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Abstract

This paper explores firm-level strategic incentives for foreign direct
investment (FDI). The primary result is that a firm may prefer a non-
zero level of expropriation in order to deter future investors and protect
its monopoly rents. We develop a formal model of firm-level FDI entry
decisions, modeling competitive entry as a sequential variant of a Stack-
elberg competition game, including an endogenous lobbying stage. This
model allows us to derive precise conditions under which we will observe
an “obsolescing bargain” and under which institutions serve to attract
investment. However, due to the initial investor’s preference for non-zero
expropriation to deter competition, we may also observe a novel result of
a non-monotonic effect of institutions. These conditions give us a precise
empirical prediction for the likelihood of firm entry in a particular host
market. We test this empirical hypothesis using a dataset of firm-level
subsidiary creation by Japanese parent firms.

Multinational corporations (MNCs) are among the most powerful actors in
world politics. They control the key flows of the international economy, both of
trade and investment, and are responsible for an ever-growing share of global
economic activity. As production methods have become more globalized, an
increasing share of manufacturing depends upon international inputs and in-
termediate goods that are transferred within international firms. MNCs are
responsible for the majority of foreign direct investment, which in turn has
become the most important form of international development finance. Mean-
while, the most important MNCs have expanded their activities to include more
countries, larger volumes of trade and more extensive assets, and have gradually
increased their leverage vis-à-vis states. Multinationals are powerful actors in
domestic politics in both their host and home countries.

∗Work in progress. Comments appreciated. This draft was prepared for IPES 2012. We
thank Brenton Kenkel, Vikram Maheshri, Will Phan, Peter Rosendorff, Miguel Rueda, and
conference and seminar participants at University of Rochester, Jagiellonian University, and
Princeton University for comments on previous versions.
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The significance of MNCs was a prominent theme in international relations
forty years ago, and globalized production and investment have become much
more prominent features of the world economy in the intervening decades. Nev-
ertheless, the study of multinational business has fallen into decline in political
science, and has been largely supplanted by the study of impersonal flows of
foreign direct investment (FDI). The active agents in this processthe firms that
organize international trade and make strategic investmentshave almost disap-
peared from the analysis. This neglect of MNCs is surprising at a time when
scholars of international relations are directing increased attention to non-state
actors of all kinds. In addition, the flight from actors in this area stands in
marked contrast to the broad development of agent-centered theory in political
science based on strategic interaction and rational expectations. Substantively,
the neglect of MNCs has led political scientists to forget that foreign investors
are powerful actors, and to conceptualize them instead as passive victims of
rapacious governments.

This paper shifts the focus to strategic interactions between international
firms and national politicians. From a theoretical perspective, multinational
corporations are the international actors for which we have the strongest micro-
foundations. In contrast to states, IOs and NGOs, MNCs have a well-identified
objective function defined in terms of maximizing profits, and the body of mi-
croeconomic theory provides a wealth of hypotheses about strategic firm be-
havior. MNCs, leaders, and the public interact strategically, so that the choice
to engage in foreign direct investment responds to the political constraints and
opportunities to exert influence that exist in a particular polity.

We develop a model of strategic interactions among monopolistic firms and
between firms and governments. Multinational firms choose locations for their
investments based upon the anticipated equilibrium of a lobbying game. The
host government decides on a level of expropriation after the firm investment
decision, and the players anticipate that firms lose bargaining leverage after
they make an investment, so we capture the obsolescent bargain hypothesis as
a special case. Firms can use limit pricing to deter entry by competitors, but
this dissipates most of the available rents, so they prefer that host governments
deter their competitors through adverse regulatory behavior, or soft expropria-
tion. Consequently, investors with these objectives do not choose host countries
that are models of good governance, and they do not improve governance once
they arrive. Instead, they enter markets with intermediate levels of soft expro-
priation, and once they have invested, lobby in favor of policies that keep soft
expropriation at intermediate levels. We go on to provide evidence for an in-
verted U-shaped relationship between soft expropriation and investment, using
firm-level data on Japanese FDI in the utilities, transportation and telecom-
munications sectors, which are chosen because they fit the scope conditions of
the model particularly well. The paper accounts for the puzzling findings that
an increasing share of foreign direct investment goes into sectors that are char-
acterized by production for local consumption with high fixed costs, and that
investment in those sectors tends to cluster in countries with only intermediate
effectiveness at enforcing property rights. More broadly, it illustrates the value
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of treating firms as potent strategic actors.

