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Abstract

The extent to which domestic and foreign operations of multinational corporations
(MNCs} are related has important implications for the analysis of investment demand
and its responsiveness to tax policy. We estimate the structural parameters of a model
in which domestic and foreign investment demand interact in two important ways.
First, the MNC’s production technology allows the marginal products of domestic and
foreign capital to be interdependent. Second, the marginal adjustment costs of invest-
ment in one location may he affected by investment in other locations. We estimate
the model using firm-level panel data from Canadian MNCs that invest solely in the
United States. Our estimates support the view that production and adjustment cost
technologies are related. We find that domestic and foreign capital are greater than
unit elastic substitutes and that investment in one location lowers the marginal adjust-
ment costs of investment in the other location. We use our parameter estimates to
simulate the effect of various tax policies on the growth of parent and affiliate capital
stocks. The simulations demonstrate that allowing for interdependent capital demand
across locations has important implications for the analysis of tax policy toward MNCs.
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