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Foreign Direct Investment: Current Issues

Summary

The United States is the largest recipient of foreign direct investment in the
world and the largest investor abroad. Asaresult of thisdual role, the United States
hasled negotiationsin variousinternational forumsto removerestrictionson foreign
investment and other market-distorting measures to maximize the benefits of such
investment. In 2006, foreign investors spent $184 hillion investing in U.S.
businesses and real estate, the highest amount foreign investors have spent since
2000.

Within the economy, foreign direct investment is sparking a mixed reaction.
Although the environment for foreign investorsiis still friendly, some Members of
Congress and somein the public argue that the events of September 11, 2001, raise
new concerns about the nation’s economic security that challenges the traditionally
open policy the United Stateshas had toward foreigninvestment, particularly foreign
investment incritical industriesand in sectorsthat arevital to homeland security. As
part of these concerns, Congress is considering legislation that would revamp the
Committee on Foreign Investment in the United States (CFIUS), an interagency
committee housed in the Treasury Department that has served Presidents since 1975
asthe chief federal government organization responsiblefor overseeing the national
security implications of foreign investment in the economy. In contrast to these
actions, the International Trade Administration of the Department of Commerce
announced on March 7, 2007, that it was creating anew initiative: Investin America.
The initiative appears to depart from the long-standing U.S. policy of official
neutrality toward inward and outward direct investment by having the federal
government actively internationally promoting the United States as aforeign direct
investment destination. Italsowill serveastheprimary U.S. government mechanism
responsible for managing inward investment.

This report presents an overview of current issues related to foreign direct
investment in the economy and the development of U.S. policy toward inward and
outward direct investment. This report also assesses the role of foreign direct
investment in the economy and the costs and benefits of direct investment. This
report will be updated as events warrant.
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Foreign Direct Investment: Current Issues

Overview

In 2006, the proposed acquisitions of major operationsin six major U.S. ports
by Dubai PortsWorld (DP World) and of Unocal by the ChinaNational Offshore Qil
Corporation (CNOOC) sparked intense concernsamong someMembersof Congress
and generated a debate over what role foreign investment, particularly foreign
acquisitions of certain types of firms, playsin U.S. nationa security. The United
States actively promotes the national treatment of foreign investors as an
international standard. This open-door policy stands in marked contrast to severa
provisions of law, various Executive Orders, and extensive efforts aimed at limiting
foreign access to the Nation’s industrial base, especially in sectors deemed to be
critical to the economy or to areas of importance to national security. In addition,
some Members of Congress and others are concerned about the extent to which
foreign government-owned companies should be allowed access to the Nation’s
industrial base and technology through foreign direct investment.

The United Statesisuniquein that it isthe largest foreign direct investor in the
world and also the largest recipient of foreign direct investment. This dual role
meansthat globalization, or the spread of economic activity by firms across national
borders, hasbecome aprominent feature of the U.S. economy and that through direct
investment the U.S. economy has become highly enmeshed with the broader global
economy. Foreigners invested $184 billion in U.S. businesses and real estate in
2006, according to balance of payments data published by the Department of
Commerce.! As Figure 1 shows, this represents an increase over the amount
invested in 2005 and standsin stark contrast to the sharp increasein theamount U.S.
firms invested abroad in 2006 compared with the amount they invested abroad in
2005. The increase in foreign direct investment flows mirrors a turn-around in
global flows. According to the United Nation’s World Investment Report,? global
foreign direct investment flows increased by 29% in 2005 and 27% in 2004, after
three years of declining flows.

! Bach, Christopher L., U.S. International Transactions in 2006. Survey of Current
Business, April 2007, p. 46. Direct investment data reported in the balance of payments
differ fromcapital flow datareported el sewhere, becausethebal ance of paymentsdata have
not been adjusted for current cost adjustments to earnings.

2 United Nations Conference on Trade and Development, World Investment Report 2006,
United Nations, 2006. P. 3.
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Figure 1. Foreign Direct Investment in the United States and U.S.
Direct Investment Abroad, Annual Flows, 1990-2006
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Note: thedropin U.S. direct investment abroad in 2005 reflects actionsby U.S. parent
companies to take advantage of a one-time tax provision.

The cumulative amount, or stock, of foreign direct investment in the United
States on a historical cost basis® increased by $109 billion in 2005 to total $1.6
trillion. Based on Commerce Department data, foreign direct investment was $184
billion in 2006. This marks an increase over the previous year and a significant
change from the decline in foreign investment spending that has occurred since
2000.* The rise in the value of foreign direct investment includes an upward
valuation adjustment of existinginvestmentsandincreased investment spending that
was driven by the relatively stronger growth rate of the U.S. economy, the world-
wide resurgence in cross-border merger and acquisition activity, and investment in
the U.S. manufacturing, information and depository institutions as overseas banks

% The position, or stock, is the net book value of foreign direct investors equity in, and
outstanding loansto, their affiliatesin the United States. A changeinthepositioninagiven
year consists of three components: equity and intercompany inflows, reinvested earnings of
incorporated affiliates, and valuation adjustments to account for changes in the value of
financial assets. The Commerce Department also publishes data on the foreign direct
investment position valued on a current-cost and market value bases. These estimates
indicate that foreign direct investment increased by $147 billion and $93 billion in 2005,
respectively, to $1.9 and $2.8 trillion.

4 Koncz, Jennifer L., and Daniel R. Yorgason, Direct Investment Positions for 2005:
Country and Industry Detail, Survey of Current Business, July, 2006. p. 20.
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and finance and insurance companies sought access to the profitable U.S. financial
market.®

New spending by U.S. firms on businesses and real estate abroad, or U.S. direct
investment abroad,® fell sharply in 2005 to $9 billion, down from the $252 billion
U.S. firmsinvested in 2004, according to the Department of Commerce.” The 2005
dropinU.S. directinvestment abroad reflected actionsby U.S. parent firmsto reduce
the amount of reinvested earnings going to their foreign affiliates for distribution to
the U.S. parent firms in order to take advantage of one-time tax provisions in the
American Jobs Creation Act of 2004 (P.L. 108-357). Dataindicatethat U.S. direct
investment abroad in 2006 rebounded to reach $249 hillion.