1 The Eclipse of Multinationals as Actors

Joseph Nye noted in 1974 that multinational corporations had recently replaced
the impersonal force of foreign investment in the imagination of social scientists.
There were, at the time, some 200 MNCs with substantial operations in twenty
or more countries. The top ten MNCs had gross sales of over $3 billion annually,
which exceeded the GDP of 80 or so members of the United Nations. By 2011
there were 63,000 multinational companies. FDI flows had accelerated from
$24 billion in 1974 to $2.1 trillion by 2007, while stocks had risen from $700
billion in 1980 to $17.7 trillion in 2009. The 100th biggest MNC had gross sales
of $32.8 billion in 2010, and the 200th biggest had gross sales of $13 billion.
Multinational corporations have become vastly more influential in the interim.
Nationalization of assets has declined, and a growing network of investment
treaties and multilateral agreements has given firms effective legal remedies
against a wide range of national policies.

The 1970s witnessed a vigorous debate between Marxist and realist perspec-
tives on multinationals. On the Marxist side, MNCs were associated with de-
pendent development or underdevelopment, and international capital was seen
as allied with various forms of authoritarianism and responsible for U.S. inter-
vention, particularly in Latin America (Hymer 1976; see also Evans 1979). The
realist response argued that MNCs were instruments of U.S. foreign policy, of-
ten employed to advance national interests that had little immediate bearing
on their profit margins, and that intervention was intended to promote U.S.
national security, even when it incidentally promoted the interests of U.S. firms
(Gilpin 1975, Krasner 1978). A more eclectic and less ideological discussion con-
tinued in the 1980s, which explored the role of the oil majors in promoting U.S.
hegemonic leadership (Keohane 1984), cooperation among U.S. banks to pre-
vent a general financial collapse during the Latin American debt crisis (Lipson
1985a, 1985b), and the role of multinationals in lobbying for free trade (Milner
1988). However, attention gradually shifted to other matters. The significant
debate in international relations appeared to be between proponents of balance
of power and those of international institutions, and the focus that both camps
adopted on systemic, state-centric theories marginalized non-state actors such
as MNCs. Interest in non-state actors resurged only in the 1990s.

While interest in foreign direct investment was declining among political
scientists, interest was increasing among economists. During the 1990s, foreign
direct investment replaced bank lending and portfolio investment as the major
source of financing for developing countries. This drew the attention of develop-
ment economists and led to a burst of empirical research on FDI, but the subject
of study was now conceived as the effects of a flow of resources. Research has
focused on whether FDI flows are beneficial in terms of promoting aggregate
growth and macroeconomic stability. Findings showed that FDI leads to the
spread of useful technologies, promotes upstream economic performance, and
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has spill-over effects that raise the productivity of other firms in host countries.1
With their long time horizons, foreign direct investors provide substantial capi-
tal inflows to developing and emerging economies that balance the destabilizing
macroeconomic effects of other forms of financing. Indeed, when all other forms
of development financeforeign aid, multilateral financing, bank loans, portfolio
investment, remittances, resource rentshave become suspect, FDI has emerged
as the good flow that is generally associated with positive outcomes. Interna-
tional economics has generated increasingly sophisticated understandings of how
FDI provides firms with competitive advantages. Following the development of
theories of trade that emphasize productivity differentials among firms rather
than factor endowments, economists have developed models of FDI that like-
wise emphasize technological advantages, brands and management skills (Carr,
Markusen and Maskus 2001, Helpman et al. 2004).

Viewed as a flow of useful resources, the puzzle is explaining why the majority
of FDI has flowed between developed economies. A useful point of departure is
Vernons (1971) obsolescing bargain: firms have bargaining leverage before they
make investments, because they have outside options; but once they have made
an investment, their bargaining leverage rapidly declines. States seek to attract
foreign investment in order to capture the access to foreign capital, technology,
and expertise that comes bundled with it, so they try to offer attractive terms.
However, they have incentives to act opportunistically to extract income from
the foreign firm once it has made an investment. The problem, then, is finding
ways to commit the state to keep its promises.

