DISCUSSION PAPER SERIES

No. 2695

REPEATED EXPROPRIATION
CONTESTS AND FOREIGN
DIRECT INVESTMENT

Kai A Konrad

PUBLIC POLICY
AND TRANSITION ECONOMICS

@&

Canre fer Econemic Pelicy Researdn

www.cepr.org

Available online at: www.cepr.org/pubs/dps/DP2695.asp



ISSN 0265-8003

REPEATED EXPROPRIATION
CONTESTS AND FOREIGN
DIRECT INVESTMENT

Kai A Konrad, WZB, Freie Universitat Berlin and CEPR

Discussion Paper No. 2695
February 2001

Centre for Economic Policy Research
90-98 Goswell Rd, London EC1V 7RR, UK
Tel: (44 20) 7878 2900, Fax: (44 20) 7878 2999
Email: cepr@cepr.org, Website: www.cepr.org

This Discussion Paper is issued under the auspices of the Centre’s research
programme in Public Policy and Transition Economics. Any opinions
expressed here are those of the author(s) and not those of the Centre for
Economic Policy Research. Research disseminated by CEPR may include
views on policy, but the Centre itself takes no institutional policy positions.

The Centre for Economic Policy Research was established in 1983 as a
private educational charity, to promote independent analysis and public
discussion of open economies and the relations among them. It is pluralist
and non-partisan, bringing economic research to bear on the analysis of
medium- and long-run policy questions. Institutional (core) finance for the
Centre has been provided through major grants from the Economic and
Social Research Council, under which an ESRC Resource Centre operates
within CEPR; the Esmée Fairbairn Charitable Trust; and the Bank of
England. These organizations do not give prior review to the Centre’s
publications, nor do they necessarily endorse the views expressed therein.

These Discussion Papers often represent preliminary or incomplete work,
circulated to encourage discussion and comment. Citation and use of such a
paper should take account of its provisional character.

Copyright: Kai A Konrad



CEPR Discussion Paper No. 2695

February 2001
ABSTRACT

Repeated Expropriation Contests and Foreign Direct Investment

This Paper considers the incentives for foreign direct investment in
transformation countries if actual expropriation is the possible result of a
conflict between multinational firms and local or national governments. The
Paper compares threats of complete expropriation and of repeated period
revenue confiscation. The Paper also shows that the timing of efforts in the
contests is essential for the size of underinvestment. Short-term commitment
as regards timing can lead to first-best investment levels.

JEL Classification: F21, F23, G15, H87
Keywords: confiscatory taxation, conflict, expropriation, foreign direct
investment, fractionalization, nationalization

Kai A. Konrad

WZB-

Reichpietschufer 50

D-10785 Berlin

GERMANY

Tel. (49 30) 25491 401

Fax +(49 30) 25491 400

E-mail: kai.konrad@wiwiss.fu-berlin.de

For further Discussion Papers by this author see:
www.cepr.org/pubs/new-dps/dplist.asp?authorid=116703

Submitted 09 January 2001



NON-TECHNICAL SUMMARY

The large inflows of foreign direct investment into the countries of Central and
Eastern Europe that many economists expected to take place when these
countries started to transform their economic systems did not take place. Why
was the flow of investment so moderate, and what caused the considerable
differences in the size of investment?

This Paper considers a theoretical explanation for these empirical
observations, based on the lack of security of property rights and the
fractionalization of power in these countries. Investors face threats of possible
nationalization, confiscatory taxation, or extortion by organized crime. There is
a difference between these countries and dictatorships in other developing
countries that could also expropriate by nationalization or confiscatory
taxation: There is no group that is endowed with supreme power to fully
control and (re-)allocate property rights. Instead, there are competing groups,
such as local governments and agencies, provincial and central government,
criminal gangs and organized crime. It is argued in this Paper that this
fractionalization is responsible for the particularly poor investment
performance of these countries. If there is a supreme power, the problem is
whether this supreme power decides whether or not to nationalize or
confiscate. This power takes into account long term considerations, and the
decision is a unilateral one. With fractionalized power groups, there are
several problems. Each power group that may try to appropriate foreign
property has to fight for this, and the foreign investor can spend resources
fighting against it. For instance, the investor can try to buy the support of other
power groups. Hence, appropriation becomes the outcome of a contest in
which both sides, the owner of the investment and the appropriator, spend
resources in order to achieve their respective goals. An implication of these
contests is that investment does not become particularly attractive. Even if an
investor manages to stay in possession of the investment, and its returns, the
investor has to spend resources in order to achieve this, and these additional
costs make the investment unattractive in the first place.