U.S. Policy Toward Direct Investment

With some exceptions for national security,? the United States has long been
considered one of the most receptive economies in the world to foreign direct
investment. Indeed, over the past 50 years, the United States has led efforts to
negotiate internationally for reduced restrictions on foreign direct investment, for
greater controlsover incentives offered to foreigninvestors, and for equal treatment
under law of foreign and domestic investors. In 1977, the Carter Administration
issued apolicy statement on foreign direct investment that can be summarized by the
neutrality clause: the United Stateswill neither encourage nor discourage the inflow
or outflow of international investment. The policy statement also indicated that:

international investment will generally result in the most efficient allocation of
economic resourcesif it is allowed to flow according to market forces; thereis
no basis for concluding that a general policy of actively promoting or
discouraging international investment would further the U.S. national interest;
unilateral U.S. Government intervention in theinternational investment process
could prompt counteractions by other governments with adverse effects on the
U.S. economy and U.S. foreign policy; and the United States has an important
interest in seeking to assurethat established investorsreceive equitable and non-
discriminatory treatment from host governments.®

®McNeil, Lawrence R., Foreign Direct Investment in the United States: New Investment in
2005, Survey of Current Business, June 2005, p. 32-33.

® The United States defines direct investment abroad as the ownership or control, directly
or indirectly, by one person (individual, branch, partnership, association, government, etc.)
of 10% or more of the voting securities of an incorporated business enterprise or an
equivalent interest in an unincorporated business enterprise. 15 CFR 8 806.15 (a)(1).

7

Bach, Christopher L., U.S. International Transactions in 2006. Survey of Current
Business, April 2007, p. 46. Direct investment data reported in the balance of payments
differ fromcapital flow datareported el sewhere, because the balance of paymentsdata have
not been adjusted for current cost adjustments to earnings.

8 CRS Report RL33103 Foreign Investment in the United Sates: Major Federal Satutory
Restrictions, by Michael V. Seitzinger.

® U.S. Congress. House of Representatives. Committee on Government Operations. The
(continued...)
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This statement is based on an assessment that the free flow of international
investment generally will resultin themost efficient all ocation of economic resources
if it is alowed to flow according to market forces. During the Reagan
Administration, the neutrality statement was clarified to include three related
objectives. These objectivesinclude the liberalization of barriers and the reduction
of distortionstointernational investmentsabroad, the encouragement of agreater role
for private foreign investment in the economic development of less developed
countries (LDCs), and the maintenance of the maximum degree of openness of the
U.S. economy to the contribution of foreign direct investment.™

The Clinton Administration’s policy toward inward and outward direct
investment can best be characterized by its support for the Multilateral Agreement
on Investment (MAI)."* The Agreement was expected to be a comprehensive
international agreement on foreign investment among the most economically
developed countries in the world, as represented by the Organization for Economic
Cooperation and Development (OECD). In addition, the Agreement was intended
to address various issues, including formal barriers to direct investment,
discriminatory treatment, dispute settlement mechanisms, and legal and regulatory
uncertainties abroad, that hamper the flow of investment funds. Ultimately, arange
of unresolved issues among the OECD Ministers combined with concerns by some
groups in the United States to undermine support for the Agreement. In particular,
some groups were concerned that the requirement for “national treatment” in the
Agreement could have created legal problems for state and local governments that
enforce environmental, labor, and other corporate practices that could have been
considered discriminatory.

Intherecent Economic Report of the President, the Bush Administration offered
its support for foreign direct investment: “The United States derives substantial
benefits from open trade and investment flows. Over many decades, increased trade
and investment liberalization has been an important catalyst for greater productivity
growth and rising average living standards in the United States.” *?

Exon-Florio Provision

While U.S. policy toward inward and outward direct investment generally has
adhered to the overall objective of treating such investment impartialy, there have
been anumber of notable exceptions. 1n 1988, Congress approved the Exon-Florio

% (...continued)

Operations of Federal Agencies in Monitoring, Reporting on, and Analyzing Foreign
Investments in the United Sates. Hearings. 96" Cong., 1. Sess., Part 3, July 30, 1979.
Washington, U.S. Govt. Print. Off., 1979. p. 60-61.

10 pyblic Papers of the Presidents of the United States. Ronald Reagan, 1983, Book I, p.
1243-1248.

1 Economic Report of the President, February 1998. p. 258-260.
12 Economic Report of the President, February 2007. p. 167
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provision as part of the Omnibus Trade Act.** The Exon-Florio provision grantsthe
President broad discretionary authority to take what action he considers to be
“appropriate” to suspend or prohibit proposed or pending foreign acquisitions,
mergers, or takeovers “of persons engaged in interstate commerce in the United
States” which “threaten to impair the national security.” Inthisact, national security
was not defined, but was meant to beinterpreted broadly. Through Executive Order
12661, President Reagan implemented provisions of the Omnibus Trade Act, and he
delegated hisauthority to administer the Exon-Florio provision to the Committee on
Foreign Investment in the United States (CFIUS),™ particularly to conduct reviews
of foreign investment, to undertake investigations, and to make recommendations.
The Committee has 30 daysto decide whether to investigate a case and an additional
45 days to make its recommendation. Once the recommendation is made, the
President has 15 days to act.

Trade Act of 2002

In the Trade Act of 2002 (P.L. 107-210), U.S. policy toward foreign direct
investment was clarified through alist of objectives that are intended to direct the
work of U.S. trade negotiationsonforeigninvestment. Inparticular, U.S. negotiators
were directed to “reduce or eliminate artificial or trade-distorting barriersto foreign
investment, while ensuring that foreign investors in the United States are not
accorded greater substantiverightswith respect toinvestment protectionsthan United
States investors in the United States, and to secure for investors important rights
comparableto those that would be available under United States|egal principlesand
practice.” In order to accomplish these objectives, the act specifies eight issues,
including reducing or eliminating exceptions to the principle of national treatment;
freeing the transfer of funds relating to investments; reducing or eliminating
performance requirements, forced technology transfers, and other unreasonable
barriersto the establishment and operation of investments; establishing standardsfor
expropriation and compensation for expropriation; establishing standardsfor fair and
equitable treatment; providing meaningful procedures for resolving investment
disputes; improving mechanisms used to resolve disputes between an investor and
a government; and ensuring the fullest measure of transparency in the dispute
settlement mechanism.