Short of outright expropriation of a firms property, which has become rare
in recent decades, there is a wide range of government policies that can re-
duce the profitability of foreign investment, which represent political risks. The
World Bank’s Multilateral Investment Guarantee Agency defines political risk
as “breach of contract by governments; adverse regulatory changes by host coun-
tries; restrictions on currency transfer and convertibility; expropriation; political
violence (war or civil disturbance such as revolution, insurrection, coup d’etat,
sabotage, and terrorism); and non-honoring of sovereign guarantees” (MIGA
2010, 18). A recent World Investment and Political Risk Survey indicated that
foreign investors ranked breach of contract, regulatory changes, transfer and
convertibility restrictions, and failure to honor sovereign guarantees as the most
serious threats to profitable investment; outright expropriation, terrorism and
war were of much less concern (MIGA 2010, 21). From the firms perspective,
each of these conditions is an effective tax on a stream of revenues, which re-
duces the attractiveness of investment. To the extent that the firms investment
decisions are irreversible, they create a time consistency problem for the govern-
ment, which may not be able to attract desired investment because it is unable
to commit to refraining from extractive policies. Consequently, variations in the
credibility of government commitments to particular policy frameworks, or in
the stability of the institutions that support those commitments, may explain
variations in foreign investment (North and Thomas 1973; North and Weingast
1989).

Along similar lines, the international business literature has explored the
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empirics of how firms use sophisticated strategies to minimize their exposure to
sovereign risk. A literature on FDI location decisions in international business
has led to a range of findings that explain firm strategies as responses to political
instability and corruption. An important emphasis of this research is that firms
can limit their exposure to political risk by adjusting their mode of entry into the
host market, by subcontracting rather than creating new affiliates, by forming
partnerships or joint ventures, or by doling out their investments over time to
moderate the incentives for the state to extract resources (Henisz 2000, Henisz
and Williamson 2001).

Most recent political science research on FDI has been based on cross-
national rather than firm-level analysis, and has focused on the effects of po-
litical institutions on FDI flows, so it has abstracted away from the firm as
actor. Democracy has frequently been found to be associated with elevated
levels of FDI, although not in every study or every specification. Democracy
has been argued to provide increased transparency, fidelity to the rule of law,
responsiveness to interest groups that represent the interests of capital, or addi-
tional choke-points that prevent rapid policy change (Henisz 2000, Li 2006, 2009,
Li and Resnick 2003, Jensen 2003, 2008). Forms of federalism that empower
local elites in national policymaking have been argued to favor FDI, because
the employment benefits of investment tend to be locally concentrated (Jensen
2006). Countries that have weak domestic legal systems may nevertheless gain
credibility by signing international agreements and submitting to arbitration by
international courts (Tobin, Bthe and Milner 2008).

These are important insights, but we seek to introduce a new perspective that
returns the theoretical focus to the multinational firm. While the conventional
view sees the long time horizons and asset-specific investments made by MNCs
as strategic liabilities, these features can be strategic assets from a political
economy point of view. Their long time horizons and asset-specific investments
make MNCs sensitive to government policies, which gives them incentives to
participate in politics. From a political economy perspective, assets at risk can
be a source of political power. Leaders, on the other hand, are office seekers,
not welfare maximizers, which gives firms leverage to exert influence. A fully
strategic approach assumes that firms are political agents that bring resources
with them when they choose to enter a political arena, and that leaders are
rational agents who seek to remain in office.

This understanding of the role of MNCs is consistent with the prevailing
view of business-government relations in comparative and American politics.
Political participation, including lobbying, campaign contributions and other
ways of exerting influence, is generally limited by problems of collective action:
dispersed agents have limited resources and fail to internalize all of the benefits
of political behavior, while concentrated agents have the resources and incen-
tives to act (Olson 1965). This logic tends to favor business. Furthermore,
agents with attractive exit options prefer to exit rather than exert costly voice,
and those that have made asset-specific investments have stronger incentives to
engage in politics (Hirshman 1970, Williamson 1985, Frieden 1991). By this
logic, to the degree that multinational corporations hold assets that make them
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vulnerable to government policy, they should be actively engaged in politics;
and if MNCs choose to enter a particular political economy, they should ex-
pect to be able to achieve acceptable outcomes in equilibrium through political
action. Furthermore, a political-economy approach implies that the choice of
foreign direct investment may be motivated by the need to overcome collective
action problems in order to exert influence in the politics of the host country.
International capital gets itself organized in order to be able to exert political
power.

