctional intermediate holding
companies are regional headquarters. Regional headquarters are typically designed
to both hold the equity capital of operational subsidiaries active in the relevant
region and to engage in strategic decision-making and coordinating functions
regarding the TNC’s activities in that region. It is also not uncommon for a
regional headquarters to accommodate a shared service center offering business
support services to operating subsidiaries in that specific region. Another example
is the group financing company, sometimes also referred to as the group’s treasury.
These are entities that are responsible for the management of intra-group financial
transactions, such as intra-group lending, group liquidity management, hedging,
and other financial operations that had traditionally been part of the finance func-
tion of the corporate headquarter.

A number of institutional features can make a jurisdiction an especially attract-
ive location for the establishment of intermediate holding companies and/or
regional headquarters. One is the availability of the institutional infrastructure
necessary to support intermediate holdings companies: a stable and efficient state
apparatus, sufficiently advanced ICT infrastructure, and the availability of know-
ledgeable tax advisors, trust firms, and other types of business services (Eicke,
2009; W�ojcik, 2013). For group treasuries, having access to deep and developed
capital markets may represent an important consideration (Eicke, 2009). Perhaps
even more important for TNCs’ decisions where to locate their intermediate hold-
ing companies, however, are the specificities of a jurisdiction’s tax regime. One
such specificity is the absence of withholding taxes on outgoing and incoming divi-
dend, interest and royalty payments, or the availability of reduced rates on such
payments. Typically, therefore, intermediate holding companies are located in juris-
dictions that provide TNCs with access to an extensive network of bilateral tax
treaties, enabling them to significantly reduce the tax costs of funneling payments
through a specific jurisdiction (Weyzig, 2013). Other aspects of a country’s tax
regime that TNCs may consider in the location decision for their intermediate
holding companies are the administrative burden created by tax compliance and
the existence and enforcement of anti-avoidance provisions. Finally, the availability
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of investment treaties with countries in which an envisioned holding company’s
subsidiaries are located may further increase the attractiveness of a jurisdiction as a
location for an intermediate holding company.

From a country perspective, the benefits that come with the hosting of inter-
mediate holding companies depend very much on the extent to which these com-
panies are pure conduit entities or engage in a broader scope of activities. For
intermediate holding companies that act as pure conduit entities, the benefits
should primarily be looked for in additional tax revenues and indirect employment
effects. Effective tax rates on the dividends, interests, and royalties that flow
through these entities may be minimal, but because of the sheer size of these flows,
they may generate substantial tax revenues for the host country nevertheless. In the
case of the Netherlands, for instance, financial flows through intermediate conduits
of e4 trillion (five times the size of the country’s GDP) contribute an estimated e3
to e3.4 billion in taxes, salaries and services hired (Berg et al., 2008; Kerste et al.,
2013). Conduit entities themselves employ few employees, but the establishment
and maintenance of intermediate holding companies require the services of local
corporate service providers (i.e. notaries, trust firms, tax advisors, lawyers, etc.) and
thus has employment-creating effect in those sectors. This is different, however,
when the intermediate holding company also serves as a regional headquarter. In
this case, the intermediate holding company might employ substantial numbers of
employees and contribute significantly to a country’s services exports.

The representation of the anatomy of the contemporary firm sketched in the
previous paragraphs is, of course, a highly stylized one. Explicitly distinguishing
between FDI in these five different types of operations does, however, provide a
degree of analytical traction that has been missing in previous analyses of inter-
national competition for FDI. In the ensuing analysis we exploit this analytical trac-
tion to develop a more sophisticated understanding of this phenomenon.
Specifically, we answer three simple questions: Which EU countries attract which
types of FDI? What institutional and tax arrangements do they use to do so? And
what are the benefits they receive from doing so in terms of tax revenues and
employment creation?

4. Analytical approach, data and visualization

4.1. Analytical approach

To answer these questions we conducted a two-step analysis. In a first step we
determined for each of the five categories of FDI identified in section three which
EU member states17 are most successful in attracting those activities. Because the
available data on FDI does not distinguish between the different types of invest-
ment projects that are financed by the FDI flows, we constructed a set of indicators
that gauge the intensity of the economic phenomena and activities associated with
each type of FDI. Throughout the remainder of the article we denote these indica-
tors as activity indicators.

In a second step we collected a range of macro-institutional and tax policy indi-
cators to understand which macro-institutional features and tax policies may be
associated with those countries that are most successful in attracting the different
categories of FDI. For example, based on our reading of the literature, we include
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labor costs and corporate income tax rates as possible determinants of foreign dir-
ect investments in manufacturing affiliates, while we include the availability of low
withholding taxes as a possible determinant for investments in intermediate hold-
ing companies. Throughout the ensuing text, we label our indicators using square
brackets (e.g. [Governance]).

The motivations for our indicators and the exact operationalization of each indi-
cator can be found in Table S1 and section S5 in the Appendix.

