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Abstract

This study demonstrates, through the use both qualitative and quantitative data, that there are several factors
determining Foreign Direct Investment flows between two countries. A total of 180 accountants were surveyed
in this study, whereby the majority of respondents agreed that Capital Gains Tax is an important factor
determining FDI flow within a tax treaty but is not the only significant factor. The study also used regression
analysis through a gravity equation to confirm the survey’s conclusion. Using Mauritius and a host of its tax
treaty partners as proxies, it was found that Gross Domestic Product per capita, Capital Gains Tax, common
language and distance were major factors affecting Foreign Direct Investment flow in a bilateral tax treaty. This
study gives a good insight on the reasons why foreign investors use the Mauritian tax treaty network as a
platform for investment. The main rationale for such investments was attributed to Mauritius offering a 0%
Capital Gains Tax rate and being a low tax jurisdiction. However, this study sheds new light on this reasoning
and provides evidence that investment does not depend solely on Capital Gains Tax levy but also a host of other
important factors.
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1. Introduction

There are various factors affecting FDI flows between countries and various benefits in bringing in FDI into a
country, such as increased competition, training and upgrading human resources and bringing in technology.
Small economies like Mauritius receive criticism about attracting ‘treaty abusers’ while bringing in FDI and such
a scenario motivates countries to proposing the introduction of a CGT to counter misuse of tax treaties. This
study determines the factors affecting FDI when it comes to tax treaties. It tests whether CGT is the main
determinant of FDI flowing to and from Mauritius or if it is one of the major determinants. If it is found that
CGT is the main determinant, it can lead to suggestions that Mauritius in fact attracts treaty abuse. Moreover, it
is known that CGT might not be the only cause of FDI movements through the Mauritian route. There is a
possibility that CGT does not significantly affect FDI flows. This is why it is important to test several other
possible determinants and see if they significantly affect FDI.

The main aim of this study is to find out some of the possible main causes of FDI flows through the Mauritian
route when it concerns trading with tax treaty partners. This study also aims to see if CGT is the main or one of
the main determinants of FDI. Being regarded as a tool of treaty abuse when CGT is not taxed, it is important to
see if the inexistence of CGT in a tax treaty really affects significantly FDI. This will then lead to a possible
conclusion about whether the Mauritian route can be used as a treaty abuse destination. Finally, this study aims
to provide valuable insight about perceptions of stakeholders from the Mauritian accounting and finance sector
on the newly introduced BEPS. This new measure is likely to become imminent in the near future and is
supposed to act as a detriment to invest in a country for treaty abusing purposes.

2. Literature Review
2.1 Empirical Evidence

Theoretical studies show that there are numerous factors which affect FDI flow in a country. In recent years, we
have seen many bilateral tax treaties put in place for the various benefits .they contribute to the nations. New
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insights in the field have captured the attention of researchers. Much research have been done to measure the
different determinants of FDI. However, different types of FDI exist- inflow, outflow, firm level, industry level
and national level. A self-contained general theory cannot be put in practice and such cases have been questioned
by the likes of Agarwal (1980), Parry (1985), Itaki (1991). Tax revenue provides a main source of income to
governments but tax benefits provide a competitive edge over resource allocation and distribution. Hence,
theoretically tax treaties have an impact on the economic progress of any nation. Theoretical evidence also
suggests that keeping CGT low will increase the level of FDI. Past literature suggest that small open economies
should not tax capital gains as it will be against their favour. (Diamond & Mirrlees, 1971) showed, through a one
consumer economy, that a small open economy will attain an efficient production rate by offering a low tax
scheme or not tax at all. A study of Wilson (1991) showed that tax base relocation is proportionately more
important for small economies and hence, will have a higher incentive to keep CGT, whereby they could create a
“race to the bottom”. Gordon (1990) explained that in a world getting more and more connected through
globalisation, it is now very difficult for governments to set capital controls, whereby investors are disallowed
from investing abroad. Investors, being rational in nature will choose to invest in jurisdictions offering the most
favourable tax schemes. The author follows the theory that with the increasing openness of the European
Community, and the world in general, worldwide capital gains taxation shall be as low as 0%.( Bénassy-Qu&é&
Fontagne & Lahreche-Revil, 2003) also backed this idea by stating that global competition increases will cause a
growing pressure on tax policies and increases in taxes (like CGT) in one country will give an incentive for
investors to shift their investment from that country to another. (Razin & Sadka, 2007) explained that to tap into
the FDI inflows and earn a profit out of it, a country can use two methods; impose a minimum sales price on
domestic firms or impose a CGT on FDI investors. The profit will then be distributed between the host country and
the investors. (Eicher, Helfman & Lenkoski, 2011) found that higher taxes and financial risk increase FDI
outflows from the host country, while lower taxes and financial risk have a positive effect on investment inflows.