2 A political economy model of multinational
investment

This article presents a model in which multinational firms interact strategically
with each other and with politicians, and exercise influence through lobbying.
Such a model, we believe, should have several distinctive features.

First, entry is endogenous. Firms enter markets because they anticipate
that they will make profits. Political risks deter many otherwise profitable
investments, but firms anticipate the effects of their own political activity when
they make the calculated risk of launching a new venture. Firms make choices
to locate in particular polities and form expectations about the political risks
and opportunities they will face, including the cost of building coalitions to
block adverse policies. From this point of view, the features of polities that
encourage investment may be veto players or transparency, but they may also
be permeability to well-organized interests. Depending upon a firms strategy,
transparency and veto players may discourage investment.

Second, firms interact strategically with each other. Except in the rare case
of perfect competition, firms interact strategically with their suppliers, their
customers, and their competitors. Their investment and production decisions
are best responses to the anticipated strategies of these other players. When
monopoly rents exist or oligopolistic cooperation among firms is possible, firms
act strategically to attempt to discourage entry by potential competitors.

Third, firms engage in political activity. Firms respond to the opportunities
available in a particular political system, investing resources in political influence
until the marginal return is equal to the marginal return from alternative uses of
funds (Milgrom and Roberts 1990). Firms that make asset-specific investments
that make them vulnerable to regulation or entry by competitors have strong
incentives to lobby for policies that protect their excess profits (Tullock 1967).
Influence strategies may take a variety of forms, including illegal corruption,
legal campaign contributions and direct political activities such as mobilizing
votes. These influence efforts are costly, and the need to pay the associated
costs may deter investment, but the returns to influence can be high enough to
offset the costs. Because strategic interaction among firms differs across sectors
and industries, market conditions determine the character of governance that
MNCs prefer.
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Fourth, domestic politics is endogenous. Politicians are rational agents who
attempt to retain power, and they respond to the incentives created by the
institutions in which they find themselves. Politicians face trade-offs between
using public resources to provide public or private goods, and uncompetitive
and unrepresentative political systems tend to reward private favors (Bueno
de Mesquita et al. 2003). Government policies can provide a wide range of
benefits to firms, as well as impose costs. For example, government can provide
particularistic tax breaks, waive onerous regulations, subsidize inputs such as
energy, provide land grants, or offer subsidized financing. The variety of these
instruments renders them non-transparent, which makes them attractive as a
form of political exchange. Rent seeking is a characteristic pattern of economic
behavior that is associated with low-capacity states, and it tends to retard
economic development (Krueger 1974). From the point of view of the firm,
rent seeking is most attractive in uncompetitive political systems; competitive
politics tends to dissipate rents, making lobbying less attractive relative to other
activities.

We focus on a straightforward model satisfying the above features, with
one period, two firms, one host government, and one policy decision by the
government. The main results, however, should extend to a larger universe of
potential investors, to multiple competing locales, or to repeated interaction
over time. In addition, we focus on only one of many possible motivations for
firms to interact strategically, the incentive to exert market power and collect
monopoly rents. Alternatively, firms could compete for factor inputs (natural
resources, labor, or capital) or for political rents. Rather than producing for the
domestic market, they could be producing for export. Firms could depend upon
each other for inputs or final markets, or could face collective action problems in
lobbying for property rights. All of these extensions are likely worth exploring,
but for the present we focus on a simple model that demonstrates the value of
modeling firms as political actors.

3 The Model

There are three actors: two firms, A and B, and a host government, G. The
timing of the model is as follows: firm A decides whether to invest in the host
country and chooses a quantity of production. If firm A enters, it may then
lobby the host government G, offering a contribution schedule that depends on
government policy, c(α) ≥ 0. G then sets a policy α ∈ [0, 1], which is the share
of each firms revenue that it will expropriate. Finally firm B decides whether to
invest and picks a quantity, the firms sell their products, and all actors collect
their pay-offs.