The Paper distinguishes two types of expropriation contests in a dynamic
context. In one type, expropriation is irreversible and permanent once it
occurs, in a second type the multinational and the government fight only about
the investment returns that accrue in each single period. Both cases can be
relevant and are treated separately. Suppose the multinational investor wards
off an expropriation attempt in some period t. The expropriation threat will
most likely reappear in the periods to follow. Whereas, if expropriation
occurred at a certain period, the multinational may have little or no hope of re-
entering the contest and most likely has to simply write off the investment.
This is the once-and-for-all expropriation contest, in which there is
considerable asymmetry between the owner and the expropriator, because



the investor would have to fight each period in which the investor stays in
possession of the investment, whereas the expropriator, once the
expropriation attempt is successful, is likely to be in a position with more
secure property rights. With period-wise contests, the multinational and the
firm simply contest for the period revenues in each period. It turns out that
timing is particularly important in the latter case of expropriation contests. In
particular, if an expropriator must spend contest resources first in order to
make a serious confiscation attempt, this may solve the underinvestment
problem.
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Abstract

This paper considers the incentives for foreign direct investment in
transformation countries if actual expropriation is the possible result
of a conflict between multinational firms and local or national govern-
ments. The paper compares threats of complete expropriation and of
repeated period-revenue confiscation. The paper also shows that the
timing of efforts in the contests is essential for the size of underinvest-
ment. Short term commitment as regards timing can lead to first-best
investment levels.
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1 Introduction

When the former socialist countries in Central and Eastern Europe started
to transform their economic systems, many observers expected large inflows
of foreign direct investment and a quick catch up. However, in most of
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these countries the investment boom has not taken place. Some countries
did reasonably well whereas others performed very poorly. The cumulative
FDI (gross) inflow 1988-1998 in Eastern European, Baltic and European CIS
countries was USD 235 per capita. The figures for Hungary (USD 1720) and
the Czech Republic (USD 1010) were about sixteen and nine times that of
the Russian Federation (USD 111). The Russian Federation still did more
than twice as well as Ukraine (UNECE, 1999, p. 170). In comparison, FDI
inflow 1990-1998 into the U.S. was USD 2241 per capita, almost ten times the
aggregate per capita inflow for 10 years in transforming countries of Central
and Eastern Europe (see OECD 1999).

A central problem in these countries that may explain these figures is
the lack of security of property rights. Investors face threats of possible
nationalization, possible confiscatory taxation that amounts to a de facto
expropriation! and the threat of extortion by private protection agencies such
as the Russian mafia and similar structures.? Typically there is no group that
is endowed with supreme power to fully control and (re-)allocate property
rights. Also, private protection agencies enter the picture and assume the role
of private types of government. Johnson, Kaufmann, McMillan and Woodruft
(2000), for instance, report that firms report that they suffer extortion from
bureaucrats, but also from criminal gangs. According to their survey, around
90 percent of the managers in Russia and Ukraine said firms in their industry
pay for ’protection’ of their activities.

Extortion generates a serious hold-up problem for investment. Once the
initial foreign direct investment has been made, power groups (including the
government) spend effort in order to expropriate the investor or confiscate the
revenue, whereas the investor spends effort to ward off expropriation. This
can be illustrated by an example. The investment of KNAUF (a German
building materials firm) in Russia illustrates the nature of such conflict (see
The Moscow Times, October 15, 1998). KNAUF battled with the tax police
about whether a given investment of USD 1.68 million was tax free or not,
where the tax police tried to collect a penalty including a minor collection
fee that sums up to USD 10.8 million. KNAUF officials hinted the tax police

!Non-discrimination principles in OECD countries are designed to reduce the extent
to which foreign direct investors’ profits can be confiscated by taxation. However, govern-
ments can find many ways to target particular firms, by way of specific import duties on
particular inputs, and licence fees. See Konrad and Lommerud (1999) for a discussion.

2For a theoretical and empirical analysis of the mafia and further references, see Skaper-
das (1999).



collaborated with a third party that tries to attain control of the factory.
The same firm had trouble with another of their factories (Kubansky Gips
- KNAUF, at Psebai near the Georgian border). The Moskow Times in a
series of articles (November 29, 1997, December 9, 1997, February 10, March
10, 1998,) reports the story where the local employees tried to gain control
of KNAUF’s factory, kicking out the company’s German owners. The local
director Alim Sergiyenko physically prevented employees of KNAUF to enter
the factory for about two years. According to The Moskow Times, (February
10, 1998) Sergiyenko had the support of the local administration head and
arbitration judges. Moskow authorities finally helped install a legally elected
director. Similar stories are reported for other firms.?

These examples illustrate that extortion and expropriation contests can
take many forms. The type of effort in expropriation contests depends on
the nature of the expropriation threat. Expropriation may lack a legal basis
in which case violence and investments in credibility to carry out threats
may be used, whereas the foreign investor may invest in various types of self
protection.* Sometimes the government may try to bend existing national or
international laws in order to expropriate an investor. In this case both sides
may invest resources to achieve favorable changes in the legal, institutional
or contractual framework, and in the legal dispute. In this paper, the precise
nature of the different types of games will not be modelled. Instead, a general
model of conflict is used to describe the nature of the expropriation contest
that has been applied in many contexts more recently.’