(Artige & Nicolini, 2005) have seen in their study that per capita GDP an important FDI determinant, using
econometric studies. This is applicable for horizontal FDI, where firms with several plants will perform the same
activities in various countries. Jordaan (2004) suggests that FDI will flow to countries with bigger markets where
people have higher purchasing power. Firms will hence achieve higher return on investment. In fact, (Brooks, Fan
& Sumulong, 2003); (Crespo & Fontoura, 2007) all reach consensus that there is a mutual relationship between
FDI and GDP per capita, where FDI provides capital, technology and foreign exchange to the recipient country.
(Portes & Rey, 1999) have found that there is a strong negative relationship between FDI and distance. Gravity
models used in past literature have all included the distance factor to determine trade patterns. Moreover, the
‘non-diminishing’ effect of distance over trade provides a fixed variable to be studied over time. Countries have a
better relationship when they share common attributes like culture, language, shared festivals and historical ties.
(Kim, Liu, Kim-Lee, Brown & Leblang, 2013) used Philippines (ex-Spanish colony) and its 2010 agreement with
Spain to re-introduce Spanish into the educational curriculum. They linked the incident with the visit of Spanish
Business Executives to explore investment ventures. The authors state that many more countries are using such
tactics to attract FDI. The latter study reviewed literature which suggest that “States with the same languages or
legal structures will be more likely to engage in economic exchange. Eicher et al. (2011) studied the determinants
of FDI and explained that there is little consensus on the main determinants of FDI flows. They used the
Bayesian Model Averaging and agree that there is a consensus that FDI increase causes an increase in economic
growth. Morisset (2003) used data from 58 countries showed through utility function that when a country highly
invests in ease of doing business strategies, whereby the investment climate becomes favourable, FDI is likely
that to be influenced considerably. (Dimitropoulou, Burke & MC Cann, 2007) agrees on this by stating a country
which has industrial promotion agencies to promote segment of specialisation will have a positive impact on FDI.
However, (Wheeler & Modi, 1992) shows that bureaucracy risk does not deter investments made by MNCs in a
country and hence, ease of doing business strategies will have little impact of FDI flow.

Eicher et al. (2011) found that the creation of government policies such as providing low tax rates boosted FDI
flow. This conclusion contradicts (Wheeler & Modi’s, 1992) findings that FDI flow is not affected significantly
by a corporate tax rate. Authors have also linked FDI flow with risk level, particularly political risk. (Cieslik &
Ryan, 2004) and Blonigen (2005) show that high political risk level tends to decrease FDI flows. Blonigen (2005)
also shows that proper government institutions and appropriate legal protection (such as protection of intellectual
property rights) are very important tools to promote FDI. (Wheeler & Modi, 1992) criticise this finding by
concluding that socio-political risk did not have a significant impact on FDI. Various studies have tried to find a
correlation between the level of corruption and FDI. (Wei & Smarzynsk, 2010) found that a foreign investor’s
choice will depend on the level of corruption in a host country. Using U.S. investors’ data, it was found from
survey analysis that American investors were rather reluctant to invest in foreign countries marked as corrupt.
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(Rios-Morales & Brennan, 2007) found a positive direct correlation between the level of risk and corruption
level, hence decreasing the investment level. However, (Wheeler & Modi, 1992) also studied corruption in U.S.
and FDI and found that corruption was not a major deterrent on investment. (Kolstad & Villanger, 2004) also
shows that despite some countries show some degree of corruption, FDI keeps flowing. Studies have also linked
FDI to quality of human capital accompanied by low labour cost. (Kinoshita & Campos, 1997) found that skilled
labour force had the ability to attract multinationals within a country. (Cheng & Kwan, 2000) also found that a
highly productive workforce had positive effects on attracting MNCs. (Noorbakhsh, Palom &Youssef, 2001)
found that a country offering quality labour force has a higher potential in attracting FDI. Such results have been
contradicted by (Groh & Wich, 2009) who found that the level of investment does not depend on the quality and
value of labour force but rather is influenced by location and sector.

Braunschweig (2014) used the gravity model to determine the relationship between the level of trade and the
signing of a DTAA. His model presented the trade flows between two countries as directly and proportionately
related to their respective sizes and negatively proportional to their geographical distance. Hines (1998) analysed
the importance of providing tax benefits in a tax treaty and its relative impact on FDI, by using figures from
Japanese, American and U.K treaties. Hines used the terminology “Tax sparing” which he defined as “a practice
designed to promote the effectiveness of local tax incentives for foreign investment’ and ‘the practice by which
capital exporting countries amend their taxation of foreign source income to allow firms to retain the advantages
of tax reductions provided by host countries.” For example, in the India-Mauritius tax treaty prior to 2013, India
had given the rights to capital gains taxation to Mauritius, which subsequently tax capital gains at a rate of 0%.
Developing countries are usually willing to provide tax incentives such as low or no CGT to promote and attract
FDI and hereby boost economic growth. Many developed countries which have tax treaties with such developing
countries provide ‘tax sparing’ facilities, which will help investing firms to ask due on foreign tax credits against
home country tax liabilities. Such liabilities would otherwise have been paid external countries without the use of
special clauses in treaties. Hines (1998) used the case of Japan, which uses ‘tax sparing’ methods in several of its
treaties with developing countries, and the case of US which prohibits the use of any tax incentive methods in its
treaties. The author concludes that such tax incentives really have a significant impact on FDI. Moreover, Japanese
firms prefer to invest in countries with which it has preferential treaty agreements such as not taxing capital gains.
It was also found that Japanese treaty partner countries prefer to give Japanese firms (instead of American firms)
special tax breaks. The findings clearly show that tax systems and schemes influence the volume and location of
FDI. Bénassy-Quéréet al. (2003) also studied the impact of corporate taxes on FDI. The latter used econometrics
to measure bilateral FDI flows across 11 OECD countries over 1984-2000 and noted that a high level of
corporation tax, including CGT is a huge deterrent of investment. The authors conclude that though there are
many determinants of FDI, like market potentials, taxes play a very important role in attracting FDI flows.
However, contrary to the empirical evidence, this study showed that despite large amount of corporation tax is a
major deterrent of FDI, low tax rates in host countries do not contribute significantly to attract investment.