4.2. Data

To construct our indicators we use a combination of macro (country-level) and
micro (firm-level) statistics. Macro statistics were collected from Eurostat, World
Bank Open Data, the International Bureau of Fiscal Documentation, and
UNCTADstat. Since we obtain the majority of our indicators from Eurostat, we
generally lack data on Switzerland. Micro statistics were collected from the Orbis
database. Orbis collects information on over 250 million public and private firms
worldwide from official country registrars and other country collection agencies,
and it is a frequently used source of data (Garcia-Bernardo et al., 2017; Johannesen
et al., 2016; Vitali et al., 2011) that offers good coverage for EU’s firms (Garcia-
Bernardo & Takes, 2017). All indicators were calculated as the mean value for the
period 2007–2017, or a subset of the period when data was not available for all
years. Our selection of the 2007–2017 period reflects two considerations. The first
is purely pragmatic; this is the only period for which all databases provide data.
The second is that our activity indicators reflect stocks of FDI, rather than flows.
This implies that each indicator reflects investments accumulated prior to the
period. Because, as stated in the introduction, we decided to focus our analysis on
non-financial corporations, we restricted the Orbis and Eurostat data to include
only non-financial corporations. For a complete description of all the indicators,
including sources, time data availability and descriptive statistics see Tables S1–S6
in the appendix as well as the Supplementary Methods section. In order to ensure
replicability and cumulative knowledge-building, all our indicators and Python
code are available at https://osf.io/7xwtb/ under public license Creative Commons
Attribution-ShareAlike 4.0.

4.3. Visualization of the results

4.3.1. Normalization
Our visualization strategy assigns a color to a numerical value, where blue corre-
sponds to low values and red corresponds to high values. Using the same matching
between colors and numerical values in all variables would be infeasible since the
range of our variables varies by several orders of magnitude. While the average tax
rate of multinationals is 0.18 (±0.07), the average time to complete and submit
taxes is 192.2 (±99) days. In order to visualize the results effectively, we need to
normalize all variables so that they lie in the same range. A common normalization
strategy (StandardScaler) is to subtract the mean and divide by the standard devi-
ation, which standardizes all variables to have mean equal to zero and standard devi-
ation equal to one. However, this strategy is not robust to outliers—such as Malta
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with an FDI stock 16 times the size of its GDP. Instead, we use another normaliza-
tion strategy (RobustScaler) where we subtract the median and divide by the inter-
quartile range—the range between the 1st quartile (25th percentile) and the 3rd
quartile (75th percentile) (Figure 3(A)). Figure 3(B) visualizes the data on FDI flows
in 2017 (Figure S2 in the Appendix) using both RobustScaler and StandardScaler.
When using RobustScaler we are able to see both the outliers (Malta and Cyprus)
and countries attracting high FDI stocks (Belgium or Netherlands) in red, while for
the StandardScaler strategy only the outliers are visible.

4.3.2. Clustering
We use the activity indicators to identify countries that compete for a specific cat-
egory of FDI. We make use of a clustering algorithm to guide our interpretation of
the results. The clustering algorithm calculates the distance between two countries
based on the differences between all activity indicators. For instance, in Figure 4(B)
there are two variables (RobustScaler and StandardScaler). There is a small distance
between two countries if they have similar values for both variables. The algorithm
then constructs a tree, where countries appear in adjacent branches if the distance
between them is small—e.g. Cyprus and Malta, or Luxembourg, Ireland, Switzerland,
the Netherlands and Belgium.

To arrange countries into groups, many different clustering algorithms can be
used. Each of these techniques uses its own distance formulas, and thus yields dif-
ferent results. In order to avoid cherry-picking a clustering technique that produces
‘meaningful’ results, we apply the default algorithm and use the results only as a
starting point, on the basis of which we then cluster the countries manually. The
initial clustering is provided in Figure S3. A detailed explanation of the clustering
algorithm and its possible variations is provided in the Supplementary Methods.

4.3.3. Country summaries and FDI attraction profiles
We summarized how successful countries are at attracting each category of FDI by
using the sum of all activity indicators, separating low and high value-adding activ-
ities (see section S4 in the Appendix). In order to compare the European countries
among themselves, the success of each country was then normalized using the

Figure 3. Visualization of our results. (A) Example of the interquartile range (IQR) and the color scheme used
throughout the analysis. (B) Example of the FDI stock by country using two normalization strategies. Note
that the outliers (Malta and Cyprus) reduce the range of countries visible with the StandardScaler strategy.
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method from Section 4.3.1. We created the six FDI-profiles using the information
from cluster analysis of each of the five types of FDI, and by using cluster analysis
on the cluster summary (see section S4).

5. Results

5.1. Manufacturing affiliates

We first identified those countries that attract disproportionate amounts of TNCs’ man-
ufacturing affiliates. We found a prominent cluster of countries composed of Romania,
Hungary, Poland, Slovakia, Czechia, Estonia, Malta and Bulgaria (Figure 3(A)). All
these countries engage primarily in low value-adding manufacturing activities for which
they show high levels of wage-adjusted productivity. Moreover, this cluster of countries

Figure 4. Manufacturing affiliates. (A) Activity indicators, (B) benefits, and (C) macro-institutional features and
tax incentives associated with attracting manufacturing affiliates. The identified clusters of countries is marked
with a gray bracket (A,C) and different shades of orange (B). See Table A1 for a complete explanation of the
indicators. Countries are sorted according to their assigned cluster.
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receives greenfield investment flows in the manufacturing sector of 2.0% (±0.8%) of
their GDP, which contrasts with the 0.4% (±0.3%) received by all other countries.18

There is, however, a broad distinction within this cluster between those countries in
which a large fraction of the labor force is employed in foreign owned companies in
the manufacturing sector and those in which this fraction is much smaller
(Figure 3(B)). In Malta, Romania, Estonia, Hungary, Slovakia, and Czechia the number
is 6.9% (±1.8), whereas for Poland and Bulgaria it is 3.7% (±0.5%). For the latter group
of countries, however, a number of factors might partly explain these relatively low
numbers. For Poland, the country’s large population size has a significant downward
effect on the percentage of the labor force employed by foreign firms. The raw number
of jobs created in that country, however, is 680,000, considerably higher than the num-
bers for countries of similar size, such as Spain and Italy (386,000 and 429,000 respect-
ively). For Bulgaria, the size of greenfield investment suggests that a future increase in
the number of jobs in foreign-owned manufacturing operations can be expected.