The market is characterized by linear demand and constant marginal cost of
production normalized to zero. The total market size and elasticity of demand
are set to one, so firm A chooses qA ∈ [0, 1] and firm B chooses qB ∈ [0, 1− qA];
price is given by p = 1− qA− qB . The firms’ reservation values for not investing
are vi drawn uniformly on (0, vi) and are private information for each firm.
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Governments vary in the weights they place on consumer surplus vs. ex-
propriation rents and lobbying contributions. Variation in domestic institutions
is captured by γ ∈ [0, 1], where government utility is a convex combination of
total consumer surplus, weighted by γ, and its expropriation rents, weighted by
1− γ, plus lobbying contributions.

3.1 Equilibrium analysis

The model is solved by backward induction, with substantive analysis of the
formal results as they are presented in turn (formal proofs of propositions are
in the appendix).

If firm B chooses to enter, it will pick qB = (1 − qA)/2, giving it utility of
entry uB = (1 − α)(1 − qA)

2/4. It will enter if uB > vB and its probability
of entry is πB = uB/v̄B . This allows us to rewrite total expropriation rents
R and total consumer surplus S in terms of qA and α and consider the host
government’s expected utility uG = γS + (1− γ)R.

Lemma 1: The Obsolescing Bargain with a Twist. The government ideal
point in policy is either α = 1 (full expropriation) or α = 0 (no expropriation).
G prefers full expropriation iff v̄B ≥ v1, which implies that the probability of
future entry by firm B is low.

Proof: See appendix.
S is decreasing linearly in α and R is increasing quadratically, so uG is weakly

convex (see Figure 1), implying that the government ideal point in expropriation
α̂G always takes a corner solution (one or zero). It is one (total expropriation)
only when the probability of investment by firm B is low (firm Bs reservation
value is high in expectation). The government moves after firm A, creating
a time-consistency problem for a government that wishes to attract foreign
investment, but this obsolescing bargain is mitigated by market forces. When
potential for future investment is sufficiently large (v̄B sufficiently low), the host
government will prefer not to expropriate and will instead try to attract future
investors. It is also mitigated by domestic institutions. The critical value v1
is also decreasing in γ, so the more surplus-oriented the host government, the
more it will be concerned with future competition, and for sufficiently high γ,
G will never want to expropriate.

We next consider firm A’s preferences over expropriation. Since α enters
into firm B’s probability of entry (high expropriation can deter entry), firm
A’s expected utility uA is not simply decreasing linearly in α. It is quadratic
and can either decrease monotonically or be non-monotonic (increasing then
decreasing).

Lemma 2: Collusive Expropriation. Firm A prefers a positive level of ex-
propriation unless the probability of future entry by Firm B is low. Firm A’s
ideal point in expropriation α̂A is zero (no expropriation) only when v̄B ≥ v2;
otherwise it is strictly positive.

Proof: See appendix.
Post-entry expropriation is not necessarily to the detriment of the captive

investor; when the risk of competition is sufficiently high (v̄B sufficiently low),
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Figure 1: Rents, Consumer Surplus, and Government utility as a function of
expropriation.
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firm A tolerates and even prefers some level of expropriation because it is the
least expensive way to deter a future entrant. This preference is driven by the
monopoly strategy of firm A. Firm A has two levers to deter entry by firm
B. It can use limit pricing (setting qA above the optimal monopoly level) and
saturate the market, but only at the cost of eroding its own profits. Instead, it
may prefer to set quantities at the optimal monopoly level and allow government
expropriation to deter future investors. It trades off the loss of political rents
(through expropriation) for the preservation of economic rents (its monopoly).

Having characterized both the host government and firm A’s preferences
over expropriation, we can describe the equilibrium outcome of the lobbying
and policy-making stage. From standard Grossman and Helpman-type lobbying
results, we know that the equilibrium α∗ will maximize the sum of uG and uA,
with firm A transferring just enough utility in a lobbying contribution to make
the host government indifferent between α∗ and its ideal point.