2.2 Capital Gains Taxation in Treaties

This study puts a lot of emphasis on CGT being the main determinant of FDI for the Mauritian tax treaty
network. DTA treaties are based on international tax laws. This study includes the effect of CGT on Tax Treaties
and the final impact on FDI. Provisions on FDI are discussed in Article 13 of the OECD and UN Models. In such
models, basic elements regarding capital gains are explained. For example, capital gains from ‘alienation’ of
properties can be taxed in the Country of Residence (COR). Alienation has been explained in the
Mauritius-Singapore tax treaty as the “sale, exchange, transfer, or relinquishment of property or extinguishment
of any rights therein or the compulsory acquisition thereof under any law in force in the respective Contracting
States.” COR refers to the seller’s country of residence. The Country of Source (COS) is given non-exclusive
rights to tax immovable property, business assets forming part of Permanent Establishments (PE), ownership
interest in entities that derive value principally from immovable property, and shares forming significant
participation in a resident company.

CGT is taxed based on legislations found in Article 13 of a tax treaty. The Mauritius-India and
Mauritius-Singapore tax Article 13 relating to tax treaty will be used as reference. Amendments to Article 13
tend to go for a form of imposition of CGT on trade between two nations which previously did not tax CGT at all.
Recent examples come from the Mauritius-China 2007 amendment, Mauritius-South Africa 2015 amendment
and the Mauritius-India 2015 agreement. Sornarajah (2010) defined treaty shopping as “a technique which
nationals of a state use in order to protect their investments from interferences by their own states.” Under such a
situation, an investor will transfer its investment in a country B and the re-transfer such investments into his own
country. The rationale behind this move is that it allows the investor to gain from positive benefits given by the

44



http://ibr.ccsenet.org International Business Research \ol. 10, No. 3; 2017

investor’s government to foreign investors as well as a form of protection (e.g. diplomatic protections and
protection of investment treaties). The main conflict which arises is that it becomes difficult to separate such
inflow of capital of local investors to FDI inflows. An (2011) showed that an increase in corporate income tax,
which took effect in 2008, reduced the preferential treatment offered by China to its foreign investors.
Investments from Hong Kong, Macau and Taiwan, countries which were suspected to welcome round tripping
from China, significantly decreased. The author concluded that an increase in corporate income tax reduced
investment into China linked to round tripping.

There seems to be a co-incidence between the recent ratification of the Mauritius-India, Mauritius —South Africa
tax treaties in 2013 and the issue of OECD report on BEPS in the same year. Sithanen (2015) argues that
modifications to the Articles 13 of the India-Mauritius treaty will have the same effect as the Mauritius-South
Africa treaty, whereby investment will wither out. Ohno (2010) has conducted an analysis on the Japanese
network of tax treaties. The author found that newly concluded treaties had statistically significant long term
positive impact on FDI while revised treaties did not have statistically significant impact on FDI. (Barthel, Busse
& Neumayer 2009) used the estimation model and GMM for large dyadic panel data and showed that double tax
treaties have significant and positive effect on FDI.

3. Research Methodology

Most of the questions available in the questionnaire were set based on the empirical and theoretical evidence
found in the literature review. A total sample of 180 questionnaires was sent to the firms. 87 fully answered
questionnaire was received. The population under consideration is represented by professional accountants
having an ACCA or ACA qualification. The reason behind this representation is that such a population already
have theoretical and technical background knowledge on the topic. Big 4 organisations (including EY,KPMG,
PwC & Deloitte) were mostly considered because they are behind major accounting and tax advances and their
technical knowledge have greatly contributed to this paper. Only one member of the population is from South
African origin; the remaining population is Mauritian, working in Port-Louis, Ebene and Rose-Hill. We chose a
sample instead of the whole population because of cost and efficiency limitation. After removing outliers, a
sample of 70 questionnaires were deemed fit for the study.

3.1 Gravity Model
Net FDI flows is the dependent variable while independent variables used are GDP per Capita, Corruption,
Common Language and CGT.

Explanation SYMBOL
Net FDI Net FDI represents the total of FDI inflow and FDI outflow. NET FDI is FDI
represented in terms of USD

Per Capita GDP Per Capita GDP is the GDP in USD per number of people on the country PC

Distance Distance per 1000 of Km shared between two countries DIST

Common Common official language shared between two countries Lang

Language

CGT Does a form of Capital Gains Tax exist between two trading countries or are CGT
there any official news that links to the probability that CGT will be
imposed.

