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Many countries seek to create an attractive environment for foreign
investors for economic growth and prosperity. On the other hand, the
expansion of energy consumption and combustion of fossil fuels in the
direction of economic growth has increased the emission of greenhouse
gases in the world. Therefore, many countries have implemented green
taxes to protect their environment. Many studies have been done on the
relationship between taxes and foreign direct investment. The purpose
and innovation of this research is to investigate the effect of green tax
in particular, instead of the general effects of taxes on the attraction of
foreign direct investment in member countries of the Organization for
Economic Development and Cooperation (OECD). In this research,
using panel data during the twenty-year period from 2003 to 2022 for
twenty OECD member countries that have a tax on carbon production,
it is intended to investigate the effect of some economic variables on
foreign direct investment. The ARDL panel estimation results indicate
that the variables of GDP and the degree of openness have a positive
effect and the variables of exchange rate and green tax in the long term
have a negative effect on foreign direct investment in the countries
under review; Therefore, countries with lower green taxes will be more
likely to attract foreign direct investments. As a result, in order to
achieve sustainable development and preserve the environment, it is
necessary to design and implement policies that, in addition to
maintaining the attractiveness of foreign investments, prevent
environmental destruction and realize environmental goals.
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Extended Abstract

Introduction

Many countries are actively striving to cultivate an appealing environment for foreign investors,
recognizing that such investments are crucial for economic growth and overall prosperity. This
pursuit often involves creating favorable tax regimes, regulatory frameworks, and infrastructure
to attract foreign direct investment (FDI). However, this drive for economic expansion has a
significant downside: the increasing consumption of energy and the burning of fossil fuels have
led to a rise in greenhouse gas emissions globally. In response to these environmental
challenges, numerous nations have begun implementing green taxes aimed at mitigating
environmental degradation and promoting sustainable practices. Green taxes are financial
charges levied on activities that are harmful to the environment, particularly those that contribute
to carbon emissions. These taxes serve as a mechanism to incentivize businesses and consumers
to adopt more environmentally friendly practices. The rationale behind green taxes is that by
increasing the cost of polluting activities, countries can encourage investment in cleaner
technologies and sustainable practices. This approach aligns with global efforts to combat
climate change while simultaneously fostering economic development.

A substantial body of research has explored the relationship between taxation and foreign direct
investment, but there is a notable gap in studies specifically examining the impact of green taxes
on FDI attraction. This research aims to fill that gap by investigating how green taxes influence
foreign investment decisions in member countries of the Organization for Economic
Cooperation and Development (OECD). The study utilizes panel data spanning two decades,
from 2003 to 2022, focusing on twenty OECD member countries that impose carbon production
taxes.

Methodology

Since the prerequisite for using the OLS method is that all variables are stationary at the level
(but this rarely happens), considering the stationary variables at the level and the first-order
difference, as well as the panel nature of the data, we will use the panel ARDL method for
estimation. The analysis employs an Autoregressive Distributed Lag (ARDL) panel estimation
method to assess the effects of various economic variables on FDI. In this study, the ARDL
model was estimated for each of the desired specifications and the optimal number of intervals
for each of the ARDL models was determined using the AIC criterion.

In principle, the amount of foreign direct investment is affected by several factors. These
factors are not in the same position in terms of importance and level of influence, and they
cannot necessarily all be observed together in a place or time (for example, at a specific point
in time in a specific country). Taxes can have positive or negative effects on investors'
decisions.

Considering the research topic and taking into account the existing literature and applied studies,
some factors affecting net foreign direct investment in a country have been determined. The
model of this research is taken from Ohno's article with some changes:
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Dependent variable: FDI= Foreign Direct Investment
Explanatory variables are as follows:

FDIt-i= Direct investment of the previous year (lagged), the higher the investment in the previous year,
the higher the investment.