3The KNAUF case is not unique. As Jeanne Whalen points out in an article in The
Moscow Times (January 13, 1998): "U.S.-Russian Cable venture Kosmos TV and German
building materials manufacturer Knauf spent a good part of the year battling for control
of their companies against general directors they’d hired to run those enterprises. Both
foreign investors reported their executives had turned into Frankensteins, kicking the own-
ers out of their offices, dipping into the company till and wreaking havoc on business in
general. Working through official channels hasn’t helped either party. A series of court
rulings have upheld the right of Kosmos TV’s general director to continue running the
company. Although two federal courts have empowered Knauf to take back its factory
and fire its general director, the Germans have been unable to enforce the decisions.”

4This type of contest has taken an interesting direction for Frantisek Mojzs, former
owner of a USD 150 million-a-year business company, which he signed over to the Roman
Catholic Church rather than taking in a mob front man as a silent partner. (International
Herald Tribune, March 6, 1998). Clearly, it needs some resources to threaten a company
of that size, and also, the shelter of the Roman Catholic Church is a protection service
that is, most likely, not free of charge.

?Conflict as an important mechanism has been emphasized in many contexts for de-



The problem of possible nationalization in foreign direct investment has
been discussed with respect to the nationalization that took place in many
developing countries between the mid fifties and the late seventies (for empir-
ical evidence and further references see, e.g., Andersson (1991)).° However,
the confiscation/expropriation threats in transformation countries today are
qualitatively different from these nationalization threats. In the transform-
ing countries the structure of governance is fragmented. The goverments in
the sixties essentially made a decision whether or not to expropriate foreign
investors. In transformation countries today, several groups exert some gov-
ernance; they all may have an incentive to expropriate, but it needs effort
to put such policies into effect. In turn, the investors spend resources to
make expropriation more difficult. Resources are wasted in this distribu-
tional conflict and the outcome is uncertain. Accordingly an investor has to
take into account that he will earn the returns of the investment only with
some positive probability, and that he will have to spend resources to defend
the investment and its returns from expropriation.

An important distinction in a dynamic context is whether expropriation
is irreversible and permanent once it occurs, or whether the multinational
and the government fight only about the investment returns that accrue in
each single period. Both cases can be relevant and are treated in sections

termining resource allocation in the absence of well-defined property rights. See, e.,g.,
Skaperdas (1992) and Garfinkel and Skaperdas (1996) on the allocation of property rights
in social conflict more generally, Wérneryd (1998) for interregional conflict in fiscal fed-
eralism, Miiller and Warneryd (1999) on conflict and the internal allocation of surplus
within partnerships and corporations, Wérneryd (1997) on law suits, Bester and Warn-
eryd (1999) on mechanism design for the resolution of conflict, and Baye, Kovenock and
deVries (1998) for a unified approach and further applications.

0Eaton and Gersovitz (1984), and many other researchers considered expropriation as a
choice made at free will by the host government. The governments’ ability to expropriate
generates a hold-up problem: the government may have an incentive to expropriate a
foreign investor once the investment has been made. Because investors anticipate this, in
the extreme case no investment takes place and high-yield investment opportunities are
not used unless the government can commit itself not to fully confiscate the returns on
this investment. Hence, the problem was typically seen as a commitment problem. The
government is considered to make a free decision whether or not to expropriate the foreign
direct investor, and it does not expropriate investors if the present value of the costs of
an expropriation exceeds the benefits, or if the government was able to commit itself not
to expropriate the investor. For some theoretical analyses of commitment considering
repeated games, see, for instance, Cole and English (1991, 1992), Thomas and Worrall
(1994), Cohen and Michel (1991). Further commitment devices are discussed in Schnitzer
(1995), Konrad and Lommerud (1999), and Boadway and Keen (1998).

4



2 and 3, respectively. Suppose the multinational investor wards off an ex-
propriation attempt in some period t. The expropriation threat will most
likely re-appear in the periods to follow. Whereas, if expropriation occured
at some period, the multinational may have little or no hope to re-enter the
contest and most likely simply has to write off the investment. This is the
”complete expropriation” threat considered in section 2. In section 3, the ex-
propriation problem without this asymmetry between the multinational and
the government is considered. The multinational and the firm simply con-
test for the period revenues in each period. The analysis reveals the factors
that determine whether contests for complete expropriation or confiscation
contests generate a stronger hold-up problem.

Section 4 considers a different timing of moves in the contests. Timing is
crucial and determines the amount of underinvestment that is induced by the
lack of secure property rights. Even if the investment takes place once and
for all and yields a flow of returns in an infinite number of periods, for full
efficiency in foreign direct investment it may be sufficient if the government
can commit itself to choose its expropriation effort in each period prior to
the foreign direct investor’s choice.

2 Complete expropriaton

Consider the following framework. A multinational firm considers whether to
establish an affiliate in a host country (investment stage) in period ¢t = 0 and
chooses k > 0, the amount of investment. The investment is a durable capital
good, it is observable and irreversible. Should the multinational one day in
the future decide to shut down the affiliate, this investment is lost.