Major literature reviews correlating FDI and determining factors have used the Gravity Equation. This
gravitational model was first used for social science studies in the 1960s by Tinbergen and has later on been
found to be useful in studies involving international trade. This model has been found to be useful in studying
FDI and its relative determinants. In trade-theory, the gravity equation in its most basic and frequently used form
is specified as:
lnXl-j = ﬁO + [fllnYi +ﬁ2 lnY} +ﬂ3 ll'lD,:j +B4—1nFij + ‘LlU

Where X;; is the trade flow between country i, which is the host and country j which is home. Y is the GDP of
the two countries, measured at a prevailing currency denomination. D;; is the distance which separates both
countries.F;; represents dummy factors or other variables which may affect trade between the two countries.
This study will derive its own formula based on factors believed important, taking evidence from the literature. It

is represented as follows:
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InFDIjy = Bo+ B1InPCy + B In PGy + B, InDIS;; + PsInlang;; + BeInCGTyj + e

Where:
FDI;j.: Net Foreign Direct Investment from country, relevant years from 2010-2014

j (home) to country I (host)
Source: http://www.bom.mu/pdf/statistics/Balance_of Payments/FD1Q22015.pdf
PC;; : Per capita GDP of country i at time t in MUR
PC;q: Per capita GDP of country j at time t in MUR
Source: world Bank data
DIS;;: The Distance (Km) between country I and J
Source: Google Maps
Lang;;: The dummy variable which takes into value of 1 if there is common official language, else 0
Source : https://www.cia.gov/library/publications/the-world-factbook/fields/2098.html
Bi (i= 1 to 6) is the variable regression coefficient computing the link between Net FDI and the independent
variables

Uije - Error term

The formula has been chosen based on the empirical research on this area. The Gravity model suggests that
bilateral Foreign Investments between 2 countries are positively related to their relative economic sizes and
negatively related to their population sizes and distance. Many literatures have given importance to GDP per
capita, taxes, language barrier and distance factor as major determinants of FDI between countries. Hence, this
study will use the Gravity model and will include the relative importance of CGT, GDP per capita, and distance
as determinants of FDI.

GDP per Capita (Home and host country): This variable is always positive and significant. It is a means to show
a country’s economic growth, whereby high income countries have a bigger share of international investment
flows. GDP per Capita is measured in MUR at year end.

Distance: This variable usually has an adverse effect on trade and investment. It appears in the equation in a
negative and significant sign.

Common Language: Studies have found that countries sharing at least a common language will have more
shared investors.

CGT: A form of capital gains tax has negative and significant impact on FDI. Even a news of bringing in a form
of CGT will cause a drop in CGT.

This study will use India, Belgium China and South Africa as data for analysis. The main reason behind this is
the drastic change in level of FDI throughout the 5 years between 2010 and 2015. China, South Africa and India
was especially used due to the recent amendments in the Article 13 of the respective treaties with the
aforementioned countries. The time series includes the 5 years 2010-2015 due to easy availability of data
through reliable sources.

Regression Model: The appropriate regression model had to be chosen among Ordinary Least Squares (OLS),
Fixed Effects Model (FEM), Random Effects Model (REM) and Generalized Method of Moments (GMM). Tests
are carried out to find the appropriate model. Hausman test is used to compare between REM and FEM by
calculating the p-value (Prob>chi2).

Under Ho: REM is consistent and efficient
H1: FEM is consistent and efficient
Breusch-Pagan Lagrangian multiplier test is used to distinguish between REM and OLS.
Under Ho: REM is consistent and efficient
H1: OLS is consistent and efficient
It is noted that both Hausman test and Breusch-Pagan Lagrangian use a 5% significance level.
3.2 Formulation of Hypothesis
Hypothesis 1: Per Capita GDP of home country has positive and significant statistical impact on FDI.
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H1: Per capita GDP of home country has a positive significant statistical impact on FDI

Hypothesis 1.1: Per Capita GDP of host country has positive and significant statistical impact on FDI.
H1: Per capita GDP of host country has a positive significant statistical impact on FDI

(Artige &Nicolini, 2005)

Hypothesis 2: Introducing CGT or news of future imposition of CGT has positive and significant statistical
impact on FDI

H1: Introducing CGT or news of future imposition of CGT has positive and significant statistical impact on FDI

Hypothesis 3: A shared common language between host and home country has significant and positive impact on
FDI.

Hypothesis 4: Distance between Mauritius and double-tax treaty partner has significant and negative impact on
FDI.