We next moved to the macro-institutional and tax arrangements associated with
the countries previously identified (Figure 3(C)). As anticipated, since we assume cost
reductions to be the primary motivation for the offshoring of manufacturing opera-
tions, all countries previously identified score low on all macro-institutional indicators
when compared with the EU average. As Figure 4(C) shows, labor costs are especially
low in Romania and Bulgaria. These countries’ exceptionally low labor costs may be
an important factor in explaining why since 2007, the year they joined the European
Union, these countries have been the largest recipients of greenfield FDI in manufac-
turing activities. Regarding the tax indicators (which, in Figure 3(C) are separated
from the macro-institutional indicators by a thin white line), we see that all the iden-
tified countries have corporate income tax rates that are significantly lower than those
for most other European countries, with the notable exceptions of Ireland and
Cyprus. They also all stand out both in terms of the number of tax incentives targeted
specifically to investments in manufacturing activities and in terms of the low levels
of withholding taxes that they levy on outbound dividend payments. We also observe
that all countries that attract manufacturing affiliates, except Slovakia and Czechia,
had signed large numbers of investment treaties, but not tax treaties, with Western
Europe before they entered the European Union. This suggests that withholding tax
considerations are secondary to the securing of property rights in TNCs’ decisions
where to locate their offshored manufacturing activities.

5.2. Shared service centers

We next identified countries that attract disproportionate numbers of TNCs’ SSCs.
Here we identified three clusters of countries that do so (Figure 5(A)). All coun-
tries in those three clusters (with the notable exceptions of Poland and Bulgaria,
which we will discuss below), see a relatively large fraction of their labor force
employed in foreign owned SSCs. The first cluster, consisting of the Netherlands,
Ireland, United Kingdom and Luxembourg attracts high value-adding SSC activ-
ities, has high wage-adjusted productivity and receives large amounts of greenfield
investments in SSC activities. The second cluster, composed of Finland, Austria,
Belgium and Sweden also attracts high value-adding SSC activities but shows lower
wage-adjusted productivity and also somewhat lower levels of greenfield investment
in SSCs. We interpret this difference as the second cluster being somewhat less
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attractive as a location for TNCs’ high value-adding SSC operations and therefore
attracting fewer such operations. The third cluster, composed of Poland, Bulgaria,
Romania, Hungary, Czechia, Portugal and Estonia, is characterized by low value-
adding activities but high levels of adjusted productivity. In this third cluster, for-
eign owned SSCs employ 1.3% (±0.5%) of the labor force, compared to 4.1%
(±4.7%) and 1.7% (±0.3) for the first and second clusters respectively (Figure 5(B)).
However, Bulgaria receives the second highest flows of greenfield FDI and we thus
expect employment numbers to increase in the following years. In the case of
Poland, the large size of their labor force causes a downward bias in the share
of the labor force employed in foreign owned SSCs. In fact, the raw number of

Figure 5. Shared service centers. (A) Activity indicators, (B) benefits, and (C) macro-institutional features and
tax incentives associated with attracting shared service centers. The three identified clusters of countries are
marked with gray brackets (A,C) and different shades of orange (B). See Table A1 for a complete explanation
of the indicators. Countries are sorted according to their assigned cluster.
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workers in foreign owned SSCs in Poland (372,000) is two to four times higher
than the number for Romania (183,000), Portugal (107,000), Czechia (102,000) and
Hungary (78,000).

Looking at the macro-institutional and tax policies associated with the countries
in those three clusters (Figure 5(C)), we make the following observations. High
value-adding SSC activities (first and second clusters) take place in countries that
combine high levels of human capital, governance and infrastructure with an
expensive, but highly productive labor force, while the contrary is true for low
value-adding activities (third cluster). Similar to the manufacturing case, tax con-
siderations appear to be secondary to macro-institutional determinants in TNCs’
decisions where to locate their SSC activities. We assume this to be a result of the
fact that most SSCs are run as cost centers and therefore do not make substantial
amounts of taxable profits.

5.3. R&D facilities

Thirdly, we identified countries that attract disproportionate amounts of TNCs’
R&D facilities. We found two clusters of such countries (Figure 6(A)). The first
consists of a heterogeneous group of highly developed countries. All countries in
this cluster have a large R&D sector, evidenced by the large share of their labor
force employed in corporate R&D facilities and the large numbers of patent appli-
cations by both domestic and foreign firms. Moreover, these countries all display
high levels of R&D expenditure financed from abroad, which indicates that a sig-
nificant proportion of R&D operations in those countries is conducted by foreign
owned firms. This is further confirmed by the fact that, corrected for the size of
their economies, these countries show high numbers of patent applications by for-
eign owned companies. Three countries within this cluster (Belgium, Ireland and
the United Kingdom) distinguish themselves from the others in that foreign owned
firms account for 42–45% of all patent applications in those countries—compared
with 16–31% in the rest of the cluster. The second cluster consists of Hungary,
Bulgaria and Czechia. Compared to the first cluster, R&D takes a much less prom-
inent role in these countries’ economies, as evidenced by the much lower fraction
of their labor forces employed in R&D operations as well as the low number of
patent applications by domestic firms (Figure 6(B)). They do, however, receive
high values of foreign R&D expenditure, suggesting that foreign firms see them as
suitable locations for their offshored R&D activities nevertheless.

