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Motivation
I Both the WTO and most regional agreements have been effective in

removing most of the tariffs.
I Entry of multinationals is restricted with barriers such as:

- Limits on foreign ownership (limits on foreign equity, licences, ban)
- Screening and approval procedures
- Opaque informal public or private measures

Figure: FDI restrictions (by type) in OECD countries, 1998/2000



Motivation
I FDI restrictions are especially high for services (60% of FDIs)

Figure: Services Trade Restrictiveness Index for different regions.



Motivation

I There are very few BITs with substantive liberalization commitments
to reduce FDI (entry = ex-ante) barriers.

- many trade agreements to lower tariffs for goods
- limited commitments in the GATS for services
- many commitments in BITs to reduce the (ex-post) risks of

expropriation
- only 4% of BITs contain substantive liberalization commitments.

Question: Do countries need liberalization commitments to reduce
their FDI entry barriers?



Contribution to the literature

The paper: I provide rationales to explain why

1. inefficient FDI barriers exist,
- Foreign affiliates repatriate part of their profits

2. agreements can implement the efficient outcome
- The non-cooperative outcome is inefficient

3. some countries have reduced these barriers without committing
- Foreign lobbying vs agreements

4. others have not reduced them and do not want to commit.
- The presence of tax havens
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The key ingredients of the model

1. Two countries, H (no *) and F(*)

2. Horizontal FDI → market access

3. Repatriation of profits across countries

4. Policy variable: number of foreign affiliates allowed to contest the
domestic market

5. Cooperative vs non-cooperative games between the governments

6. Lobbies (national and foreign firms)



Multinational production

Production in H: M firms producing at Home
- Mn national firms + (Mf = M −Mn) foreign affiliates

- Oligopolistic competition à la Cournot
I FDI policies as a substitute for domestic policies to increase

competition

Multinational production:
- No cost of opening an affiliate
- Intangible input production (ex: management, marketing,

intellectual property, and R&D capital) in the country of origin.
I intra-firm transfers across country



Repatriation of profits
All the profits redistributed at Home:

I all profits of Home firms: π(M)

π(M)

I repatriated profits of H. affiliates abroad: πrep(φ,M∗)

πrep(M∗) Home affiliates
in country F

I non-repatriated profits of F. affiliates: π∗f (φ,M)

π∗f (M)Foreign parents
in country F
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The non-cooperative game with no lobbying

Given Mn, governments non-cooperatively choose their policies.

Solution : Given M∗
f , M0 = arg maxMf W (Mf ,M∗

f )

Proposition
The non-cooperative FDI policy M0 is decreasing in the repatriation of
profits φ

Rationale behind restrictions (M0 ≤ Mn) :
1. entry of foreign affiliates
2. competition with national firms ⇒ lower individual profits
3. decrease in profits depend on the substitution index
4. repatriation of profits
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The non-cooperative vs cooperative game

Proposition
i) FDI policies are inefficient when profits are largely repatriated

(∃φ0 such that φ > φ0 ⇒ M0 < Mn).

ii) An agreement allows governments to implement the cooperative
outcome (Mag = Mn) and remove their barriers.

Why do we observe so few agreements with substantive
liberalization commitments to reduce FDI barriers?
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Arg 1: foreign lobbying

Argument: foreign lobbying can implement the outcome of an agreement
even when governments do not cooperate.

Domestic game: governments non-cooperatively choose their policies
playing a domestic lobbying game.

I Lobbying game: government + 2 lobbies
I Aversion for foreign contributions (γ ≤ 1).

The government: G = aW (Mf ,M∗
f ) + c + γc f

Proposition (necessary conditions)
Foreign lobbying can implement the efficient outcome if:

I Small repatriation of profits: low φ

I Small aversion for foreign lobbying: high γ

Conclusion: under some conditions, some countries might have lowered
their FDI barriers without using commitments from investment
agreements.



Arg 2: the presence of tax havens and profit shifting

Argument : the presence of a tax haven cancels the gains from
cooperation (no repatriated profits anymore).

