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Abstract

Our static model concludes that a multinational in industry of diminishing returns to
scale will increase production of a region in a developing country if its exchange rate to
the developing country is appreciated. Our dynamic model also shows that the longer
its investment period becomes the more the currency exchange rate of a multinational’s
country should be appreciated to invest in the developing country. The dynamic model
concludes that the longer the investment period becomes the less the country risk of the
developing country should be. However, we show that its high country risk can be
compensated by lowering the corporate tax rate of the developing country. A more
realistic model of countries in East Asia in the 1980s can confirm this conclusion.
That is, the preferential treatment of tax reductions or exemptions by the developing
countries was effective in inviting foreign direct investment. Our above models imply
that roles of central governments are crucial to inviting foreign direct investment to
form industrial clusters by building capacity of infrastructure and institutions.
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