To get a deeper understanding of the differences between the two clusters, we
then looked at the macro-institutional and tax features of these countries. For the
first cluster of highly developed countries, fluency in English, ICT infrastructure,
graduates in science and technology and quality of life highly correlate with foreign
owned R&D activities (Figure 6(C)). This was expected, since TNCs operate R&D
facilities in those countries where the skills are located. The top three countries by
foreign R&D investment (Austria, Switzerland and Finland) rank 4th, 2nd, and 3rd

for quality of life and 6th,3rd and 2nd for graduates in science and technology. For
the second cluster of countries, low labor costs appear to dominate over other indi-
cators. Most likely, the fact that these countries see comparably large amounts of
their total R&D expenditures come from foreign owned companies and see a large
percentage of their domestic patent applications come from foreign owned
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companies as well, is due to the prominent presence of foreign owned manufactur-
ing activities in those countries. As explained in section 3.3, one motivation for
TNCs to relocate some of their R&D activities is to have them in the proximity of
their already offshored manufacturing operations. Finally we found that R&D
incentives (with the notable exception of the patent box) are correlated with R&D
activity. However, we also found a number of countries (i.e. Sweden, Austria or
Denmark) that offer only a small number of R&D incentives but nevertheless
attract high levels of foreign R&D investments. This indicates that tax considera-
tions play only a secondary role to the availability of talent in those countries.

5.4. Top holdings

We identified two clusters of countries that attract disproportionate amounts of
TNCs’ top holding companies (Figure 7(A)). The first cluster is composed of the

Figure 6. R&D facilities. (A) Activity indicators, (B) benefits, and (C) macro-institutional features and tax incen-
tives associated with attracting R&D facilities.The two identified clusters of countries are marked with gray
brackets (A,C) and different shades of orange. See Table A1 for a complete explanation of the indicators.
Countries are sorted according to their assigned cluster.
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three smallest EU member states: Cyprus, Luxembourg and Malta. The second is
composed of Ireland, Switzerland, the Netherlands and the United Kingdom.19

Both clusters attract disproportionate amounts of top holding companies, but coun-
tries in the first cluster attract the highest numbers relative to the sizes of their
GDPs. Countries in the first cluster also seem to enjoy more significant benefits
from hosting top holdings, at least as far as tax revenues are concerned. They raise
tax revenues of 5.4% (±0.3%) of their GDP from corporations, compared with 2.5%
(±0.5%) in other European countries (Figure 7(B)). The main difference between
the two clusters, however, concerns the profit rate of foreign firms (Figure 7(A)).
The profit rate in the first cluster is 511,000 (±230,000) e/employee,20 significantly
higher than the profit rates in the second cluster (59,000 ± 7,530 e/employee) and
all other countries (69,000 ± 38,000e/employee). Furthermore, the three clusters dif-
fer from each other in terms of their differential score on the difference in profit
rates between multinational and domestic companies. For the first cluster this dif-
ference stands at 135,000 (±187,000) e/employee, for the second at 17,000

Figure 7. Top holdings. (A) Activity indicators, (B) benefits, and (C) macro-institutional features and tax incen-
tives associated with attracting top holdings. The three identified clusters of countries are marked with gray
brackets (A,C) and different shades of orange. See Table A1 for a complete explanation of the indicators.
Countries are sorted according to their assigned cluster.
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(±23,000) e/employee, and for the third at �59,000 (±36,000) e/employee. For all
other countries this difference stands at �58,000 (±44,000) e/employee.

The difference between the countries in the first and second cluster becomes
more pronounced when their scores on the macro-institutional and tax indicators
are considered (Figure 7(C)). Most importantly, the effective tax rates (ETRs) for
countries in the second cluster are significantly higher than those for countries in
the first cluster. We find the median ETR for companies with revenues higher than
one million dollars to be 3.9% in Luxembourg, 9.8% in Cyprus, 28.0% in Malta,
and 20.6% (±6.0%) in all other European countries. In the Maltese case, however,
the effective tax rate excludes an up to six-sevenths refund to shareholders on the
tax paid. Including this refund in the calculation would bring the ETR down to
4–8%. Moreover, the low ETRs that multinationals pay in these countries do not
necessarily apply to domestic companies. We found that the tax paid by TNCs in
countries that belong to the first cluster is up to 11 percentage points lower than
the tax paid by their domestic counterparts. We interpret our finding that countries
in the first cluster combine low effective tax rates with relatively high profit rates
of multinationals, and above those of domestic companies, as an indication that
TNCs locate their top holding in those countries primarily for reasons of tax plan-
ning. Countries in the second cluster, with lower profit rates of multinationals,
larger economies, a higher score on the governance indicator, and higher effective
tax rates for multinationals, seem to be able to attract a larger fraction of top hold-
ings that are not exclusively motivated by tax planning considerations, meaning,
for example, actual global or regional headquarters. Another difference between the
three clusters concerns the absence of an extensive network of tax treaties in the
first one. We interpret the apparent unwillingness of countries to sign tax treaties
with countries in the first cluster as another indication that TNCs locate their top
holdings in Cyprus, Malta, and Luxembourg mainly to reduce their tax burden.
For countries in the second and third cluster, on the other hand, we interpret their
ability to sign tax treaties with large numbers of countries as an indication that the
top holdings located in those countries are perceived as more legitimate by poten-
tial treaty partners. Finally, our results further suggest that countries may increase
their attractiveness as a location for TNCs’ top holding companies by offering low
withholding taxes on dividends and providing for a lenient and efficient tax legisla-
tion (low number of anti-avoidance provisions and short time needed to pre-
pare taxes).21