The investment generates a flow of revenue in this and in all future pe-
riods, t = 0,1,2,.... The revenue in each period ¢ depends on the amount
of capital invested, and on whether the parent company or the national gov-
ernment controls the firm in that period. It is a strictly concave function
of investment. The marginal revenue of the first unit of investment is suf-
ficiently high to rule out trivial corner solutions. That is, revenue is f(k),
with f(0) = 0, f'(k) > 0, limg_o f'(k) = oo and f"(k) < 0, if the parent
controls the affiliate. Revenue is only af(k) if the government controls the
firm in that period, with a € (0, 1]. For instance, if the government controls
the affiliate, the parent firm may withdraw some intangible factors, causing
a loss in managerial or production efficiency.



Before the affiliate generates revenue in period 0, but after the investment
has been made, the government attempts to expropriate the multinational
and the multinational tries to ward off this attempt. This expropriation
conflict can be seen as a contest for ownership and control rights in the
affiliate. The parent firm and the government spend efforts, eg > 0 and ¢y >
0, respectively, and the control of the firm (including the revenue generated
in the affiliate) will be allocated according to a contest success function, the
same for all periods ¢t = 0,1, ..., for which the probability ¢; = q(e;, €;) that
the parent firm continues to control the firm and earn its revenues is

1 et > bét
qler, &) =< 1/2 2if e =be p fort=0,1,2,.... (1)
0 er < bey

The government wins the contest with the residual probability 1 — ¢;.

If b = 1, the contest success function is perfectly symmetric. However, one
contestant may have an effectiveness advantage, measured by the parameter
b € (0,00). If, for instance, b < 1 the firm needs less effort to match the
effect of a given effort of the government. However, b > 1 is also possible, if
it is relatively easy for the goverment to confiscate or nationalize a firm. In
general, effectiveness differences between the parent firm and the government
may have many reasons which I do not consider in detail here, and take the
overall effect b as given.

This type of contest could be given many microeconomic underpinnings.
I briefly discussed some of them in the introduction. They all have two
elements in common: first, both sides have a cost of effort that cannot be
recovered, even if they lose the expropriation game, and second, each side
can improve its chances for winning if it uses more effort. These are the two
central features of a contest. A general contest model can generate some
insights that can be expected to apply if the contest is replaced by a more
detailed expropriation game in a specific institutional context.

The contest success function as in (1) is frequently used in models of
conflict.” In the symmetric case with complete information, (1) is revenue
equivalent to a standard second price auction or Bertrand competition, which

"Variants of this contest success function are used to describe contests in various fields
ranging from R&D, lotteries, advertizing and sales contests and litigation to lobbying and
political campaigns. See, e.g., Hirshleifer and Riley (1978, 1992), Hillman and Riley (1989),
Ellingsen (1991), Baye, Kovenock and deVries (1998) and Konrad (1999) for examples and
further references. Also, most other types of contest functions (e.g., those axiomatized in

6



Period =0 Period =1 Period =2

complete expropriation (government wins)

k (epne

(foreign  (simultaneous
direct  choices of
investment) contest efforts)

R/I‘,}S
complete expropriation

Figure 1: Complete expropriation.

is an attractive property. But results generalize qualitatively to broader sets
of contest success functions.

Returning to the game structure: if the government has expropriated the
foreign multinational in period ¢ = 0, it will run the firm in this and all future
periods and has a flow of revenue of a.f (k) in each period. If the government
did not win the expropriation contest, the foreign multinational will earn and
repatriate the revenue f(k) in period 0. Then, in period 1, the government
will make a new expropriation attempt, leading to a contest with efforts e;
and €; and an outcome determined by the contest success function as in (1),
with ¢t = 1. Revenue in period ¢ will be f(k) if the multinational wins again,
and af (k) if the government wins. If the government wins it will continue
to run the affiliate for all future periods and earn the revenue af (k) in each
future period. If the firm wins, it receives f(k) and has to enter the next
contest in period t = 2, and so on. The game structure and the timing of
moves is illustrated in Figure 1.

Skaperdas 1996) converge towards this type of contest success function if the contest
becomes sufficiently discriminatory.



The payoff of the multinational firm in period 0 can be written as
Vo —k = —eo+ qleo, &0)[f (k) + V'] — k (2)

with V}* a value function that represents the multinational’s value of not being
expropriated at the beginning of period 1, and § € (0,1) the multinational’s
discount factor which is exogenous here and constant across periods for sim-
plicity. Accordingly, the multinational’s valuation of winning the contest in
period 0 is

By = f(k) +6V; (3)

with the equilibrium value V;* of not being expropriated at the beginning of
period 1 yet to be determined.
Similarly, the payoff of the host government in period 0 can be written
af(k) ——

‘70 = —éo + (1 — q(eo, éo)) 1 _( S + q(eo, 50)6‘/1*. (4)

The government spends effort €y in period 0. This effort is sunk, whether the
government’s attempt is successful or not. It wins with probability (1 — q)
and receives the present value of an infinite flow of revenue af (k) which is
calculated using the government’s discount factor 6 € (0,1) which may or
may not be the same as for the foreign multinational. With the remain-
ing probability ¢ the expropriation attempt in period 0 is not successful.
The government attributes value V;* to being able to continue to attempt
to expropriate the firm in period 1, and this value is also discounted to its
present value in period 0 using the government’s discount factor 6. (4) can
be rewritten as
5 af(k) <o of (F)

o=~ + =+ q(eo, €0)(6VY" — ﬁ) (5)