September 11, 2001

Arguably, the events of September 11, 2001, have reshaped Congressional
attitudes toward the Exon-Florio provision that became apparent in 2006 as aresult
of the public disclosure that Dubai Ports World™ was attempting to purchase the

B P.L. 100-418, title V, Subtitle A, Part 11, or 50 U.S.C. app 2170.
14 Executive Order 12661 of December 27, 1988, 54 F.R. 779.

> Dubai Ports World was created in November 2005 by integrating Dubai Ports Authority
and Dubai PortsInternational. Itisoneof thelargest commercial port operatorsintheworld
with operationsin the Middle East, India, Europe, Asia, Latin America, the Carribean, and
North America.
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British-owned P& O Ports,'® with operations in various U.S. ports. After the
September 11" terrorist attacks Congress passed and President Bush signed the USA
PATRIOT Act of 2001 (Uniting and Strengthening America by Providing
Appropriate Tools Required to Intercept and Obstruct Terrorism).* In this act,
Congress provided for specia support for “critical industries,” which it defined as:

systems and assets, whether physical or virtual, so vital to the United States that
theincapacity or destruction of such systemsand assetswoul d have adebilitating
impact on security, national economic security, national public health or safety,
or any combination of those matters.*®

Thisbroad definition is enhanced to some degree by other provisions of the act,
which specifically identify certain sectors of the economy that are likely candidates
for consideration as critical infrastructure. These sectors include
telecommunications, energy, financial services, water, transportation sectors,™ and
the “cyber and physical infrastructure services critical to maintaining the national
defense, continuity of government, economic prosperity, and quality of life in the
United States.”®® The following year, Congress adopted the language in the Patriot
Act on critical infrastructure into The Homeland Security Act of 2002.%

By adopting the terms “critical infrastructure” and “homeland security,”
following the events of September 11, 2001, Congress demonstrated that the attacks
fundamentally altered the way many policymakers view the concept of national
security. Asaresult, many policymakershave concluded that economic activitiesare
a separately identifiable component of national security. In addition, many
policymakers apparently perceive greater risks to the economy rising from foreign
investments in which the foreign investor is owned or controlled by foreign
governments as a result of the terrorist attacks. The Dubai Ports World case, in
particular, demonstrated that there was a difference between the post-September 11
expectations held by many in Congress about the role of foreign investment in the
economy and of economic infrastructure issues as a component of national security
and the operations of CFIUS. For some Membersof Congress, CFIUS seemed to be
out of touch with the post-September 11, 2001 view of national security, because it
remains founded in the late 1980s orientation of the Exon-Florio provision, which
views national security primarily intermsof national defenseand downplaysor even
excludes a broader notion of economic national security.

16 Peninsular and Oriental Steam Company is a leading ports operator and transport
company with operationsin ports, ferries, and property development. It operates container
terminals and logistics operationsin over 100 ports and has a presence in 18 countries.

17 p,L. 107-56, title X, Sec. 1014, October 26, 2001; 42 U.S.C. Sec. 5195¢(e).
2 | pid.

19 42 U.S.C. Sec. 5195¢(b)(2).

2 42 U.S.C. Sec. 5195¢(b)(3).

2 6.S.C. Sec. 101(4).
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Special Security Arrangements

Much of the recent debate concerning foreign direct investment in the U.S.
economy hasfocused onthe activities of the Committee on Foreign Investment inthe
United States and on the Exon-Florio provision. The CFIUS process, however, is
just one of three major provisions of law that authorize the review of foreign direct
investment transactions for their impact on the economy. The National Industrial
Security Program and thecritical industriesprovisionsof variousstatutesal so require
that foreign direct investment transactions are reviewed. Generally, the reviews
mandated by these three provisions operate independently, although at times they
have overlapped. The provisions illustrate the complexities involved in defining
most economic activities, which can span a broad range of economic activities and
fields. Most economic activitiesaffect various sectors and segments of the economy
in ways that defy a narrow definition and complicate efforts to distinguish those
economic activities that are related to the broad rubric of national security or to
national economic security, which is even less clearly defined.

Activity within Congress and theintense public and congressional reaction that
arose from the proposed Duba Ports World acquisition spurred the Bush
Administration in late 2006 to make an important administrative change in the way
CFIUS reviews foreign investment transactions. CFIUS and President Bush
approved the acquisition of Lucent Technologies, Inc. by the French-based Al catel
SA, which was completed on December 1, 2006. Before the transaction was
approved by CFIUS, however, Alcatel-Lucent was required to agree to a national
security arrangement, known as a Special Security Arrangement, or SSA, that
restrictsAlcatel’ saccessto sensitivework done by Lucent’ sresearch arm, Bell Labs,
and the communications infrastructure in the United States.

The most controversial feature of this arrangement is that it allows CFIUS to
reopen areview of thedeal andto overturnitsapproval at any timeif CFIUSbelieves
the companies “materially fail to comply” with the terms of the arrangement. This
marks asignificant changein the CFIUS process. Prior to thistransaction, aCFIUS
review or investigation had been portrayed, and had been considered, to befinal. As
aresult, firms were willing to subject themselves voluntarily to a CFIUS review,
because they believed that once an investment transaction was scrutinized and
approved by the members of CFIUS the firms could be assured that the investment
transaction would beexempt from any futurereviewsor actions. Thisadministrative
change, however, means that a CFIUS determination may no longer be a fina
decisionand it addsanew level of uncertainty to foreigninvestorsseekingto acquire
U.S. firms. A broad range of U.S. and international business groups are objecting to
this change in the Bush Administration’s policy.