5.5. Intermediate holdings

Lastly, we identified three clusters of countries that attract disproportionate
amounts of intermediate holding companies, or conduits (Figure 8(A)). The first
cluster is composed of Hungary, Malta and Cyprus. Countries in this cluster are all
specialized in one type of intermediate holding company. Cyprus operates as a
pure dividend conduit, as evidenced by its high value of conduit investment.
Hungary and Malta attract disproportionally large payments for the use of intellec-
tual property, reflecting their status as preferred jurisdictions for royalty conduits.
The second cluster is composed of a prominent group of multi-purpose countries:
Luxembourg, Netherlands, Switzerland, Ireland, Belgium and the United Kingdom.
All countries in this group exhibit high values for all types of holding activities.
For the case of the United Kingdom, its large GDP—3.4 times higher than the
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second largest country in the cluster—downplays the importance of the country as
a conduit jurisdiction. The third cluster we identified consists of four countries
that attract moderate amounts of holding companies: Finland, Sweden, Austria and
Denmark. Countries in this group are frequently used as dividend conduits, and
occasionally as royalty and interest conduits.

We next analyzed the macro-institutional indicators correlated with the clusters
(Figure 8(C)). We found that countries in the second and third clusters have good
governance, a highly developed ICT and financial infrastructure, and a large pres-
ence of the Big Four. Contrary, countries in the first cluster exhibit comparatively
lower levels of governance and infrastructure (at similar levels than Spain or
France), which suggest that tax determinants may be key to their success. Indeed,
we found that all three countries have no withholding taxes, a low number of anti-
avoidance provisions, and the most generous patent boxes in Europe. The patent
box in Hungary (established in 2003) offers a tax rate of 5% on qualifying royalty
income, the Maltese patent box (established in 2010) provides a full exemption for
all qualifying royalty income, and the Cyprus patent box (established in 2013)
offers an 80% exemption in gross profits (tax rate below 2.5%).

Figure 8. Intermediate holdings. (A) Activity indicators, (B) benefits, and (C) macro-institutional features and
tax incentives associated with attracting intermediate holdings. The two identified clusters of countries are
marked with gray brackets (A,C) and different shades of orange. See Table A1 for a complete explanation of
the indicators. Countries are sorted according to their assigned cluster.
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The second cluster of countries is also characterized by the presence of a gener-
ous patent box, and either the presence of the notional interest deduction or
another tax incentive targeting group interest payments. The high correlation
between the patent box score and the success to attract royalty holdings indicates
that royalty holdings (but not R&D activities) are attracted to places with generous
patent boxes, which is consistent with the literature on patent location (Evers et al.,
2015; Karkinsky & Riedel, 2012). Moreover, the correlation between the presence
of measures granting special tax treatment for interest income and the loans held
by non-financial corporations in a country indicates that interest holdings may be
attracted to places with generous interest incentives. Moreover, countries in this
group have either no or low withholding taxes (Luxembourg and the Netherlands),
or an extensive network of tax treaties (Switzerland, Belgium, United Kingdom).
The only exception is Ireland, with moderate withholding taxes and a relatively
shallow network of tax treaties. However, withholding taxes in Ireland can be
avoided by using a holding company in a third EU country that has an extensive
network of tax treaties, since intra-group payments in the EU are exempt from
withholding taxes. Countries in this second cluster also have a large network of
investment treaties, ensuring investor rights and increasing the attractiveness of a
country for dividend holdings. Finally, countries in the third cluster are character-
ized by the highest levels of governance, reduced regulation and incentives, evi-
denced by the lack of anti-avoidance provisions and interest incentives.

5.6. Towards a typology of ‘FDI attraction profiles’

To summarize and wrap up the results of our analysis we then profiled all coun-
tries according to the different types of FDI they attract. We identified six groups

Figure 9. Summary of the results. Countries’ ability to attract different category of FDI. Red cells correspond
to highly successful, blue cells correspond to highly unsuccessful. Colored boxes indicate the five FDI-attraction
profiles identified: Profit centers (green), Coordination centers (blue), Innovation centers (yellow), Back-office
centers (magenta) and Manufacturing centers (gray).
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of countries (Figure 9), each of which we indicated with a unique color mark in
the bar just above the country labels. One group of countries (indicated with the
white color mark) consists of a heterogeneous set of big and small countries
(Germany, France, Slovenia, Spain, Italy, Greece, Latvia, Croatia, and Lithuania)
that all appear to be rather unsuccessful in attracting FDI of any category.
Countries in each of the other five groups all successfully attract distinct combina-
tions of two or more categories of FDI. We call these distinct combinations FDI
attraction profiles. Below we briefly discuss each of these profiles in more detail.

