	
	


	
	



6
Reductions in barriers to investment
Barriers to investment may arise for a variety of reasons. Although the underpinnings of each type of barrier differs, the ultimate effect of any barrier to investment is to raise the price of an effective unit of capital used in production. 

One category of barriers to investment applies only to investments from abroad (for example, the Foreign Investment Review Board). Such discriminatory barriers might:

· create economic rents for foreign and domestic owners of capital;

· increase the sovereign risk associated with foreign investment, resulting in a risk premium, which adds to the cost of investment by increasing the rate of return required by foreigners to undertake investment; and
· increase the costs associated with investing from abroad by adding administrative costs that do not apply to domestic investment.

Although some barriers to investment might relate to both portfolio and direct investment, this supplement focuses on the possible implications of reducing barriers to foreign direct investment (FDI). The effects of barriers to FDI are likely to vary depending on the direction of capital flows, the industry structure or the stage of development of an economy. Although variation in this respect is substantial across economies, the illustrative scenario examined in this supplement relates to the potential effect of reducing barriers to FDI in the case of Australia, a small export-oriented economy with net FDI inflows, and a large economy with a diverse industrial base and net FDI outflows (the United States has been used in the scenarios as the illustrative large economy).

Another category of barriers to investment might also arise from more general regulations or practices (for example, banking licences) irrespective of whether the investment is domestic or foreign (OECD 2006). These can be thought of as non-discriminatory. 
Ultimately, higher priced capital reduces the competitiveness of capital-using activities and lowers potential output. Reducing barriers to investment can therefore provide an incentive to increase investment activity (raising the level of global activity) as the cost of supplying a unit of effective capital is reduced. 

While different studies have explored the effects of barriers to foreign investment from different perspectives, for illustrative purposes this supplement adopts an approach similar to that followed in the assessment of the AUSFTA (CIE 2004a), modelling reductions in barriers to investment as a reduction in equity risk premium. 
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 SEQ Heading2 1
Scenarios modelled

A change in the equity risk premium associated with a change in impediments to investment could apply on a non-preferential basis (reducing the premium required for investment from all regions, including domestic sources) or on a narrower preferential basis only (reducing the premium on investment from specific regions). Both scenarios are presented in this supplement. Figure 
6.1 shows the total capital stock for Australia and the United States by source.
Figure 6.

 SEQ Figure \* ARABIC 1
Share of total capital stock by source of direct funding, Australia and the United Statesa
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a(Foreign partner refers to capital sourced from the United States for Australia and vice versa. Foreign partner and other foreign sources is inclusive of foreign direct investment and foreign portfolio investment.
Source: GTAP database and Commission estimates.

To illustrate the potential impacts of cost reductions in barriers to investment and improvements in productivity associated with reductions in investment barriers, the Commission modelled four scenarios (table 6.1).

In addition, new investment (particularly FDI) is often thought to embody some technical change, which is likely to improve the productivity of the industry in which it occurs. To illustrate this point, a related 5 per cent productivity improvement is implemented in a second set of simulations. 

Table 6.

 SEQ Table \* ARABIC 1
Reductions in barriers to investment scenariosa
	Scenario
	Description

	V1
	Preferential reduction in risk premiumb
	5 basis point reduction in the risk premium on bilateral FDI originating from the partner country in Australia and the large country

	V2
	Non-preferential reduction in risk premiumc
	5 basis point reduction in a risk premium that affects domestic capital and all FDI into Australia and the large country

	V3
	Preferential reduction in risk premium plus a productivity improvementb
	V1 plus a 5 per cent assumed productivity improvement on the corresponding FDId

	V4
	Non-preferential reduction in risk premium plus a productivity improvementc
	V2 plus a 5 per cent assumed productivity improvement on the corresponding FDId


a Modelled as a reduction in the required rate of return, scaled by the share of partner’s FDI in foreign owned capital in each country’s manufacturing sector. b The extensions to the GTAP model pursued for this supplement allow modelling of preferential reductions in risk premia. c Modelled as the non-preferential reduction of a non-discriminatory barrier assuming that the sovereign risk affects the cost of foreign and domestically supplied capital. d Productivity shocks applied at the industry level in proportion to the relevant FDI content. The average FDI intensity is higher in Australia than in the United States. 
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Results
As reflected in the simulation results, a hypothetical decline in the risk of investing in Australia and the United States could make both countries more attractive investment destinations. An increase in investment in the United States and in Australia would lead to an increase in available capital and production capacity in both economies, and higher real GDP (table 
6.2). 
Table 6.

 SEQ Table \* ARABIC 2
Projected effects of a 5 basis point reduction in Australian and US risk premia and a 5 per cent improvement in productivity of FDIa,b
	
	Australia
	
	United States

	Scenario
	Real GDP
	Real GNP
	
	Real GDP
	Real GNP

	
	US$ m
	US$ m
	
	US$ m
	US$ m

	No productivity improvement
	
	
	
	
	

	V1  Preferential
	58
	-169
	
	46
	390

	V2  Non-preferential
	392
	321
	
	5976
	5008

	Productivity improvement
	
	
	
	
	

	V3  Preferential
	140
	-97
	
	66
	413

	V4  Non-preferential
	507
	424
	
	6383
	5390


a See table 
6.1 for a description of the scenarios modelled and appendix E, table E.29 and E.30 for detailed results table. b Extension of the preferential sim (V1, V3) to include all foreign sources of capital would further reduce (or make negative) the estimated effect of the simulation on real GNP.
Source: Simulation results. 

The preferential treatment is projected to limit the increases in real GDP that are available from reducing barriers to investment relative to the non-preferential approach. Any productivity improvement associated with increased FDI would add to the projected increases in production possibilities and real GDP. 

The projected effects on real GNP in the preferential scenario are conditioned by the net lending situation in the United States and in Australia in the database: Australia is portrayed as a net borrower of FDI capital from the United States. As income in both countries increases, Australia is projected to increase its borrowing (through both new capital usage and substituting existing domestic for US capital due to the change in relative prices) and the United States is projected to increase its lending to Australia. In aggregate, this translates into increased repayments by Australia to the United States which are projected to exceed the value of increased domestic production attained from greater capital use, lowering real GNP for Australia (scenario V1). 

While the outcome of preferential liberalisation will depend on the direction of net investment flows between partners and the level of substitution of domestic for foreign capital, non-discriminatory liberalisation (over the full investment base) affords projections of higher activity and income.

For example, reducing the risks associated with investing in Australia and the United States on a non-discriminatory basis for all investment in Australia and the United States (scenario V2) is projected to increase investment in both countries, increasing their resource base and output as indicated by the larger increases in GDP than in scenario V1. The non-preferential reduction in barriers to investment is modelled as affecting Australia’s domestic capital stock as well and avoids substantial changes in the relative price of domestic to foreign capital. As domestic capital accounts for a large proportion of total capital used in Australia, a larger proportion of increased income (GDP) is estimated to be retained by Australian capital owners, and Australian GNP is now projected to increase (although some of the increase in payments to capital still flow to foreign capital owners, and the projected increase in GNP remains less than the projected increase in real GDP).
Adding the assumed productivity improvements is projected to increase the stock of effective capital, and real GDP, in both economies (scenarios V3 and V4). The assumed productivity improvement is also projected to compensate for part of the net income flow from Australia to the USA that is projected in scenario V1 and V2. 
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