2 Kirchgaessner, Stephanie, US Threat to Reopen Terms of Lucent and Alcatel Deal
Mergers, Financial Times, December 1, 2006. p. 19; Pelofsky, Jeremy, Businesses Object
to US Move on Foreign Investment, Reuters News, December 5, 2006.
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Invest in America

OnMarch7,2007, thelnternational Trade Administration (ITA) announced that
it will undertake anew Invest in America initiative aimed at attracting foreign direct
investment.? In making this announcement, ITA officials argued that:

...the United States does not have a federal government program to attract or
retain inward foreign investment. All other major economies have mechanisms
such as investment boards and investment promotion activities to encourage
FDI... This historically passive role toward FDI isincreasingly anachronistic.?

These officials also indicated that:

...if we do not play an activerolein promoting inward investment, we are at risk
of having our investment climate perceived around the world only by the
occasional difficulty...The United States Government needs to take the role of
FDI seriously. We need to make clear that as a matter of policy, we welcome
foreign investment in the United States.

According to the ITA announcement, the initiative will have three key
responsibilities: (1) outreach to theinternational investment community; (2) serveas
an ombudsman in Washington, DC, for the concerns of the international investment
community as well as work on policy issues that affect the attractiveness of the
United Statesto foreign investment; and (3) supporting state and local governments
engaged in foreign investment promotion. In addition to these responsibilities the
initiative is to create a task force within the International Trade Administration to
educate and coordinate the efforts of ITA employeesin offices around the world on
foreign investment. There is no indication so far if any additional budgetary
resources may be necessary to accomplish the goals of thisinitiative.

AccordingtothelTA, attracting foreign direct investment to the U.S. economy
isimportant for the following reasons.

e Foreign direct investment creates jobs in the economy: the U.S.
affiliates of foreign companies employ 5.5 million U.S. workers.

e ItboostswagesbecausetheU.S. affiliates of foreign companiestend
to pay higher wages than U.S. companies.

e Foreign direct investment strengthens U.S. manufacturing: 41
percent of thejobsrelated to U.S. affiliates of foreign companiesare
in the manufacturing sector.

% The United States definesforeign direct investment as the ownership or control, directly
or indirectly, by one foreign person (individual, branch, partnership, association,
government, etc.) of 10% or more of the voting securities of an incorporated U.S. business
enterprise or an equivalent interest in an unincorporated U.S. business enterprise. 15 CFR
§806.15 (a)(1).

2 Lavin, Frank L., Role of Foreign Investment in U.S. Economic Growth, March 7, 2007.
P. 1. Available at [http://trade.gov/press/speeches/lavin_030707.asp].
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e Foreign direct investment brings in new research, which often is
adopted by locally-owned companies.

e Such investment contributes to rising U.S. productivity:

e Foreign direct investment contributesto U.S. tax revenues In 2004,
foreign affiliates paid $44 billion in taxes.

e Foreigndirectinvestment can help U.S. companiespenetrateforeign
markets and increase U.S. exports.

e Inward investment helps keep U.S. interest rates low, because the
inflow of foreign capital decreasesthe cost of borrowing money for
domestic firms.

Legislation in the 110" Congress

During the 109" Congress, Members introduced over two dozen measures® to
address variousissues with foreign direct investment in the United States following
the proposed acquisition by Dubai Ports World. Of the measures that were
introduced, H.R. 5337 and S. 3549 from the House and Senate, respectively,
garnered significant support and passed their respectivebodieson July 26, 2006. The
109" Congress ended before a Conference Committee was convened on H.R. 5337
or S. 3549 and both measures lapsed. In the 110" Congress, Congresswoman
Maloney introduced H.R. 556, the National Security Foreign Investment Reform and
Strengthened Transparency Act of 2007, which was adopted by the full House on
February 28, 2007.% The measure reflects a heightened level of concerns about the
presence of foreign investorsin the economy by increasing Congressional oversight
over federal reviews of foreign direct investment and by expanding the current areas
of review to include homeland security and critical infrastructure.

The measure would change current proceduresto require CFIUSto investigate
all foreigninvestment transactionsinwhichtheforeign personisowned or controlled
by aforeign government, regardless of the nature of the business. Foreigninvestors
may regard this approach as an important policy change by the United Statestoward
foreign investment. Currently, foreign investment transactions are presumed to be
acceptable and to provide a positive contribution to the economy. Asaresult of this
presumption, the burden is on the members of CFIUS to prove that particular
transactionsthreaten national security. Foreigninvestors, however, might view H.R.
556 asreversing current policy, because it shifts the burden onto firmsto prove that
they are not a threat to national security because they are owned or controlled by a
foreign government. Althoughthenumber of investment transactionsayear inwhich
the foreign investor is associated with aforeign government is small compared with

% CRSReport RL33312, The Exon-Florio National Security Test for Foreign Investment,
by James K. Jackson.

% CRS Report RL33856, Exon-Florio Investment Provision: Overview of H.R. 556, by
James K. Jackson.
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the total number of foreign investment transactions, foreign investors and foreign
governments likely will view this as a significant change in the traditional U.S.
approach to foreign investment.

The measure would increase the role of congressional oversight by requiring
greater reporting by CFIUS on its actions either during or after it completes reviews
andinvestigationsand by increasing reporting requirementson CFIUS. Themeasure
would require CFIUS to provide Congress with a greater amount of detailed
information about its operationsand it would amend the current statute regarding the
meaning of national security. The bill would explicitly require the Director of
National Intelligenceto conduct reviews of any investment that posed athreat to the
national security. The hill also provides for additional factors the President and
CFIUS would be required to use in assessing foreign investments. In particular, the
bill would add implications for the nation’s critical infrastructure as a factor for
reviewing or investigating an investment transaction.

Federal-State Relations

U.S. policy toward foreign direct investment also has been complicated by the
interplay between state and local governmentsand thefederal government. Sincethe
end of World War I1, U.S. policy toward direct investment has been one of neutrality
by the federal government, while leading international negotiations to reduce
restrictionsby other countrieson U.S. direct investment abroad. At home, thefederal
government hastaken no role in coordinating or regulating the activities of state and
local governmentsasthey have devel oped and carried out their individual approaches
toward attracting foreign direct investment to their jurisdictions.