Accordingly, the host government’s valuation of winning the contest in period

0is 1)
_ o _
By = = — 6V 6
°T1-5% ! (6)
Before we solve the whole game we characterize the solution of a contest
between the multinational and the government for some given valuations B

and B of winning the contest:




Proposition 1 Let B and B be the multinational’s and the government’s
valuations of winning a contest with a contest success function (1). (i) Let
bB < B. Then the contest equilibrium is unique and described by equilibrium
cumulative density functions of effort

F(e) = % for e € (0,bB) (7)
an bB. b
F(e)=(1— =)+ foré € (0,B). (8)

(ii) Let bB > B. Then the contest equilibrium is unique and described by
equilibrium cumulative density functions of effort

Fle) = (1— %) +-5 foree (0.B) (9)
and
be B

) (10)

A proof of Proposition 1 is in the appendix. To make the contest equilib-
rium intuitively plausible, note first that a pure strategy equilibrium cannot
exist.® Second, note that no contestant will spend effort that exceeds its
valuation of winning. The multinational will not spend more than B and
the government will not spend more than B and none will spend more than
is needed to top this maximum effort that the other contestant may choose.
This explains the upper limits of the equilibrium mixed strategy supports.
Finally, note that the probability density must be uniformly distributed in
the interval (0, min{B,bB}) for the multinational and (0, min{B/b, B}) for
the government. For instance, for the multinational it must hold that it is in-
different whether it increases its effort marginally or not, for all effort choices
from this interval. The cost of an additional marginal unit of effort is 1. The
benefit of this marginal unit is the multinational’s valuation B of winning,
times the increase in the probability for winning the contest. This additional

8Zero effort e = & = 0 is not an equilibrium. Hence, let the equilibrium be (e*,&*) with
some strictly positive effort by at least one contestant, say, e* > 0. The rival’s optimal
response is é(e*) = 0, or é(e*) = % + ¢ for some arbitrarily small positive €. But in this
case, e* > 0 is not an optimal response to é(e*) = 0, nor to é(e*) = % + ¢. This shows
that (e*,&*) is not an equilibrium.



probability is equal to F’(€)3. Accordingly, equalization of marginal cost
and marginal benefit requires F”(é) = b/ B. Similar reasoning applies to the
government and requires uniform distribution of the multinational’s effort.

Solving for Markov-perfect equilibria in the dynamic game now, we can
make use of two properties of the equilibrium. First, the stationarity of the
problem yields that the value function of the multinational is the same in
each period if it has not been expropriated up to that period, that is, for the
equilibrium payoft V", it must hold that Vjj = V}* = V*, and similarly, the
government’s value function is the same in each period if it has not succeeded
in expropriating the multinational up to that period, that is, Vj' = V;* = V*.
Further, Proposition 1 characterizes the equilibrium strategies in the contest
in each period, particularly also in period 0.

Consider first the case bB < B, or, by (3) and (6),

b {O‘lff(’? - W*} < F(k) + 6V, (11)

By Proposition 1, given that €y = 0 is in the support of the government’s
equilibrium mixed strategy and that the government wins with probability
zero if it chooses this strategy, substitution of these results into equation (5)
yields V* = 0 in the equilibrium. The multinational’s equilibrium payoff can
be calculated using V* = 0, equation (2), and the fact that eq = bB is in the

support of the multinational’s equilibrium mixed strategy and yields a win
probability equal to 1. This yields

. af (k)
V= [f(k) - bm] . (12)

In stage 1, when choosing the direct investment, the multinational maxi-
mizes V* — k. Therefore, the marginal condition determining foreign direct
investment is

(1—-6)(1-96)

P9 =75 "o (13

Inserting V* = 0 and (13) in (11) yields b2 % < f(k) + 615 | f(k) — b2 L

which simplifies to 1 — 6 > ab. Accordingly, positive investment is likely to
take place if the government discounts the future heavily, if the multinational
firm has an advantage in operating the affiliate and if the multinational has
an effectiveness advantage in the contest. Note that only the government’s

10



discount factor, not that of the multinational investor, matters for this con-
dition.

There are several reasons why, in Central and Eastern European countries
the government’s discount factor could be small. For instance, the govern-
ment’s valuation of the firm’s future revenue depends on the security of the
government’s own property rights. A Russian "mafia don” who has taken
over the control of a firm may face competition with other mafia families in
future periods, and this discounts his expected benefits of the affiliate’s future
revenues. Thus, competition between rivaling providers of protection can be
beneficial for foreign direct investment because it can reduce the hold-up
problem.