This study uses the Breusch-Pagan/Cook-Weisberg test to test the assumption of homoscedasticity. In contrary to
homoscedasticity, heteroscedasticity is an undesired situation whereby the variance of the error terms will
fluctuate across the independent variables. This will impact on the result as despite the variables and test data
remaining unbiased, it will cause the regression model to be inefficient. The hypothesis to be tested shall be:

HO: Heteroscedasticity is absent

H1: Heteroscedasticity is present
Breusch-Pagan/Cook-Weisberg test uses a 5% significance level.
3.3 Autocorrelation

This test was first presented by Wooldridge (2002) for panel data models. Errors should be independent and
uncorrelated; autocorrelation test is used to confirm this assumption. The hypothesis to be tested is:

HO: No first order autocorrelation
H1: There exist a first order autocorrelation
Again, the test used a 5% significance level.
3.4 Random Effect Model (REM)

This model is vital to this current study. It allows the data generated for the purpose of this study to be
generalised to a limited range of scenarios and to be extrapolated to the sample population. The different
variables presented in the gravity model differ greatly in terms of values and cannot be related without a given
model. REM caters for this problem while assuming that the error terms are uncorrelated while being
independent.
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Percent

R

T T T T T T
At Junior Senior Auditor Assistant IManager Accountant Tax advisor
Manager

Occupation

Figure 1. Respondents’ occupation
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4, Results

Figure 1 shows that 30.3% of respondents are assistant managers and 32.3% are managers. All of the
respondents work in the auditing/tax/finance sector.

Figure 2 shows that 54% of the population had more than 5 years of working experience, 5-9 years and 10-14
years of working experience represented 23% of the population. This gives insight about the quality of the
questionnaire response; more experienced respondents are expected to give more valid and consistent answers.
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<5 years 5-9 years 10-14 years
Experience

Figure 2. Respondents’ work experience

Figure 2 shows that 51.7% of the have between 5 and 9 years of experience and are currently working in the
accounting or finance sector. 23% of the respondents have less than 5 years of experience while 25.3% represent
respondents having 10-14 years of experience.

601

Frequency
&

204

o —_—

T T T T
Degree Holder Acca Holder MSC PHD

Qualification

Figure 3. Respondents’ qualification

72.3% of the respondents hold an ACCA qualification while 23% hold a university degree. 1.1% hold an MSc
while 4.6% hold a PhD.

BEPS as a Factor Affecting FDI
BEPS is a newly introduced solution to eradicate treaty abuses and is perceived to be a new determinant of FDI.
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Figure 4. BEPS and FDI

Respondents were asked whether the OECD’s action plans on BEPS, to avoid situations of double non taxation,
significantly affect investors’ choice and destination of FDI. 87.4% of the sample population have agreed that
BEPS strategies will surely affect the current FDI patterns.
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BEPS-avoiding strategies will have severe adverse effects on Mauritian FDI

Figure 5. Opinions about BEPS effects in Mauritius

The idea that BEPS will affect Mauritian FDI significantly is shared among the population. 16.1% were neutral
about the question but 50.6% agreed that BEPS avoiding strategies will have severe on Mauritian FDI and 33.3%
strongly agreed on this statement. This is a possible representation of the growing concern of local investors and
stakeholders of the accounting and finance sector about this new determinant of FDI.

Factors affecting FDI

The questionnaire provided the respondent to a list of factors which could potentially affect FDI. The mean score
and standard deviation is recorded as:

Table 1. Factors affecting FDI
Political risks in Mauritius Availability of legal Factors like exchange rate Human capital quality
or in its treaty partner protections (such as protection fluctuations and inflation The level of corruption and cost have a direct
countries tend to decrease of IPR) is an important affect FDI flow within a tax is a major deterrent on impact on investing in a

FDI flow determinant of FDI treaty investing in a country  country
Mean 4.2759 4.2644 3.6782 4.2644 4.1149
N 87 87 87 87 87
Std. . 47470 .63721 99410 63721 .65460
Deviation
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All of the above-mentioned factors: political risks, trade protections, exchange rate fluctuations and inflation,
corruption and cost & quality of human capital are deemed to be determinants of FDI by the population. Most
respondents agree on political risk playing an important role on net FDI, having a low standard deviation of 0.47.
The majority of respondents also agreed on the roles of the other factors, being determinants of FDI.
Respondents’ answers were quite spread when it concerned exchange rate fluctuations and inflation. This might
be due to the fact that such factors are less easy to control through economic decisions. The questionnaire has
used the case of Mauritius-India and Mauritius-South Africa treaties to ask respondents if the main reason for
using this trading route was because the non-levy of CGT.

50

60

Frequency
3

20

_—

T T T
Nevtral Agree Strongly Agree

Investors invested in SA and India through Mauritius mainly because of the
absolute non levy of CGT instead of other factors

Figure 6. Opinions on SA/INDIA-Mauritius FDI flow

86.2% of the respondents agree on the fact that the non-levy of CGT is a main attraction when it comes to the
Mauritian trading route with South Africa and India.