M orethan two-thirdsof state government and numerouslocal governmentshave
developed their own initiatives to attract foreign investors to their jurisdictions.
Indeed, numerousjurisdictionshaveoffered foreign firmstax and financial incentives
and they have competed against other jurisdictions for the investment dollars and
jobs that accompany such foreign investment. This conflict between the federa
government’ s stance of neutrality relative to the aggressive actions of state and local
governments in attracting foreign investment has been criticized by other foreign
governments that question the value of entering into agreements with the federal
government without being guaranteed that the federal government will exercise
control over the activities of state and local governments. In addition, these
governmentshave questioned themotivesof U.S. negotiatorswho have pressed them
in international forumsto eliminate the various tax and financia benefits they offer
multinational firmsto locate within their jurisdictions, because they argue that such
incentives distort the investment market. At the sametime, they argue that the U.S.
federal government seemingly makes no effort to curtail the considerable tax and
financial incentives many state and local governments offer to win foreign
investment commitments. It is unclear how the Invest in America initiative will
coordinatewith stateand local governmentsthat are accustomed to operating on their
own and to competing fiercely with one another in attracting foreign investors.
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Foreign Direct Investment in the U.S. Economy

Foreignersinvest in the U.S. economy in a number of ways and for a number
of reasons. These investments can be divided roughly into two broad categories,
portfolio investments, or investments in corporate stocks and bonds and U.S.
government securities, and direct investment, or investmentsin U.S. businesses and
real estate. In 2006, foreigners invested nearly $1.8 trillion dollars in the U.S.
economy, $184 billion of which wasin direct investment, with the rest of the funds
invested in the broader category of portfolio investment. Typically, the Department
of the Treasury tracks portfolio investments since a substantial part of these
investments is in U.S. Treasury securities. The Treasury Department has shared
responsibilities for tracking direct investment with the Department of Commerce,
becausethe Commerce Department’ sBureau of Economic Analysisconductssurveys
of direct investment that provide the basic data on such investments. The Treasury
Department, however, takes the lead in negotiating international agreements on the
treatment of direct investment and it chairs the inter-agency Committee on Foreign
Investment in the United States, which represents the President as the chief federal
government organization responsible for overseeing the national security
implications of foreign investment in the economy.?

TheUnited Statesiswidely recognized asthe premier location for foreign firms
to invest, as evidenced by the datain Table 1. According to the United Nation's
World Investment Report, the United States had received a cumulative amount of
$1.6 trillion in foreign direct investment by year-end 2005, twice as large as the
United Kingdom, the next single largest host to foreign direct investment, and it
accounted for 16% of the total cumulative amount of foreign direct investment
among all nations. The United Statesisal sothelargest foreign investor intheworld,
with over $2 trillion invested aborad. According to the U.N. report, of the $10.1
trillioninthetotal cumulativeamount of foreign direct investment amongall nations,
the most economically advanced developed economies were host to 70% of this
amount. From 1980 to 1990, this shareincreased sharply from 560% of total amount
of foreign direct investment to 79%. From 1990 to 1995, the developed country
share fell dightly to about 70%, where it has stayed relatively stable over the past
decade.

The Costs and Benefits of Foreign Direct
Investment

Generally, economists conclude that direct investment benefits both the home
and the host country and that the benefits of such investment outweigh the costs.
Some groupswithinthe U.S. economy, however, are concerned about the potentially
negative effects of inward and outward direct investment. Most economists argue
that free and unimpeded international flows of capital, such as direct investment,

2 The focus of this report is on direct investment. For information about portfolio
investment in the economy, see CRS Report RL32462, Foreign Investment in U.S
Securities, by James K. Jackson.
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positively affect both the domestic (home) and foreign (host) economies. For the
home country, direct investment abroad benefitsindividual firms, because firmsthat
invest abroad are better ableto exploit their existing competitive advantages and are
able to acquire additional skills and advantages. This tends to further enhance the
competitive position of these firms both a home and abroad and shifts the
composition and distribution of employment within the economy toward the most
productive and efficient firms and away from the less productive firms.

Table 1. Foreign Direct Investment Inward Position
(in billions of U.S. dollars)

1980 1985 1990 1995 2000 2005

World $692.7  $972.2 $1,789.3 $2,992.1 $5,803.0 $10,129.7
Developed Economies 390.7 569.7 14169 20358 39762 7,117.1
Western Europe 2315 285.0 815.2 1,213.0 2,297.8 4,731.3
European Union 216.3 267.1 768.2 1,136.0 2,179.7 4,499.1
France 25.9 36.7 86.8 191.4 259.8 600.8
Germany 36.6 36.9 111.2 192.9 271.6 502.8
United Kingdom 63.0 64.0 203.9 199.8 438.6 816.7
United States 83.0 184.6 394.9 5355 1,256.9 1,625.7
Canada 54.2 64.7 112.8 123.3 212.7 356.9
Developing Economies 302.0 402.5 370.3 916.7 1,7565 2,757.0
Africa 320 33.8 58.4 77.3 151.0 264.5
Latin America 50.4 80.1 118.1 200.1 539.0 937.4
Asia 219.5 288.5 380.2 636.5 10664 1555.1

Sour ce: World Investment Report, United Nations Council on Trade and Development,
various issues.

Someobserversarguethat U.S. direct investment abroad supplantsU.S. exports,
jobs, and research and devel opment funds, thereby reducing employment and wages
intheU.S. economy. Othersare concerned that outward direct investment altersthe
industrial composition of domestic production and trade flows, which can affect the
sectoral and regional distribution of employment and the relative demand for skilled
and unskilled labor.?® For the home country, overseas investment may lead some
firms to shift parts of their production abroad, thereby supplanting some domestic
production with imports from abroad, but most studies indicate that, on balance,
direct investment abroad increases U.S. exports and helps sustain employment and
wages at home® Intra-company trade is a relatively new feature of the U.S.
economy, but can be expected to increase as the economy becomes even more
globalized. In 2004, U.S. parent companies accounted for morethan half of all U.S.
exports and more than one-third of U.S. imports. Furthermore, about half of the
exports by U.S. parent companies was to their foreign affiliates. At the sametime,

% International Investment Perspectives: 2006 Edition, the Organization for Economic
Cooperation and Development. p. 99.