Proposition 1: The Hold-up Problem. There exists a range of parameters
in which G cannot credibly commit to refraining from full expropriation, and
investment does not occur. The equilibrium expropriation level α∗ takes the
value one (total expropriation) only for γ and v̄B sufficiently low.

Proof: See appendix.
The familiar credibility problem that prevents foreign investment because

commitments to respect property rights are time-inconsistent holds as a special
case of our model. For one region of the parameter space we find the classic
result of an obsolescing bargain-driven hold-up problem. If the government is
sufficiently rent-oriented and there is high threat of future entry, the equilibrium
will be total expropriation. Anticipating this, firm A will choose not to invest.
However, if either condition fails to obtain, post-entry lobbying solves the hold-
up problem. If the government is less rent-oriented, it will be less costly to
lobby for lower expropriation and firm A will successfully do so. The competition
result is less intuitive: full expropriation results under high threat of competition
because competition makes costly lobbying less attractive to firm A. If A lobbies
for lower expropriation, B will enter and free-ride on its contribution. When
there is a lower threat of competition lobbying becomes more attractive and
firm A successfully lobbies for less-than-full expropriation.

Proposition 2: Good Governance. There exists a range of parameters in
which there is no expropriation in equilibrium. The equilibrium expropriation
level α∗ takes the value zero (no expropriation) only for γ and v̄B sufficiently
high.

Proof: See appendix.
The result that strong domestic institutions remove incentives for expropri-

ation and increase FDI holds as a special case of our model, but only when
institutions are sufficiently strong and there is low threat of competition. The
reason is that if competition is sufficiently high, firm A will successfully lobby
for higher levels of expropriation to deter future entry and protect its monopoly
rents. Empirical observations that appear to be an obsolescing bargain may then
actually be mis-attributed, given that initial entrants may lobby for increased
barriers even when they are harmed by the policy in question.
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Finally, given equilibrium results for policy and lobbying, we can consider
how domestic institutions affect firm A’s probability of entry in the first stage.
These results rely on the fact that whenever firm A is lobbying for a moderate
level of expropriation (when necessary conditions for neither Proposition 1 nor 2
hold), it is more costly to lobby an extreme government (high γ when lobbying
for more expropriation, low γ when lobbying for less expropriation) than a
moderate one (since the slope of uG with respect to α is steeper, lobbying costs
are higher to move the same amount in α—see Figure 1, where S is the utility
for γ = 1, R for γ = 0, and the curve shown for uG is for some moderate value
of γ).

Proposition 3: Non-monotonic Effect of Institutions on FDI. When the nec-
essary conditions for Proposition 1 and Proposition 2 do not hold, firm A’s
expected utility is non-monotonic (increasing then decreasing) in the quality of
institutions, and its entry probability follows the same pattern. Firm As ex-
pected utility and its probability of entry are (weakly) monotonically increasing
in γ only when v̄B ≥ v2.

1

Proof: See Appendix.
Our model captures the standard result that institutions that create stronger

incentives to protect property rights encourage FDI, but only as a special case.
This relationship holds only when the threat of competition is sufficiently low,
so that firm A prefers a level of zero expropriation. When the threat of com-
petition is higher, firm A will prefer a degree of expropriation in order to deter
future entry and secure its monopoly rents. When it finds itself in this range of
the parameter space, regimes that are more strongly oriented towards maximiz-
ing consumer surplus become more costly to lobby for positive expropriation.
Consequently, when competition is high, firm A receives higher expected utility,
and therefore is more likely to enter, a host country with middling institutions.

The effects of competition and institutions on the three equilibrium outcomes
described in Propositions 1, 2, and 3 is illustrated in Figure 2.

The result that the quality of institutions has a non-monotonic effect on
attracting foreign investment is novel to our model; indeed, the fact that the
model generates such an unexpected result illustrates the value of modeling firms
as strategic actors. Our empirical analysis in the section that follows tests this
implication of the model. To be precise, the expectations of the model are that
a hold-up problem exists for institutions sufficiently poor and no expropriation
occurs for institutions sufficiently strong, but in the intermediate range the effect
of improving institutions is non-monotonic, initially increasing FDI until the
first-mover firms profitability hits its maximum, and subsequently decreasing
FDI as institutions become too robust to deter competitors. In aggregate data,
therefore, we expect to see a combination of a monotonic (increasing) and a non-
monotonic effect that are generated in different parts of the parameter space.
The fact that we cannot neatly isolate the part of the parameter space that we
want to focus on should bias our results against finding a non-monotonic effect
in this context, but this should not make us less confident in our results upon

1Strictly increasing for the portion of this range where lobbying contributions are positive.
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finding such an effect.