Consider next the case bB > B. In this case the fact that ey = B =
f(k)+6V* is in the support of the multinational’s equilibrium mixed strategy
and makes the multinational win with probability 1 can be used in (2) to
obtain V* = 0. The fact that e = B/b with B = f(k) is in the support of the
equilibrium mixed strategy of the government and yields a win probability
(1 —¢) =1 can be used in equation (4) to calculate V* = ({5 — L)af(k).

In stage 1, when the multinational chooses the amount of investment, the
fact that V* = 0 for all k£ implies that the multinational maximizes its profit
if it chooses zero investment. In turn, this implies that also the government
has zero payoff in the equilibrium.

It remains to determine more precisely the parameter range in which

bB > B applies. Consider b [%(? — 5‘7*} > f(k)+ 6V*. For V* =0 and
V* = (15 — =)o f(k), this condition becomes equivalent to ba > 1 — 6.
These results are summarized as

Proposition 2 (i) If 1 — 6 < ab no foreign direct investment takes place in
the Markov-perfect equilibrium. (i) If 1 — 6 > ab the equilibrium amount of
foreign direct investment is determined by (13).

The single-period case can be extracted from this analysis as a special
case, simply by assuming that 6 = 6 = 0. Accordingly

Corollary 1 If 6 = 6 = 0, or if there is only one production period, the
multinational invests if and only if 1 > ba. If the investment is positive, it
1s determined by the condition

f'(k) = : (14)




This result can be contrasted with the investment incentives if expropri-
ation occurs with an exogenously given probability. Suppose a firm in a one-
period context faces an exogenous expropriation probability equal to ¢ = 1/2.
Marginal investment incentives would be determined by (1—g¢)f’(k) = 1 such
that marginal expected return taking into account the possibility of expro-
priation equals marginal investment cost. Instead, if expropriation is the
outcome of a contest, for instance, if ab — 1, expropriation also occurs with
an equilibrium probability E(1 —¢) — 1/2. However, the marginal condition
determining investment is (14) and hence, for ab — 1 zero investment would
take place, even if limy_.o f'(k) = oco. This example shows that considerations
based on an exogenous expropriation probability can considerably underes-
timate the actual underinvestment problem that is generated by insecure
property rights.

3 Period-wise confiscation

Often the firm and the government contest not about complete expropriation,
but about current revenue. For instance, protection money that can be
collected every period, or confiscatory taxation are means by which typically
only current revenue can be expropriated. Figure 2 characterizes the timing
of moves in this case. The multinational decides about initial investment.
Then, at the beginning of each period, the multinational and the government
contest for the period revenue of the investment. In order to characterize a
benchmark case that is, in some sense, the opposite extreme of the case
considered in section 2, for the contest in each period it is assumed that it
does not matter which contestant was winning the contest in the previous
period.

The contest success function determining the winner in each period is
unchanged. Proposition 1 again yields a characterization of the contest equi-
librium in each period, t = 0,1, .... If a.f(k) is the period revenue obtained
if the government confiscates this period’s revenue, and f(k) is the period
revenue obtained if the multinational controls the firm and earns the period
revenue, the multinational’s payoff is

Vo — k [max{0, B — bB}] — k (15)

T 1-6
with B = f(k), and B = a.f(k). The value of o, may differ from « in sec-
tion 2. Whether the outcome of a confiscation contest in period ¢ also affects
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Figure 2: Period-wise confiscation.

the revenue of the firm in that period depends on the institutional context.
The contest may, for instance, be a conflict between the tax authorities and
the affiliate’s accounting department, but may leave the control right unaf-
fected. This difference in control rights and its impact on revenues has been
highlighted in Schnitzer (1995). Equation (15) is obtained as follows. By
Proposition 1, the multinational has a payoff of max{0, B — bB} in each pe-
riod from taking part in the contest if B and B are the multinational’s and
the government’s valuations of winning. Accordingly, this payoff is zero if
a.b > 1, and the multinational will not invest in this case.
The multinational’s payoff is equal to

1— b
1-96

f(k) =k

if a.b < 1, and the marginal condition that determines the amount of invest-
ment in this case is

1-9¢

) == (16)

The condition a.b < 1 for strictly positive investment here can be more or
less restrictive than (1 — &) > ab, the relevant condition for strictly positive
investment in case of a threat of complete expropriation. Also, a comparison
between the condition (13) and condition (16) shows that there are two effects
at work. The fact that a government does not have to enter a contest period
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once complete expropriation has taken place makes complete expropriation
more harmful: If positive investment occurs in both types of expropriation,
for a = «a., investment is higher in case of a period-wise confiscation threat
than with a threat of complete expropriation. But a comparison of these
conditions also reveals that «. > « can reverse the result. This is summarized
as

Proposition 3 A threat of period-wise confiscation of revenues may lead to
a more serious hold-up problem than a permanent threat of complete expro-
priation.