2 |pid., p. 101; Brainard, S. Lael, and David A. Riker, Are U.S. Multinationals Exporting
U.S Jobs? NBER Working Paper 5958, National Bureau of Economic Research, March
1997.
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the U.S. affiliates of foreign firms accounted for 20% of U.S. exports and 25% of
U.S. imports.

Globally, a relatively small share of the production of U.S. foreign affiliates
makes its way back into the U.S. economy. In 2004 the foreign affiliates of U.S.
multinational firmsexported about 10% of their production back to the United States,
but two-thirds of their production was sold within the host country and the rest was
exported to other foreign countries.*® Foreign direct investment also supports U.S.
exportsto areaswhereformal restrictionsto exportsexist. Inaddition, by expanding
and supporting development in foreign markets, direct investment spurs
improvements in foreign economies, which in turn, creates new markets for U.S.
goods. Direct investment also seems to be associated with a strengthened
competitive position, a higher level of skills of the employees, and higher incomes
of firmsthat invest abroad.

As a host country, the United States benefits from inward direct investment
because the investment adds permanently to the Nation’s capital stock and skill set.
Direct investment al so brings technol ogical advances, since firmsthat invest abroad
generally possess advanced technology, processes, and other economic advantages.
Such investment also boosts capital formation, contributes to a growth in a
competitive businessenvironment and to productivity. Inaddition, direct investment
contributesto international trade and integration into the global trading community,
since most firms that invest abroad are established multinational firms.*

On the cost side, critics of foreign investment argue that some U.S. firms may
invest abroad, and thereby shift some resources from activities within the United
States, in order to take advantage of abundant natural resources, low-cost |abor, or
relaxed environmenta and labor laws.** Indeed, about one-third of U.S. direct
investment abroad is in developing countries, where economic conditions are
markedly different from those in the United States or in many parts of Europe. In
some cases, firmsthat invest abroad may shift production from the United Statesto
aforeignlocation from which it might export back to the United States productsthat
it previously had produced in the United States, but this does not seem to be amajor
activity of the foreign affiliates of U.S. firms. Such offshoring of production, or
globalization, has grown over the last decade as many devel oping economies have
dropped formal restrictionsonforeigninvestment, but much of thisinvestment seems
to be geared toward producing for the local market, or for exports to neighboring
countries.

% Bureau of Economic Analysis, U.S. Direct Investment Abroad: Preliminary Resultsof the
2004 Benchmark Survey, August 2006. Table I11.F1.

3 Such linkages appear to be important factors for both developed and developing host
countries, see Alfaro, Laura, Areendum Chanda, Sebnem Kaemli-Ozcam, and Selin Sayek,
How Does Foreign Direct Investment Promote Economic Growth? Exploring the Effects
of Financial Marketsonlinkages. Working Paper 12522, September 2006, National Bureau
of Economic Research.

2 \World Investment Report: 2006, United Nations Council on Trade and Development. p.
155-162.
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The data in Table 2 show the extent and influence of U.S. and foreign
multinational firms in the U.S. economy. In 2004, the latest year for which
comprehensive data are available, foreign firms had a total of 5,270 affiliates
operating in the United States. These affiliates were present in every State and in
every economic activity, where such activity is not prohibited by law. Foreignfirms
employed 5.6 million U.S. workersand paid $350 billion in wagesand compensation
for an average of $63,000 per worker, nearly twice as much as the average
compensation of $37,000 paid by the foreign affiliates of U.S. multinational firms
and higher than the average of $58,000 paid by U.S. parent companies operating in
the United States. Foreign firms have adirect investment presencein every state. In
2004, 40% of theforeign firms employment wasin the manufacturing sector, more
than twice the share of manufacturing employment in the U.S. economy asawhole.
By comparison, U.S. multinational companies employed over 21 million workersin
theU.S. economy and theforeign affiliates of these U.S. parent companiesempl oyed
over 10 million workersin 24 thousand firms abroad. Theforeign affiliates of U.S.
firmshad 60% morein the value of their gross product, had agreater value of assets,
higher sales, and paid three time s as much in taxes.

Table 2. Select Data on U.S. Multinational Companies and on
Foreign Firms Operating in the United States, 2004
(in millions of dollars unless otherwise indicated)

U.S. Multinational Companies

U.S. Affiliates of

Parent Foreign , "
Companies affilia?es e e (I s
Number of firms 3,348 23,928 5,270
Employment (thousands) 21,377.3 10,028.0 5,562.3
Employee compensation $1,236,060 $372,050 $350,197
Gross product $2,215,800 $824,336 $514,957
Tota assets $15,777,761 $8,757,063 $6,384,667
Sdes $6,948,995 $3,768,733 $2,521,353
Taxes $153,487 $161,253 $49,223
R&D Expenditures N.A. N.A. $33,102

Source: U.S. Direct Investment Abroad: Operations of U.S. Parent Companies and Their Foreign
Affiliates, Preliminary 2004 Estimates, and Foreign Direct Investment in the United States:
Operations of U.S Affiliates of Foreign Companies, Preliminary 2004 Estimates. Bureau of
Economic Analysis, 2006.

Theaffiliatesof foreign firms spent $124 billionin the United Statesin 2004 on
new plant and equipment, imported $393 billion in goods and services and exported
$164 billion in goods and services. Since 1980, the total amount of foreign direct
investment in the economy hasincreased eight-fold and nearly doubled as a share of
U.S. gross domestic product (GDP) from 3.4% to 6.4%. It is important to note,
however, that these data do not imply anything in particular about the role foreign
direct investment has played in the rate of growth of U.S. GDP.

Foreign-owned establishments, on average, are far outperforming their U.S.-
owned counterparts. Although foreign-owned firms account for less than 4% of all
U.S. manufacturing establishments, they have 14% more value added on averageand
15% higher value of shipmentsthan other manufacturers. Theaverage plant sizefor
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foreign-owned firmsismuch larger — fivetimes— than for U.S. firms, on average,
in similar industries. Thisdifferencein plant size apparently rises from an absence
of small plants among those that are foreign-owned. Asaresult of the larger plant
scaleand newer plant age, foreign-owned firms pai d wages on average that were 14%
higher than all U.S. manufacturing firms, had 40% higher productivity per worker,
and 50% greater output per worker than the average of comparable U.S.-owned
manufacturing plants. Foreign-owned firms also display higher capital intensity in
alarger number of industries than all U.S. establishments.