The FDI attraction profile that is marked in grey, and which is associated with
Hungary, Czechia, Bulgaria, Romania, Slovakia, and Poland, revolves primarily
around TNCs’ offshoring of manufacturing activities. For this reason, we dubbed
countries associated with this profile manufacturing centers. Apart from manufac-
turing activities, all countries in this group attract at least some degree of (primar-
ily low value-adding) SSC activities. It is conceivable that this particular
combination of manufacturing and low value-adding SSC FDI is the result of a
sequential phenomenon in which TNCs first offshore their manufacturing opera-
tions to those countries and, after having had good experiences with the country’s
investment climate, decide to also relocate some of their lower value-adding SSCs
to the country. After all, in decisions regarding SSC (re)locations that are primarily
motivated by cost reductions TNCs seem to consider location factors that are very
similar to those that are considered in decisions regarding the (re)location of man-
ufacturing activities. Such a pattern of ‘sequential FDI’ has indeed been identified
in the International Business literature as a mechanism that might explain TNCs’
location decisions when offshoring activities (Kogut, 1983; Oman, 2000). Two of
the countries associated with the manufacturing centers profile (the Czechia and
Hungary) also attract a small amount of R&D activities. As we suggested earlier,
this may be an artefact of TNCs’ preference to have some of their R&D activities
located in the proximity of their previously offshored manufacturing operations.
Hungary is a special case in this group of countries because it has also been able to
attract substantial numbers of intermediate holding companies due to its aggressive
tax incentives (see Section 5.5).

The second FDI attraction profile, which is associated with Portugal and
Estonia, combines low value adding SSC activities with a limited amount of high
value adding SSC activities. We refer to countries associated with this profile as
back office centers. The reason these countries are successful in attracting SSCs may
lie in their unique macro-institutional features. Both countries combine low labor
costs with an efficient workforce and above average ICT infrastructure. Their suc-
cess in attracting top holding companies, however, probably has more to do with
the specificities of their corporate tax regimes. Estonia only taxes corporate income
once it is distributed to shareholders, which is an attractive regime for small indi-
vidually-owned companies, while Portugal harbors within its borders the Madeira
international business center, where no withholding taxes are levied and which
offers a statutory tax rate of only 5%.

The third FDI attraction profile, which we label innovation centers, is associated
with Sweden, Denmark, Finland and Austria (marked in yellow). The main
strength of these countries is their ability to attract TNCs’ R&D affiliates. We attri-
bute these countries’ ability to do so primarily to their macro-institutional features.
All countries offer large numbers of STEM graduates, good ICT infrastructure, and
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a stable political climate. Interestingly, none of these countries seems to rely on
exceptionally generous patent boxes or other kinds of tax incentives to be success-
ful in attracting TNCs’ R&D facilities. Apart from the FDI in R&D, most of these
countries also attract a considerable number of intermediate and top holdings. The
attraction of holdings is correlated with good access to financial markets, and the
presence of a stable government providing efficient regulation.

The fourth FDI attraction profile that we identified is without doubt the most
encompassing one. This profile (indicated in blue) combines all categories of FDI
except for manufacturing activities. However, what is unique about the countries
associated with this profile is their ability to attract high value-adding SSCs and
intermediate holding companies. Because of the central role of these two functions
in the coordination of global supply and wealth chains, we dubbed this the coordin-
ation centers profile. This unique combination of activities is partly explained by
these countries’ macro-institutional endowments. All countries in this group pro-
vide for a highly skilled workforce, good infrastructure, and a stable political cli-
mate. However, tax incentives appear to play a significant role as well. Most of
these countries provide for low withholding taxes and tax incentives specifically
created to attract holding companies, such as patent boxes and special treatment of
group interest income. We believe that the explanation for the emergence of this
particular FDI attraction profile should be looked for in the proactive role of the
offshore services sector in shaping tax and financial regulatory policies in these
countries (D€orry, 2016). Although this hardly confirms our expectation, all coun-
tries associated with the coordination profile display an exceptionally high presence
of the Big Four accounting firms (see Figure 8(C)).

We labelled the fifth and final FDI attraction profile the profit centers profile.
The two countries associated with this profile (Cyprus and Malta) primarily attract
top holding companies, but also, to a somewhat lesser extent, intermediate holding
companies. The extraordinary high profit rates of multinationals that we found for
those two countries indicate that the top holdings they attract are mainly of the
sort that ares used for profit shifting purposes, rather than those that engage in
substantial global headquarter activities. We thus conclude that these countries owe
their status as a preferred location for top holdings almost exclusively to the specif-
icities of their tax regimes. Taking into account Malta’s special tax refund scheme,
both countries have effective tax rates that are amongst the lowest in the EU. The
centrality of such low effective tax rates makes it that the profit center profile can
only be a feasible FDI attraction profile for countries with very small domestic
economies. This is because in such countries, the additional tax revenues generated
by taxing the activities of intermediate holding companies more than offset the
reduction in tax revenues from domestic companies.

6. Conclusion

In this paper we have challenged the monolithic understanding of FDI that under-
pins most of the political economy literature dealing with international competition
for FDI. To do so we first traced the great fragmentation of the firm to distinguish
between five different categories of FDI: manufacturing affiliates, shared service
centers, R&D facilities, intermediate holding companies (conduits) and top holding
companies (sinks). Using a combination of micro and macro statistics, we then
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showed for each category of FDI which European countries are most successful in
attracting it and identified some of the benefits they obtain from doing so. We also
identified a range of macro-institutional and tax indicators present in countries
that attract these different categories of FDI. Finally, we summarized our findings
by profiling countries according to the different categories of FDI they attract. In
this way, we were able to identify five distinct groups of countries, each of which
attracts a distinct combination of categories of FDI. We called these distinct combi-
nations ‘FDI attraction profiles’ and labelled the five FDI attraction profiles that we
found to coexist in the European Union manufacturing centers, back-office centers,
innovation centers, coordination centers, and profit centers.