4 Timing of contest effort

A policy implication of the results in sections 2 and 3 is that observed cases of
expropriation and confiscation may poorly reveal the underinvestment prob-
lem of expropriation threats. This becomes even more evident if a change
in the order of moves in the contest in stage 2 is considered. For instance,
suppose that a firm takes precautionary measures in order to make expropri-
ation more difficult, that is, the firm chooses protection effort first and then
the government decides whether to spend sufficient effort to achieve expro-
priation. In principle, complete expropriation and period-wise confiscation
as in sections 2 and 3 have to be treated separately. However, it may be
sufficient to consider the threat of repeated period-wise confiscation. Hence,
I consider a game with the same timing as in section 3, except for replacing
the simultaneous contest contributions (e, &) in each period’s contest by se-
quential effort choices, with the multinational firm or the government being
the Stackelberg leader. More precisely, the outcome in the contest at period
t is determined by e; and é;, with one contestant’s effort being chosen and
observed by the other contestant prior to this investor’s own choice of effort.”

Proposition 4 Consider period-wise confiscation threats with the multina-
tional investor as the Stackelberg leader in each period contest. (i) If ba. < 1,
then investment determined by f'(k) = 11:bic and contest efforts e, = ba. f (k)
and e; =0 fort = 0,1, ... constitute a Markov-perfect Stackelberg equilibrium.
(ii) If ba. > 1, then k = e, =& = 0 fort = 0,1,... constitutes a Markov-

perfect Stackelberg equilibrium.

9Tn a continuous time model, this is possible if the effort needs some time to become
effective, with a larger time lag for one contestant than for the other.
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A proof is in the appendix.

Proposition 4 shows that firms invest extremely little, even though they
can be sure that, in equilibrium, their investment returns will never be con-
fiscated. If, for instance, a.b is smaller but close to 1, the multinational’s
investment will not be confiscated in any of the future periods in the equi-
librium. However, the precautionary effort needed to achieve this is so high
that almost all future revenues are dissipated by this effort. Accordingly, the
returns of investment net of these cost of precautionary effort are extremely
low, and so the ex-ante incentive to invest is low.

An even more interesting outcome is obtained if the order of effort choices
is reversed.

Proposition 5 Consider period-wise confiscation threats. Suppose that the
government can choose a contest effort level at the beginning of each period
jJust before the multinational chooses its own effort in that period. (i) If
ba. < 1, then investment determined by f'(k) = 1—6 and contest efforts e, =
e =0 fort =0,1,... constitute a Markov-perfect Stackelberg equilibrium. (ii)
If ba. > 1, then k =e; =€ =0 fort =0,1,... constitutes a Markov-perfect
Stackelberg equilibrium.

A proof of Proposition 5 follows similar lines as Proposition 4 and is in
the Appendix. Proposition 5 describes a condition for which foreign direct
investment is fully efficient, as if there were no expropriation threat at all,
and with no contest effort in the equilibrium. Two conditions have to be
fulfilled for this result. First, the investor must have some advantage in the
contest in the sense that either it has an effectiveness advantage, or that
the investment revenue in a period with successful confiscation is lower than
without confiscation. Also, in each period, the host government must be able
to choose its contest effort prior to the multinational and commit itself not to
increase its effort within the same period as a response to the multinational’s
effort choice.

Proposition 5 shows that very little commitment is necessary to achieve
first-best incentives for foreign direct investment. Even though the invest-
ment takes place only once and generates returns in an infinite number of
future periods, it is sufficient for efficient investment incentives if the gov-
ernment can commit itself always at the beginning of each period to choose
its expropriation activities in that period before the multinational investor
chooses its protection effort. This is much less than a multi-period long
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term commitment. Long term commitment is probably not feasible even in
advanced countries. But the period-wise commitment on contest effort is
sufficient and may be feasible, for instance, by public institutions that are
sufficiently slow.

5 Conclusions

Actual expropriation of a foreign direct investor by a host government can
be seen as the outcome of distributional conflict between the foreign investor
and "government” in the host country. Particularly in countries with weak
and fragmented government, the host government cannot simply compare
the advantages and disadvantages of possible expropriation and then decide
whether to expropriate or not. Instead, the host government - or quasi-
government in the case of a private market for protection, as in the trans-
forming countries in Central and Eastern Europe - spends effort, attempting
to appropriate the revenues from investment, whereas the investor tries to
fend off this attempt. Accordingly, whether expropriation occurs or not is
the outcome of a distributional conflict in which the investor and the gov-
ernment spend resources to improve their odds. This distributional conflict
affects an investor’s incentives to invest.

The investment incentives of a foreign direct investor depend on various
aspects of the conflict. An important aspect is whether the expropriation
threat concerns period revenues, as is the case with confiscatory taxation or
with extortion by organized crime, or all future revenues as is the case with
nationalization.

Other aspects determining investment conditions are the discount rate
of the host government which can be seen as a proxy for the government’s
own security of property rights, whether the contest is symmetric or whether
it grants an effectiveness advantage to one of the contestants, and whether
the government can run the expropriated firm as efficiently as the foreign
direct investor. Investment conditions are more favorable if the foreign direct
investor has an effectiveness advantage in the contest, if the government is less
efficient in operating the expropriated firm, and if the government’s discount
rate is high.