Correlations
Table 2. Correlations

Political ~ risks, legal protections There are more
exchange rate fluctuations, inflation, than one factors
corruption and human capital quality affecting FDI in a

are determinants of FDI country
Political risks, legal Pearson Correlation 1 .224*
protections exchange rate Sig. (2 tailed) .037
fluctuations, inflation, N 87 87
corruption and human capital
quality are determinants of
FDI
There are more than one Pearson Correlation .224* 1
factors affecting FDI in a Sig. (2 tailed) .037
country N 87 87

Source: Author’s computation using SPSS 23
*, Correlation is significant at 5% level (2 tailed)

Correlation coefficient has been used to determine the relationship between various possible determinants of FDI
(refer to questionnaire Section 1 Q (i), (ii), (iii), (iv), (v)) and respondents perception about having multiple
determinants of FDI (refer to Section 2 Q (iv)). The result (see table 2) shows a positive (.224) and significant
relationship (0.037 at 5% sig. level) between respondents believing that there are more than one factors affecting
FDI and their perceptions about the aforementioned factors being plausible determinants of FDI. This gives an
indication that respondents believe there might be several other factors affecting FDI.

Table 3 shows the relationship between the perception of respondents on whether there is a form of treaty abuse
in Mauritian tax treaties and whether investors are attracted to the Mauritian destination due to possibility of
treaty shopping. There is a positive and significant relationship between the two variables, suggesting that not
only treaty abuse is a possibility in Mauritian treaties but also FDI flow in Mauritius is due to a possibility of
treaty shopping.
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Table 3. Opinions on tax treaty abuse

There is no form of treaty Investors are attracted by
abuse in Mauritian tax treaties  possibility of treaty shopping

There is no form of treaty Pearson 1 .264*
abuse in Mauritian tax treaties  Correlation .014
Sig. (2 tailed) 87 87
N
Investors are attracted by Pearson .264* 1
possibility of treaty shopping Correlation .014
Sig. (2 tailed) 87 87
N

*, Correlation is significant at 5% level (2 tailed)
Table 4. Correlation on treaty abuse

There is no form of A major part of Mauritian FDI flow

treaty abuse in  between tax treaty partners come as a
Mauritian tax treaties form of ‘round tripping’
There is no form of treaty ~ Pearson Correlation 1 .-0.60
abuse in Mauritian tax Sig. (2 tailed) .584
treaties N 87 87
A major part of Mauritian ~ Pearson Correlation ..-0.60 1
FDI flow between tax Sig. (2 tailed) .584
treaty partners come as a N 87 87

form of ‘round tripping’

*, Correlation is significant at 5% level (2 tailed)

Table 4 shows the relationship between the perceptions of respondents on whether there is a form of treaty abuse
in Mauritian tax treaties and whether a big proportion of Mauritian FDI flow between tax treaty partners are in a
form of ‘round tripping’. There is no significant relationship between the 2 variables, as suggested by a high
significance level of .584. This suggests that despite respondents believe that there is a form of treaty abuse in
Mauritian tax treaties, Mauritian FDI is not exposed to a money laundering tool like round tripping. Correlations
presented in table 3 and 4 are variables which have been subject to high criticism in recent years. Destinations
like Mauritius, Cayman Islands or Singapore have been linked with money laundering source of FDI through
round tripping or treaty shopping. This study shows valuable information that its population believe that there
might be a form of treaty shopping in Mauritian tax treaties but round tripping might not be as evident.

Hypothesis

When asked if imposing a CGT on a tax treaty affect FDI, 100% of respondents agreed positively. The same
scenario occurred when respondents were asked if foreign investors, in general, prefer to invest in treaties
offering low or no CGT. Interestingly, when respondents were asked if the non-levy of CGT is the main factor
affecting FDI, the answers were shared between ‘yes’ and ‘no’. This question was used to provide for a
hypothesis whereby:

Ho: CGT is not the main determinant in attracting FDI
H1: CGT is the main determinant in attracting FDI
A one-sample test was used in SPSS 23 to test the hypothesis with a 2-tail test at a 5% significance level.

Table 5. One-Sample Test

Test Value = 2

95% ClI
t df Sig. (2-tailed) Mean Difference Lower Upper
Is the non-levy of CGT in tax
treaties the main factor -10.531 86 .000 -.56322 -.6695 -.4569
affecting FDI?
Note: Cl. Correlation is significant at 5% level (2 tailed)

The sample mean was 1.56 and at a 5% significance level on a 2-tailed test, it is agreed that the non-levy of CGT
in tax treaties does not represent the main factor affecting FDI. Hence, the alternative hypothesis is accepted at a
5% significance level. However, this factor is deemed to be an important determinant of FDI and further tests are
carried out through the gravity model to measure its importance.

The following table shows the descriptive statistics of the panel data for the different factors analysed. The study
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period is 5 years (2010-2014). In total, there are 25 observations. Skewness has to be measured to find the
asymmetry between a probability distribution of a random variable value’s mean and the normal distribution.
Kurtosis compares the normal distribution to the data and test whether data is peaked or flat. Skewness is 0 and
Kurtosis is approximately 3 for a normal distribution.

Table 6. Descriptive statistics

Variable Observation Mean Std. Dev. Min Max

LN Net FDI 25 17.04381 1.334697 14.63428 18.95429
LN per cap GDP 25 9.109603 .0862668 8.958296 9.211999
MRU

LN per cap GDP 25 9.2572 1.327954 7.24 10.77
trade partners

LN Distance 25 -.4100657 .3807032 -1.011426 -.0589011
CGT 25 1.44 .5066228 1 2
Common 25 1.8 4082483 1 2
Language

From table 6, it can be seen that there are many factors which contribute to positively affect FDI. However, the
further away is the distance between home and host country, the more it affects FDI. This is represented by
negative mean value of approximately -0.41.