TAX= In this paper, The author is suposed to examine the effect of green taxes on foreign direct
investment. Since foreign direct investment in that country can be reduced and transferred to other
countries due to the imposition of taxes, examining this effect is important for policymaking. It should be
noted here that, according to a study by Zheng and Gallaher in 2016, changing from concessional taxes
to green taxes can have different effects on attracting foreign direct investment (FDI). Concessional taxes
are usually designed to facilitate investment and create an agreement between the government and
investors, but they may be ineffective in reducing environmental pollution. In contrast, green taxes are
intended to reduce pollution and promote sustainable development, but there are concerns about their
negative impact on FDI attraction. A 2014 study using panel data for the years 1995-2010 in the D8
countries found that increasing tax rates had a negative impact on FDI attraction. The study concluded
that countries such as Indonesia that had lower tax rates were able to attract more FDI (Nasirinejad et al.,
2014). However, the imposition of green taxes can help attract FDI by creating incentives for investment
in clean technologies and improving energy efficiency. Foreign investors may seek out countries that
have sustainable environmental policies, and this can act as a competitive advantage in attracting FDI.

Therefore, while increasing taxes can have a negative impact on FDI inflows in general, the
implementation of well-designed green taxes, coupled with supportive policies, can not only help improve
the environmental situation but also increase the attractiveness of the country to foreign investors with
clean resources. This requires balancing environmental and economic objectives and designing tax
policies that take both aspects into account. Therefore, in this study, we examine the effect of green taxes
on FDI.

Vector of control variables (X): GDP, Degree of openness, Population density, Inflation rate, Foreign
exchange rate

Results

The results of the ARDL model show that although short-term changes in the independent variables do
not have a statistically significant effect on the dependent variable (none of the coefficients are
significant), the long-term relationship between these variables is significant. This suggests that the error
correction mechanism quickly (93 percent per period) corrects any deviation from the long-term
equilibrium level and, as a result, the short-term effects quickly fade away. Given the results, the long-
term analysis of the relationship between the variables is more important. This finding suggests that
policymakers should focus more on the long-term effects of their policies and actions than on the short-
term effects.

Analysis of Long-Term Results

The negative effect of the exchange rate (-323.7 points) on FDI indicates that an increase in the exchange
rate may increase import costs and reduce investment incentives. This could indicate to policymakers to
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be more careful in managing exchange rates, as severe currency fluctuations may affect trade and
investment decisions.

Every unit increase in GDP increases FDI by about 8.30 units. This finding is consistent with the gravity
theory, which introduces economic strength as a key factor in attracting foreign capital (the law of
gravity). Therefore, strengthening infrastructure and creating a suitable environment for economic growth
should be prioritized to create favorable conditions for attracting capital.

The positive effect and large coefficient of the degree of openness of the economy (733.12 units) on FDI
indicate the great importance of free trade and reducing tariff barriers for attracting foreign investment.
These findings can help governments to reform their trade policies and provide an attractive environment
for investors. Also, economic openness is usually associated with better access to global markets and new
technologies, which in turn can be an incentive to attract FDI.

The negative effect of green taxes (-1.12 points) on FDI reflects foreign investors’ concerns about the
additional costs of taxes. Green taxes are usually imposed to protect the environment, but they may
impose costs on investors that discourage them from entering new markets. Therefore, governments
should adopt policies that reduce the tax burden on investors while protecting the environment.

Conclusion

The research indicates that economic factors such as openness, exchange rate stability, and GDP
positively influence foreign direct investment (FDI) attraction, while green taxes may deter investors. To
balance environmental goals with investment appeal, governments should set tax rates that provide
adequate incentives. Offering tax breaks for sustainable projects and implementing strong environmental
regulations can build investor confidence. Public-private partnerships in environmental initiatives are
essential for attracting FDI. Regular evaluations of the impact of green taxes on FDI are necessary to
align policies with both economic and environmental objectives. Improved access to comprehensive FDI
data is crucial for accurate assessments of green tax effects.
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