I part of the profits of Home firms

TAX HEAVEN

I nothing from H. affiliates abroad: 0

TAX HEAVEN

I non-repatriated profits of F. affiliates: π∗f (M)

π∗f (M)



Arg 2: the presence of tax havens and profit shifting

Proposition
I Entry is restricted (Mtax < Mn) if profit shifting is high enough.
I The non-cooperative outcome (Mtax ,M∗tax ) is always efficient ⇒

no need for an agreement.

Result
When profits are shifted in tax havens, there is no agreement and barriers
increase in profit shifting.
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Empirical work: data

Result to test: Higher repatriation of profits (φ) leads to higher barriers.

I Data: OECD FDI restrictions / Services Trade Restrictiveness Index.

I Two proxies for repatriation:
1. The tax index:

Taxc = τc − τW
c with τW

c =
∑

j∈W τj Aff in
j,c∑

j∈W Aff in
j,c

with Aff in
j,c the number of employees in affiliates of country j in c.

2. The growth index: Growthc,s = gc,s − gW
c,s

STRIc,s = α + βτ Taxc + βg Growthc,s + λ X + δc + δs + εc,s

I Other control variables: GDP, GDP per capita, VA per sector, GATS
commitments



In order to have a negative effect of repatriation on entry restrictions, we
need

βτ ≥ 0 given that Corr(φ∗,Tax) ≤ 0
βg ≤ 0 given that Corr(φ∗,Growth) ≥ 0

Sector dummy Country dummy The two dummies

Services Trade Restrictions Index (for FDI only)

Tax Index 0.00420∗∗∗ 0.00250∗∗∗ 0.00638∗∗∗ 0.00487∗∗∗
[0.000986] [0.000617] [0.00109] [0.00100]

Growth Index -0.0122∗ -0.0280∗∗ -0.0162∗
[0.00652] [0.0109] [0.00932]

lnGdpCap -0.0944∗∗∗ -0.00458 -0.148∗∗∗ -0.0785∗∗∗
[0.0306] [0.0191] [0.0316] [0.0256]

lnGdp 0.0196 -0.00456 0.0441∗∗∗ 0.0175
[0.0119] [0.00837] [0.0133] [0.0117]

Striur 0.533∗∗∗ 0.535∗∗∗ 0.442∗∗∗ 0.533∗∗∗
[0.0562] [0.0506] [0.0233] [0.0562]

VA serv 0.0222∗∗∗ 0.0225∗∗∗ 0.0314∗∗∗ 0.0213∗∗∗
[0.00408] [0.00392] [0.00697] [0.00595]

VA manuf 0.0212∗∗∗ 0.0239∗∗∗ 0.0387∗∗∗ 0.0217∗∗∗
[0.00349] [0.00350] [0.00388] [0.00344]

Observations 244 244 244 244
Country Dummy Yes No Yes Yes
Sector Dummy Yes Yes No Yes
R-sq 0.911 0.883 0.824 0.911

Standard errors in brackets ∗ p < 0.1, ∗∗ p < 0.05, ∗∗∗ p < 0.01



Conclusion

I Repatriation of profits can explain the existence of FDI barriers.

I Two rationales behind the lack of liberalization commitments in
BITs:

1. Foreign lobbying also acts as a mechanism to implement the efficient
outcome.

2. The presence of tax havens removes the gains from committing.



Demand in H: the representative consumer (quadratic quasi-linear fct)

U(q0, q̄) = q0 + AQ − δ

2 Q2 − 1− δ
2

M∑
i=1

q2
i

- A constant > 0, q0 : consumption of the numeraire
- qi : consumption of i ’s product (M varieties) and Q =

∑M
i=1 qi

- δ : substitution index between products ∼ taste for variety
I δ = 1 → homogenous products
I δ = 0 → independent products



The political structure

The lobbies : they can give contributions to the government
- National lobby: L(M, c) = Mnπ(M)− c

- Foreign lobby: Lf (M, c f ) = (M −Mn)π∗f (M)− c f

The government G = aW (Mf ,M∗
f ) + c + γc f

with W (Mf ,M∗
f ) = H(Mf )︸ ︷︷ ︸

CS

+ Π(Mf ,M∗
f )︸ ︷︷ ︸

national PS

+ Π∗f (Mf )︸ ︷︷ ︸
foreign PS

with γ ≤ 1 : aversion for foreign contributions
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