Correlation matrix of coefficients
The correlation matrix of coefficients is used to measure correlations between independent variables.
Table 7. Correlation matrix of coefficients

E(V) LnPCGDPI LnPCGDPj Ln Distance Common Lang CGT Constant
LnPCGDPi 1.0000

LnPCGDP;j -0.1711 1.0000

Ln Distance 0.1276 -0.7750 1.0000

Common Lang 0.2153 -0.5953 0.5649 1.0000

CGT -0.3558 0.3580 -0.2629 -0.5490 1.0000

Constant -0.9948 0.0789 -0.0562 -0.1863 0.3182 1.0000

Table 7 does not show any evidence of multi-collinearity problems among the independent variables. The highest
value was between Ln Distance and Ln per capita GDP of Mauritius. Hence, all independent variables can be
included in the regression model, based on the multicollinearity test.

Regression Model

Three models of regression were considered for this study: the Hausman Test, Wooldridge test for
autocorrelation in panel data and Breusch-Pagan / Cook-Weisberg test for heteroscedasticity.

Table 8. Regression models

Breusch-Pagan/Cook-Weisherg Wooldridge Test Hausman Test
Prob. 0.3909 0.6828 0.0000
Ho Accept Do not reject Accept

Heteroscedasticity is absent First-order autocorrelation is REM is consistent and
Conclusion absent efficient

Note: Tests follow a 5% significance level

The table shows the null hypothesis for Breusch-Pagan/Cook-Weisberg test is accepted and no form of
heteroscedasticity is found. The Wooldridge test suggests that there is no first order autocorrelation. Finally, the
Hausman test has accepted the null hypothesis and it is concluded that REM is a better measure than the FEM
here. Hence, the REM test will be the most appropriate test to use.
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Regression Results
Table 9. Regression results

Ln Net FDI Coefficient Standard t P> |t| 95% confidence interval
error

LN PC GDP -3.324251 3.076615 -1.08 0.293 -9.763681 3.115179

Home

LN PC GDP .7641128 .3121449 2.45 0.024 1107861 1.41744

Host

LN Distance -2.827128 1.061111 -2.66 0.015 -5.048058 -.6061983

Common Lang -1.76984 8701177 -2.03 0.056 -3.591017 .0513371

CGT 1.42461 .6168424 231 0.032 .1335442 2.71567

cons 40.22783 27.64073 1.46 0.162 -17.62487 98.08054

The regression analysis performed on the variables used in the gravity formula has given results. Most of the
variables used have provided significant and positive results with the exception of Ln Per Capita GDP of Mauritius.

Using the REM, the following table is generated.

Table 10. Findings on hypothesis testing

Ln Net FDI Coefficient Standard t P> |t| 95% CI

error
LN PC GDP -3.324251 3.076615 -1.08 0.280 -9.354306 2.705804
Home
LN PC GDP .7641128 .3121449 2.45 0.014 .1523201 1.375906
Host
LN Distance -2.827128 1.061111 -2.66 0.008 -4.906867 -. 7473897
Common Lang -1.76984 .8701177 -2.03 0.042 -3.475239 -.0644408
CGT 1.42461 .6168424 231 0.021 .2156213 2.633599
cons 40.22783 27.64073 1.46 0.146 -13.947 94.40266

Note: Cl. Correlation is significant at 5% level (2 tailed)

Hypothesis 1: Per Capita GDP of host country has positive and significant statistical impact on FDI.
HO: Per capita GDP of host country does not have any statistical impact on FDI

H1: Per capita GDP of host country has a positive significant statistical impact on FDI

With a P> |t| value of 0.014, there is some evidence to reject the null hypothesis that there is no linear relationship
between FDI flow and Per Capita GDP of host country. The result shows that as GDP per capita of host country
increases, FDI flow between that country and Mauritius will consequently increase. As GDP per capita of the host
country increases by 1 unit, FDI flows between Mauritius and the host country will increase by .7641128 unit. This
supports Artige & Nicolini (2005) analysis that GDP per capita is one of the major determinants of FDI.

Hypothesis 1.1: Per Capita GDP of home country has positive and significant statistical impact on FDI.
HO: Per capita GDP of home country does not have any impact on FDI
H1: Per capita GDP of home country has a positive significant statistical impact on FDI

The P value 0.280 is much higher than the significance level of 5% and this suggests that if ever there is a
relationship, it is the occurrence of coincidence. Hence, there is no significant evidence between FDI flows and
Mauritian GDP per capita. Hence, the null hypothesis will be accepted.

H2: Introducing CGT or news of future imposition of CGT has negative and significant statistical impact on FDI

This had been declared as the most important variable of this study. In fact, it was deemed that even with a news
of probable imposition of CGT in a double tax treaty becomes known, FDI will decrease by a given value. P
value of .021 suggests that there is a linear relationship between CGT and FDI. It is seen that not having any
form of CGT and that there is no kind of news which report the likelihood of imposing a form of CGT will
positively impact FDI by 1.42461 units.