Differences between foreign-owned firms and all U.S. firms should be viewed
with some caution. First, the two groups of firms are not strictly comparable: the
group of foreign-owned firms comprisesasubset of al foreign firms, whichincludes
primarily very large firms; the group of U.S. firms includes al firms, spanning a
broader range of sizes. Secondly, thedifferencesreflect arange of additional factors,
including the prospect that foreign firmswhich invest in the United Stateslikely are
largefirmswith proventechnol ogiesor techniquesthey have successfully transferred
to the United States. Small foreign ventures, experimenting with unproven
technologies, are unlikely to want the added risk of investing overseas. Foreign
investors also tend to opt for larger scale and higher capital-intensity plants than the
average U.S. firm to offset the risks inherent in investing abroad and to generate
higher profits to make it economical to manage an operation far removed from the
parent firm.

Most economists conclude that foreign investment benefits the host economy
because such investment adds permanently to the capital stock of the economy and
increases the total amount of capital in the economy. While these conclusions seem
generally to betrue, they probably should be tempered somewhat relative to foreign
direct investment in the United States. The datain Table 3 show the inflows and
outflows of capital inthe U.S. economy over the past eight years that are associated
with direct investment. The dataindicatethat firmscan raisefundsin three different
ways: they can borrow it from the parent company as an intercompany debt transfer;
they can raise the funds in the domestic economy in the form of equity capital, or
they can raise their funds internally from profits generated by the firm and used as
reinvested earnings.
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Table 3. U.S. Direct Investment Abroad and Foreign Direct
Investment in the U.S. Economy, Annual Flows 1998-2005
(in billions of U.S. dollars)

1999 2000 2001 2002 2003 2004 2005 2006

U.S. direct investment abr oad

Capital $224.9 $-59.2 $142.3 $154.5 $149.9 $244.1 $9.1 $228.3
Equity capital 989 780 609 427 355 814 397 257
Reinvested earnings 642 936 698 853 1210 1573 -11.2 2021
Intercompany debt 61.8 -124 116 265 -6.6 54 -194 0.4

Foreign direct investment in the United States

Capital $289.4 $321.3 $167.0 $84.4 $64.0 $133.2 $109.8 $180.3
Equity capital 2216 259.6 1409 1053 934 741 577 815
Reinvested earnings 41 -03 -339 16 145 556 589 101.6
Intercompany debt 638 619 60.0 -226 -440 35 69 -29
Sour ce: U.S. Department of Commerce.

Thedatain Table 3 indicate that over the eight-year period 1999-2006, 8% of
the funds foreign firms used to invest in U.S. businesses came from the foreign
parent company in the form of intercompany debt. The rest of the funds foreign
investors used to invest in U.S. businesses was raised in the United States, not
imported from abroad. Equity capital raised in the U.S. capital markets accounted
for 77% of the share of the funds foreign firms used to invest, with the rest, 15%,
generated from the reinvested earnings of the foreign firms. In comparison, the
overseas affiliates of U.S. parent firms raised the largest part of their funds — 72%
— from the reinvested earnings of the affiliates, partly reflecting the older, more
mature nature of the investments. Of the rest of the funds, 42% was raised through
the equity capital markets in the host country, and 6% was raised through
intercompany debt.

Supporters of foreign direct investment also highlight the number of jobs
created by foreign investment in the economy. In the case of foreign direct
investment n the U.S. economy, however, the employment picture is somewhat
unclear. While foreign direct investment on the whole does support and contribute
to existing employment in the economy, the particular nature of the investment
makes it difficult to assess the full contribution of this investment to the overal
employment picture. ForeignfirmscaninvestintheU.S. economy inthreeways: by
adding to current investments; by establishing anew venture, termed, a*“ greenfield”
investment; or by acquiring an existing U.S. business. Thedatain Table 4 exclude
additionsto employment that can be accounted for by on-going foreign-owned firms
and focus on U.S. businesses that are acquired or are newly established by foreign
investors.
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Table 4. U.S. Businesses Acquired or Established by Foreign
Investors
(in millions of dollars, unless otherwise indicated)

U.S. business enterprisesacquired | U.S. business enter prises established

Total Number | Invest- Number | Invest-
assets | TOt als Sales of ment Ig;ls Sales of ment
empl. | outlays empl. | outlays

1998 | $274,349$218,483 $147,434 603,385 $182,357] $55,866 $17,471 21,199 $32,899
1999 454,012 430,226 115,534 589,311 265,127 23,786 8,718 13,368 9,829
2000 482,021 463,142 153,525 748,952 322,703 18,879 7,204 21,068 12,926
2001 382,308 311,220 90,778 335,088 138,091 71,087 18,131 74,879 9,017
2002 105,516 92,800 51,945 211,679 43,442 12,716 3,735 6,808 11,077
2003 219,072 198,474 51,376 161,607 50,2120 20,598 3,173 4,449 13,379
2004 308,638 252,481 60,592 199,227 72,738 56,127 6,744 12,366 13,481
2005 170,462 156,792 64,686 219,066 79,2200 13,670 1,248 4,695 7,603

Source: McNeil, Lawrence R., Foreign Direct Investment in the United States: New Investment in
2005. Survey of Current Business, June 2006. p. 32.

Thedatain Table4 asoindicatethat during the 1998-2005 period, acquisitions
of existing U.S. firms accounted for nearly 90% of the assets of the businesses that
were either newly established or acquired by foreign investors, 95% of theincreases
in employment, 92 % of the sales, and 91% of the investment outlays. Asaresult,
employment associ ated with acquisitionsof established U.S. firmsaccount for alarge
part of the total number of employees of foreign firmsthat currently are operating in
the United States. Itislikely that such acquisitionslikely help to sustain the level of
employment of the acquired firms, but it is difficult to estimate how much new
employment is added to the economy as a result of the extensive role foreign
acquisitions play in the economy. It aso is unclear what long-term impact these
acquisitions is having on employment among the acquired firms. In some cases,
foreign firms may use their acquisitions as a springboard to expand their operations
and, therefore, their employment in the United States, in other circumstances, they
may use an acquisition to consolidate or to streamline other operations, which may
result in reducing their level of employment.

