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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.
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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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