A central result in this paper is that short term commitment can yield
first-best incentives for foreign direct investment even if this investment gen-
erates revenues for many periods. The order of moves in the contest games
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in each period is crucial for the initial investment incentive. If the multi-
national investor chooses its contest effort prior to the government in each
period, then the initial investment is as inefficient as with simultaneous con-
test effort choices in all periods. If, instead, the government commits at
the beginning of each period to choose its expropriation effort prior to the
multinational foreign investor in that period, full efficiency is obtained if
the multinational firm has some advantage in the contest or in operating
the firm. Hence, short-term commitment may be sufficient to overcome the
expropriation problem in long term foreign direct investment.

6 Appendix

For a proof of Proposition 1 consider the multinational’s payoff ¢(e,é)B — e
and the government’s payoff (1 — q(e, &))B — é. Define é = be. Multiply the
government’s payoff by b and substitute € for be in this payoff function and
in the contest success function (1) that becomes

1 e>e
gle,€) = 1/2 »if¢ e=e¢ (17)
0 e>e

Accordingly, the contest game is equivalent to a contest with a perfectly
symmetric contest success function (17), efforts e and €, and valuations of
winning the contest of B for the multinational firm and B for the govern-
ment. Accordingly, Theorem 3 in Baye, Kovenock and deVries (1996) applies
and yields a unique equilibrium characterized by (7) and (8) if bB < B, and
(9) and (10) if bB > B. [

For a proof of Proposition 4 consider first the contest equilibrium with
valuations B and B of winning. The government’s reaction function is

é(e) = { e/b+ ¢ for sufficiently small but positive ¢ if e < bB (18)

0if e > bB.

The technical problem that the government chooses € from an open interval
(0,00) as close as possible to zero is disregarded here. The problem could
be solved explicitly by assuming smallest possible effort units, or by a tie-
breaking rule in the Stackelberg case by which the Stackelberg follower wins
with probability 1 if both contestants choose the same effort.
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By (18), the multinational’s contest payoff is equal to —e in the range
0 < e < bB, and equal to B — e for e > bB. This payoff is maximal for
e =bB if B> bB and for e = 0 if B < bB. Therefore, e = bB and & = 0
constitute the Stackelberg equilibrium in the contest if B > bB and e = 0
and € = ¢ constitute the Stackelberg equilibrium in the contest if B < bB.
If B = bB both these equilibria exist, but e = 0 and & = ¢ Pareto dominates
the other equilibrium.

The multinational has payoff equal to max[0, B — bB] in each period, if
B and B are the multinational’s and the government’s valuation of winning
the contest in a single period. With period-wise confiscation, the contest
games are independent of each other if Markov-perfect strategies are assumed,
because neither the rules of the contest nor the period revenue in a period
t or any future period depend on contest efforts and the contest outcomes
in previous periods. Hence, B = f(k), and B = a.f(k) in each period
and hence, e; = ba.f(k) and ¢, = 0 for t = 0,1, ... constitute a Markov-
perfect Stackelberg equilibrium in the contest game if ba, < 1, implying

that the multinational’s present value of contest payoffs is w, and,

hence, investment is determined by f'(k) = 11—;2; If, instead, ba, > 1, the
multinational’s present value of contest payoffs is zero, and hence, it has no
incentive to invest a positive amount. [

For a proof of Proposition 5 consider first the contest equilibrium with

valuations B and B of winning. The multinational’s reaction function is'’

e(7) — { be + ¢ for sufficiently small but positive ¢ if € < B/b (19)
0ife > B/b.
By (19), the government’s contest payoff is equal to —e in the range 0 < e <
B/b, and equal to B — € for ¢ > B/b. This payoff is maximal for € = B/b if
bB > B and for e = 0 if bB < B. Therefore, € = B/b and e = 0 constitute
the Stackelberg equilibrium in the contest if b8 > B, and € = 0 and e = ¢
constitute the Stackelberg equilibrium in the contest if bB < B. If B = bB
both these equilibria exist.

The multinational has payoff equal to B in each period if B > bB if B
and B are the multinational’s and the government’s valuation of winning
the contest in a single period, and payoff equal to zero in each contest game

10For the technical problem that the government chooses ¢ from an open interval (0, co)
as close as possible to zero see the proof of Proposition 4.
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if B < bB. For B = bB the multinational’s payoff is equal to zero or B,
depending which equilibrium is chosen.

With period-wise confiscation, the contest games are independent of each
other if Markov-perfect strategies are assumed, because neither the rules of
the contest nor the period revenue in a period ¢ or any future period depend
on contest efforts and the contest outcomes in previous periods. Hence,
B = f(k), and B = a.f(k) in each period. Accordingly, & = 0 and e; = ¢
for t = 0,1, ... constitute a Markov-perfect Stackelberg equilibrium in the
contest game if ba, < 1, implying that the multinational’s present value of
contest payoffs is % , and hence, investment is determined by f’(k) = 1—6.
If, instead, ba,. > 1, the multinational’s present value of contest payoffs is
zero, and hence, it has no incentive to invest a positive amount. For ba, = 1

both these equilibria exist. [
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