This is consistent with Hartman (1994), (Grubert & Mutti 1991), and Kemsley (1998) who argued that corporate
taxes, including CGT have a negative and significant impact on FDI. However, the hypothesis is inconsistent
with the findings of Swenson (1994) who showed a positive correlation between imposition of taxes and increase
in FDI flows. The alternative hypothesis is accepted, where it is agreed that there is a significant and negative
relationship between FDI and CGT.

H3: Distance between home and host country has negative and significant impact on FDI flows
P value of 0.008 suggests a linear relationship between distance and FDI flows. This study used 0.1 as proxy for
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1000km and it is suggested from the table that every 1000km distance between two trading partners will affect
FDI by -2.827128. This idea is supported by Rey (1999) who evidenced that there is a high correlation between
distance and trade between two countries. Hence the null hypothesis is rejected at a 5% confidence interval.

H4: Inexistence of common language between host country and home country negatively and significantly
impact on FDI flows.

HO: Inexistence of common language between host country and home country does not have any statistical
impact on FDI

H1: Inexistence of common language between host country and home country negatively and significantly
impact on FDI flows

P value of 0.042 suggests a linear relationship between common language and FDI. The absence of an official
common language seems to negatively affect FDI by -1.76984.

5. Conclusion and Recommendations

This study includes various factors affecting FDI in the context of Mauritius and its treaty partners. The study uses
two research methods, both given 2 different sets of factors, excluding imposition or news of future imposition of
FDI, to provide answers in 2 different angles. However, it is known from the literature that FDI is affected by many
more variables, many of which were not included in this analysis. For example, (Hattari & Rajan, 2009) had
included several factors in their research and most of them have not been used in this study due to time constraint.
This study also used a panel data consisting of 4 trading partners: India, Belgium, South Africa and China. However,
chapter 2 shows that Mauritius has a tax network consisting of not less than 43 countries. A further study taking into
consideration this vast amount of data can provide for more reliable analysis. Moreover, the panel data constitute of
only 5 years from 2010-2014 due to availability of data from reliable sources. Future researchers can make use of a
longer panel data and obtain data for more reliable analysis. As seen in this study there are various factors which
statistically and significantly affect FDI between two trading countries. Some of these factors, such as trading
country per capita GDP and distance, cannot be controlled by the home country- Mauritius. However, there are
several factors which the local government and investors could use to attract FDI. It has been seen that corruption
index score plays an important role in attracting FDI. Transparent public institutions, fair banking system and
increasing roles of the private sector can be made available to upgrade the Mauritian corruption index vis-avis the
rest of the world. Equally, it has been seen that countries investing in the education system to break language
barriers could make it easier for foreign investors to invest in the country. Cultural affinities play a role and
common language between trading countries make it easier for investment to flow between the countries. Lastly, it
has been seen that CGT is a major determinant of attracting FDI into Mauritius. It is recommended that as far as
possible, tax treaties which provide the right for Mauritius to tax capital gains should not be amended. This allows
for a situation where CGT is not levied at all and it is an important determinant of FDI.

Finally, Mauritian authorities should also educate the population about the new concept of BEPS as it seems to
worry investors, according to respondents. BEPS is a matter of concern for small insulate countries like
Mauritius which highly rely on FDI for investment. Educating the population about the positives and drawbacks
of such a project can help prepare the population for any future impact on FDI flows. This study aims to
investigate the main factors affecting FDI in the context of Mauritian tax treaties. This study had also a
secondary motive of finding whether CGT is the main determinant of FDI flows between Mauritius and its tax
treaty partners. The imposition of CGT in Mauritius-China (2014), Mauritius-South-Africa (2014) and
Mauritius-India (2016) tax treaties have had for reason treaty abuse by foreign investors. Respondents from the
questionnaire survey also agreed that not only CGT is a main determinant of FDI but equally that there is a form
of treaty abuse in Mauritian tax treaty. As it has been seen that CGT is indeed a main determinant of FDI flows
between Mauritian tax treaty partners, it can be concluded that there currently exists a form of treaty abuse in
Mauritius. Respondents have given valuable insight that despite there may exist forms of treaty shopping in
Mauritius, they do not perceive Mauritius as a destination allowing ‘round tripping’ of FDI. The study has also
provided insight about the possible negative effects of the OECD’s BEPS project on Mauritian FDI. Most of the
questioned population share the idea that BEPS will indeed negatively affect Mauritian FDI. However, BEPS is a
new concept and can easily be misinterpreted before any real events occur on imposition.

Determinants such as distance between home and host country, host country per capita GDP and even common
language seem to play a significant role in FDI flows between Mauritius and its tax treaty partners. This study
has shown that cultural affinities also play an important role in FDI flows between countries. Mauritius is
historically attached to China and India and this can provide a valid reason why FDI flows have been so massive
in the past between the countries. However, this hypothesis could not be tested due to time factor and
unavailability of suitable models. As a concluding note, it is difficult to find the primary determinant of FDI
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flowing between Mauritius and its treaty partners. However, main determinants can be generalised through use
of tools like the Gravity Model, with availability of appropriate data.
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