4 The case of Japanese outward FDI

4.1 Data

The data are taken from the Richard Ivey Business School’s Database of Japanese
Foreign Investment (Delios and Beamish 2001). These data are coded from
Japanese language publications from Toyo Kezai detailing foreign subsidiaries.
The data use the subsidiary as their unit of analysis, but we have converted
them into parent firm-host country-years, for 526 parent firms, 69 host countries,
and years 1986–2003.2 We use only subsidiaries within one-digit SIC code 4—
transportation, communications, power production, utilities, and infrastructure—
to narrow the data to those sectors where our theoretical model is most appro-
priate. The dependent variable is coded as a one if a new subsidiary with the
relevant parent firm in the relevant host country is created between two ob-
servation years. The primary firm-level independent variable is a lagged sum
of entries for that parent firm in all host countries; we also record a host-level
lagged sum of entries and a dyad-level sum (number of entries by a given parent
firm in the given host country).3 Additional control variables are taken from
the World Bank’s World Development Indicators and Database of Political In-
stitutions.4

We consider a variety of indicators to capture our theoretical regime type
parameter γ, ranging from the standard Polity IV indicators to more specialized
indicators of particular regime characteristics. The primary model shown here
relies on Henisz’ Political Constraints index, which uses a count of domestic
veto players and the locations of their ideal points to calculate constraint. One
strength of this indicator is that it has much greater variance (cross-sectional
and temporal) than the Polity score. To test for non-monotonicity, we include
this indicator in a linear and a quadratic term; the prediction from our theory
is a positive linear and negative quadratic effect. In models not reported here,
we consider alternate political measures and direct measures of expropriation.5

2The data are gathered from periodic surveys, so we include observations only for years
1986, 1992, 1994, 1997, 1999, 2001, and 2003. The dependent variable is coded for entry in
between in any two of these survey years; inclusion of year fixed-effects should account for
differences in length of observation period as well as the overall time-trend. Unfortunately,
availability of independent variables means the models we present here use significantly fewer
observations. We have not yet pursued multiple imputation (or other avenues for dealing with
missing data), only list-wise deletion.

3We are still in the midst of an attempt to extract additional substantive firm-level covari-
ates from the Ivey data.

4We control in the main models for left-right partisanship, fiscal federalism, separation of
powers, WTO membership, per capita GDP, and trade openness, as well as the aforementioned
firm-, host-, and dyad-level experience covariates and year fixed-effects.

5The IRIS dataset (Knack and Keefer 1995), drawn from the International Country Risk
Guide by Political Risk Services, includes a variable titled Risk of Expropriation of Private
Investment, measuring the risk of “outright confiscation and forced nationalization,” as well as
indicators for Corruption in Government, recording payments to higher and lower government
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4.2 Results

Table 1 gives the results for the main model with the Political Constraint indica-
tor as our main dependent variable of interest. The linear and quadratic terms

Table 1: Results of main model (logit, year fixed-effects not reported)
Estimate Std. Error z value Pr(>|z|)

Constant -8.9598 1.3088 -6.8457 0.0000
Political Constraint 7.7172 3.2986 2.3396 0.0193
Political Constraint2 -10.2424 3.4456 -2.9726 0.0030
Firm-level Experience 0.0415 0.0025 16.3857 0.0000
Host-level Experience 0.0091 0.0010 9.1978 0.0000
Dyad-level Experience 0.0534 0.0377 1.4144 0.1573
Partisanship -0.2504 0.0558 -4.4887 0.0000
Federalism 1.7535 0.2937 5.9709 0.0000
Separation 0.0518 0.0255 2.0327 0.0421
WTO Member 1.5386 1.0131 1.5186 0.1289
Per Capita GDP 0.0000 0.0000 1.3736 0.1696
Trade Openness -0.0005 0.0031 -0.1719 0.8635
N 66232
AIC 4279.70
lnL -2121.84

for Political Constraint have the expected signs and directions, and the coeffi-
cients on control variables are as expected.6 However, to check for significance
of the combined effect of the Political Constraint measure and to confirm that
we have a truly non-monotonic effect (as opposed to a non-linear effect that is
concavely increasing across the parameter space), we must consider the marginal
effects at various levels of Constraint (which is coded on a [0, 1] interval).