Three important lessons can be learned from our results. The first of these per-
tains to the locational determinants of FDI. Our results show that each type of FDI
is correlated with distinct macro-institutional and tax indicators. This implies that,
from a TNC’s perspective, the perceived attractiveness of potential host countries
and, ultimately, TNCs’ decisions where to invest, are different for different types of
subsidiaries. Future studies on the locational determinants of FDI can build on the
analytical framework we developed in this paper to carefully establish the causal
effect of the different macro-institutional and tax determinants on each type
of FDI.22

A second lesson that can be drawn from our results has to do with our under-
standing of the structure and dynamics of international competition for FDI. Our
results show that different countries attract different categories of FDI and appear
to rely on different types of macro-institutional and tax policies to do so.
Competition for FDI thus appears to takes place amongst subsets of countries that
compete for similar categories of FDI. It is in this sense that the title of this article
makes reference to countries competing not for capital, but for capitals. This
insight has important implications for policy initiatives at the EU level that aim to
curb aggressive tax competition. Tax policy-making in the EU is a highly politi-
cized affair. Direct taxation is one of the few policy fields in which individual
member states have successfully defended their sovereignty. As a result, any
attempt to question the legitimacy of a specific tax incentive or instrument tends to
run against opposition from those member states that have incorporated that
incentive or instrument in their tax legislation. Given the variegated nature of tax
competition, we should not expect smaller member states to invariably be united in
their attempts to block attempts orchestrated at the EU level to question the legit-
imacy of a specific tax incentives or instrument. Rather, we should expect member
states to alternately side with and oppose ad hoc coalitions of countries, big or
small, that initiate attacks on specific tax measures and instruments. Advocacy
groups, international organizations, and even the European Commission would be
wise to take the possible existence of such flexible coalitions into account when for-
mulating policy proposals aimed at curbing the harmful aspects of international tax
competition.

A third lesson that can be drawn from our results concerns the way in which
we think about European countries’ growth regimes and specifically about the role
of FDI therein. Previous research in comparative political economy has emphasized
the FDI-dependence of some European countries’ growth regimes. The analysis
presented in this paper, however, suggests that in the age of the great fragmenta-
tion, FDI-dependence seems to have become a feature that is shared by many
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European growth regimes. Moreover, our analysis shows that such FDI-dependence
comes in different forms. Countries have developed distinct varieties of what we
have called FDI attraction profiles. Given our finding that each FDI attraction pro-
file comes with its own set of benefits, and thus favors distinct social groups, we
can expect FDI attraction profiles to be politically supported by different kinds of
interest coalitions. Future research could conduct in-depth case studies of national
FDI attraction models to identify those interest coalitions, learn more about the
specific historical and political conjuncture in which these models emerged, and
identify the winners and losers of different FDI attraction profiles. Earlier studies
have done this for a range of Central and Eastern European countries that we have
associated with the manufacturing centers profile (Bohle & Greskovits, 2012;
Drahokoupil, 2009; N€olke & Vliegenthart, 2009). We know little, however, about
the historical and institutional origins and evolution of other types FDI attraction
profiles. Given their central role in the coordination of global supply and wealth
chains, especially countries associated with the coordination center profile merit
closer scrutiny.

The analysis presented in this paper has a number of limitations that open up
additional avenues for future research. We see two of them as especially fruitful.
The first of these would be to extend the analysis presented in this paper to other
parts of the world. In this regard, the Asia-Pacific region seems to be an especially
suitable candidate. A process of regional economic integration in some ways resem-
bling that in the European Union has been underway in that region since the mid-
1980s under the auspices of the Association of Southeast Asian Nations (ASEAN)
and the Asia-Pacific Economic Cooperation (APEC). For firms operating in that
region, this has opened up the possibility to organize their corporate structures and
processes on a regional, rather than national basis. Indeed, jurisdictions like
Singapore and Hong Kong are known to be domiciles for large numbers of holding
companies and regional headquarters, making it at least conceivable that they fulfill
a role in that region that is not unlike the one played by the coordination centers
we found in the EU. Whether the region also harbors the other FDI attraction pro-
files we identified in this article remains an open question.

Another limitation of our analysis that could be addressed in future research is
that we have focused primarily on non-financial firms. Yet, financial firms (banking
conglomerates, investment funds, insurance firms) have gone through a similar pro-
cess of fragmentation. The emergence of multi-purpose financial service firms and
the unbundling of front- and back-office operations in those firms have since the
1990s resulted in a geographical dispersion of the financial firm that is similar to the
one experienced by non-financial firms. A typical investment fund nowadays is
domiciled in Luxembourg or the Cayman Islands, the fund manager sits in London,
while the back office paperwork is done in Dublin. International competition for
each of these activities is as fierce for financial TNCs as it is for non-financial ones
(Fernandez & Wigger, 2016).

Notes

1. The IPE literature on FDI per se is much broader. However, in this article we limit
our focus on that part of the literature that deals specifically with international
competition for FDI.
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2. Given the scope of our paper, we limit our discussion here to studies that focus on
European countries.