As Table 5 shows, acquisition activity is not limited to foreign firms, but isa
well-established feature of theoverall businessclimateinthe United States. Interms
of thenumber of acquisitionsthat were completed, 1998 standsout asthe most active
year, with over 10,000 deals completed. As the U.S. economy posted strong
economic growth through the later 1990s and into the early 2000s, such acquisition
activity remained strong among al three groups: U.S. firms acquiring U.S. firms;
foreign firms acquiring U.S. firms and U.S. firms acquiring foreign firms. On
average over the 10-year period, nearly 8,000 acquisitions were compl eted each year
among the three types of investments. The share of these transactions accounted for
by foreign acquisitions of U.S. firms grew by 50% over the 1998-2005 period, rising
from 8% of al acquisition transactions in 1998 to dlightly over 13% of all
transactions in 2005.
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Table 5. U.S. and Foreign Acquisition Activity, 1997-2006

U.S. Acquisitions
Total Acquisitions of U.S.
Year Companies

Number $ Number $ Number $ Number $
of Deals | Billions | of Deals | Billions | of Deals | Billions | of Deals | Billions

Foreign Acquisitiond U.S. Acquisitions of
of U.S. Companies |Foreign Companies

1997 8,479  $563.0 6,317  $606.3 775 $84.9 1,387 $80.3
1998 10,193 771.5 7,575 1,019.6 971 227.0 1,647 127.2
1999 9,173 1,373.8 6,449 1,005.1 1,148 264.0 1,576 153.8
2000 8,853 14229 6,032 1,304.6 1,264 338.0 1,557 139.0
2001 6,296 1,781.6 4,269 838.3 923 204.3 1,104 113.2
2002 5497 1,155.8 3,989 450.4 700 85.5 808 89.1
2003 6,169 625.0 4,539 352.8 750 82.0 880 90.7
2004 7,102 525.5 5,140 628.6 822 104.1 1,140 122.6
2005 7,600 855.3 5,463 733.9 977 112.7 1,160 150.3
2006 8,203 996.9 5853 11,0479 1,074 139.8 1,276 188.5

Sour ce: Mergers & Acquisitions, February 2007. P. 69.

Another notable feature of the datais the way in which foreign acquisitions of
U.S. firmsand U.S. acquisitions of foreign firmsseemto riseand fall intandem. As
the rate of U.S. economic growth slowed in the early 2000s, acquisition activity
slowed not only in the United States, but for U.S. acquisitions abroad as well.
Figures 1 and 2 show the number of deals and the value of those deals for U.S.
acquisitions of foreign firmsand foreign acquisitions of U.S. firms, respectively. In
both cases, the number of deals and the value of those deals dropped between 2000
and 2002 for both U.S. and foreign firms before activity rebounded after 2002. Such
similaritiesin the acquisition activity of U.S. and foreign firms seem to be counter-
intuitive in that those forces that draw U.S. firms to invest abroad should
theoretically be separate from those factors that draw foreign firmsto invest in the
United States.
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Figure 2. U.S. Acquisitions of Foreign Companies
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Figure 3. Foreign Acquisitions of U.S. Companies
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In some respects, foreign investment in the United States and U.S. investment
abroad should operate as substitutes, so that both U.S. and foreign firms would be
expected to invest in the United States when the U.S. economic growth rate was
strong relative to other advanced economies and both U.S. and foreign firms would
be expected to invest el sswhere when therel ative rate of U.S. economic growth was
weak. Instead U.S. investment abroad is strong when foreign investment in the
United Statesis strong and U.S. investment abroad isweak when foreign investment
in the United States is weak. The two trends likely reflect the impact the U.S.
economy has on the global economy and particularly on Western Europe, where
much of the U.S. overseas investment and acquisition activity is concentrated. As
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aresult, when the rate of economic growth in the United States is strong, foreign
firms are drawn to invest in U.S. businesses. In addition, the stronger rate of
economic growth in the United States enhances the profit position of U.S. firms
which encourages them to increase their investments both at home and abroad as
U.S. economic activity also boosts economic performance in Western Europe and
among other developed economies that have become increasingly linked with the
U.S. economy.

Conclusions

The terrorist attacks of September 11, 2001, have affected the perception of
many policymakers and elements of the public about therole and the risks of foreign
investment in the economy. Asaresult, some Members of Congress are calling for
changesin U.S. investment laws and U.S. investment policiesthat will increase the
federal government’s scrutiny over foreign investment in critical industries and in
sectorsessential to national security andto homeland security. Inaddition, Congress
may broaden its oversight over the activities of federal agenciesthat areinvolved in
administering U.S. direct investment policies. Economic studiesgenerally conclude
that the U.S. economy as a whole is benefitting from inward and outward direct
investment. That is not to say that such investment does not bring costs as well as
benefits. Indeed, some groups within the economy and some regions within the
country likely benefit more than others. While dislocations likely are resolved
eventually, they potentially can cause disruptions for some producers and some
workers, especially those at the margins of the economy and struggling to remain
competitive.

While Congress is grappling to sort out conflicting viewpoints and policies
concerning the role and impact of foreign direct investment in the economy in a
world of heightened security concerns, the recently announced Invest in America
initiative stands out. The stated objective of the initiativeis to promote the United
States as a foreign investment location, which likely is aimed at assuaging foreign
concerns about the course and direction of U.S. policies toward foreign direct
investment. Although such a policy is not necessarily at odds with actions within
Congress, it does seem to be a major shift in the traditional U.S. policy of neither
helping nor hindering foreign direct investment. Theinitiative also raises questions
concerning the cost of theinitiative, how fundswill be appropriated, and the role of
congressional oversight. It is aso unclear what role the initiative will have in
coordinating theinvestment promotion activities of state and local governmentsthat
are accustomed to operating on their own and often compete against other localities
for foreign investment commitments. In addition, while foreign direct investment
does have positive net benefits for the economy as a whole, empirical research has
not established that such benefits remain unambiguously positive when tax and
financial incentives are offered as inducements.