3. Previous literature has disaggregated FDI by the sector of the investment,
distinguishing for instance between investments in the secondary and tertiary sectors,
or between investments made by IT companies and pharmaceutical companies (e.g.
Papke, 1991; Regan & Brazys, 2018; St€owhase, 2005; Yu & Walsh, 2010). Such a
sectoral disaggregation is helpful only to some extent. In today’s economy, the
distinction between sectors have blurred. For instance, manufacturing firms
increasingly engage in service activities (Lodefalk, 2013). Similarly, a key source of
profits for all kinds of TNCs today is the management and exploitation of financial
and intellectual property assets (Schwartz, 2017). Scholars have also disaggregated FDI
in ‘real’ and ‘financial’ FDI (e.g. Clausing, 2016; Desai et al., 2004; Devereux et al.,
2008; Jones & Temouri, 2016), measuring ‘real’ FDI using wages or fixed assets. In
any case, with the partial exception of Defever (2006), the literature does not try to
disaggregate FDI by the business function realized through the investment.

4. Due to the uniqueness of the activities and organisational design of firms operating in
the financial services industry, we limit our analysis to non-financial firms.

5. Our aim is not to give a full account of all the potential benefits, in terms of
economic performance, a national economy may receive from different categories of
FDI. Rather, our aim is to give an indication of some of the more immediate political
benefits, in terms of employment creation and tax revenues, that are associated with
attracting the different categories of FDI.

6. Data on Special Financial Institutions from De Nederlandsche Bank.
7. Cost-contribution agreements are contracts in which two entities agree to contribute

financially toward the development or production of an asset or the execution of a
service. In exchange for their financial contribution, parties to the contract receive a
proportionate share of the economic benefits arising from the asset or service.

8. Throughout this article we use the terms ‘transnational corporation’ (TNC),
‘multinational’ and ‘corporate group’ interchangeably.

9. The function may even be so specific that it pertains only to a particular transaction
and a limited period of time. If such subsidiaries are not dissolved after their specific
purpose has dissipated, this may, over time, result in their becoming obsolete; an
artefact of the past.

10. See also: https://www2.deloitte.com/content/dam/Deloitte/dk/Documents/finance/SSC-
Handbook-%20Hit-the-Road.pdf

11. See also https://www.pwc.de/de/finanzdienstleistungen/assets/pwc_studie_financial_
shared_service_centers.pdf

12. For example, Starbucks’ centralized procurement SSC, located in the Netherlands,
played an important role in the tax planning strategy the company had adopted in
order to minimize the tax burden on its European operations (Kleinbard, 2013).

13. https://www2.deloitte.com/content/dam/Deloitte/dk/Documents/finance/Deloitte-SSSurvey-
Interactive.pdf

14. These are Belgium, Cyprus, France, Hungary, Ireland, Italy, Liechtenstein,
Luxembourg, Malta, the Netherlands, Portugal, Spain, the canton of Nidwalden in
Switzerland, and the UK (Chen et al., 2019).

15. Not all tax systems determine an entity’s tax residency by its place of incorporation.
Some jurisdictions determine tax residency by the place of management, or a
combination of both place of incorporation and place of management.

16. The host country may also benefit from indirect forms of employment creation. The
legal and financial reporting obligations that come with the maintenance of top
holding companies provide work for the offshore services sector (i.e. trust firms, tax
advice, legal advice, etc.) in the host country.

17. Our sample corresponds to all countries covered by the Interest and Royalty Directive
(Council Directive 2003/49/EC) and the Parent-Subsidiary Directive (Council
Directive 2003/123/EC)—i.e. all countries from the European Union and Switzerland.
These directives abolish withholding taxes on intra-group interest-, royalty- and
dividend transactions within the European Union and Switzerland, and thereby
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enable TNCs to adopt a pan-European approach to the legal-financial organisation of
their European operations.

18. Three countries (Lithuania, Latvia and Croatia) receive relatively large greenfield
FDI flows (0.9% ± 0.4%). However, given their small size and the fact that only a
small fraction of their labor force is employed in foreign owned companies in
the manufacturing sector, we do not consider them as countries that attract
disproportionate numbers of manufacturing affiliates.

19. Arguably, with a strong presence of the Big Four, a high number of GUOs and high
profit rates, Denmark would also be a candidate for this group. However, we decided
to exclude it for two reasons. First, the comparatively low value of equity assets held
by companies in that country suggests that Denmark primarily harbors top holdings
of rather small and inconsequential TNCs. Second, the low profit rates when
compared with domestic companies suggest that the relatively high number of GUOs
in Denmark has little to do with TNCs’ tax planning strategies.

20. Assuming an employee cost of $100,000US dollars across countries.
21. Estonia is worthy of special mention. It appears to have all the right conditions to be

identified as a top holding jurisdiction—a small economy, lenient and efficient tax
legislation, minimal taxation. It also harbors a large number of GUOs. However, the
low scores of the country on all the other activity indicators suggest that the country
may be attracting large amounts of top holdings of small and inconsequential TNCs
(possibly related to personal finance and wealth management) but does not play a
significant role as a preferred jurisdiction for top holdings of bigger TNCs.

22. To do so, future studies could, for instance, use longitudinal regression models. Such
studies will, however, face several challenges, such as incomplete data for some years,
multicollinearity, endogeneity, and omitted variable bias (see e.g. B�enassy-Qu�er�e et al.,
2007; Blonigen, 2005; Nielsen et al., 2017). Such studies should also take into account
the hierarchical location decision process of TNCs (Nielsen et al., 2017). This process
is likely a multi-step one, where the firm first chooses series of potential candidates
on the basis of the macro-institutional features, and only then the tax and policy
features become relevant (Oman, 2000).
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