Figure 3 plots the marginal effect of Political Constraint on the linear pre-
dictor across its range of possible values, with 95-percent confidence intervals.
For low values (relatively unconstrained governments, which we associate with
low values of γ from the theoretical model), the effect is positive and significant,
which means that increasing levels of constraint will increase the likelihood of
FDI entry. For high values (relatively constrained governments, which we asso-

officials and “bribes connected with import and export licenses, exchange controls, tax assess-
ment, police protection, or loans,” and Risk of Repudiation of Contracts by Government. The
Relative Political Capacity index (Johnson and Arbetman-Rabinowitz 2005) estimates an ex-
pected annual level of revenue extraction for a country and records the ratio of actual revenue
extraction to this expectation. The logic is that high-capacity governments will extract more
revenue than expected and low-capacity governments will extract less. Rather than using this
data as a proxy for political capacity, we use it as a direct measure of extraction.

6Each of the experience measures positively predicts future entry, and the political and
economic controls have the expected directions from the standard literature (with the possible
exception of Trade Openness, about which we have no strong theoretical expectation, and
which is insignificant).
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Figure 3: Marginal effect of Political Constraint on the linear predictor for FDI
entry decisions.

ciate with high values of γ), the effect is negative and significant, which means
that increasing levels of constraint will decrease the likelihood of FDI entry.
This is precisely the relationship predicted by the theoretical model.

Describing the substantive magnitude of these effects is somewhat compli-
cated, since (as in any non-linear model) the effect of a change in Political
Constraint on predicted probabilities of entry is a function of the levels of other
regressors. The observed frequency of entry is quite low (on the order of one-half
of a percent), so the predicted effects are somewhat unimpressive for a profile
with all other regressors held at their means. To truly test the theoretical
model’s predictions, however, we should consider a situation in which a firm is
relatively likely to enter (ie they are likely enough to enter without considering
the effect of Constraint that it can actually have some impact). Accordingly, we
consider a profile with controls held at half of their maximums (dummy variables
set to create higher entry probability) to create a hypothetical scenario in which
entry would actually be under consideration. The predicted probabilities (with
95-percent confidence interval) are plotted against values of Political Constraint
in Figure 4. For at least this portion of the parameter space (where entry is very
much in the firm’s “choice set”), the substantive effects are quite large, ranging
from predicted entry probabilities above 0.8 at intermediate levels of Political
Constraint down to below 0.2 at maximal values.

These first-cut empirical results are quite tentative as yet. We do find the
theoretically predicted effects in one empirical specification, but we still need to
consider alternate indicators and specifications (including additional firm-level
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Figure 4: Effect of Political Constraint on the predicted entry probability.

covariates or parent firm fixed-effects).

5 Conclusions

Multinational corporations are important actors in world politics, and their eco-
nomic and political significance increases every year. To understand many of
the developments in the contemporary world, we need to understand the forces
at work in every country to promote the interests of multinational firms. These
interests are not monolithic; they are as highly differentiated as the business
models and strategies of the actors that pursue them. However, they are all un-
derstandable in terms of the microeconomic incentives firms face in all of their
varied industries to maximize profits. The commonality of the profit motive
gives us an advantage in studying firms that we cannot enjoy in studying polit-
ical actors of other sorts, such as states, international organizations or NGOs,
because we can draw on a highly-developed body of theory about firm behavior.

This paper presents an example of a model of strategic interactions between
multinational firms and a host government. For tractability, the model focuses
on a particular business strategy in which multinational firms invest in high-
fixed-cost, low-marginal-cost sectors to serve customers in a local market within
a host country. The strategic interaction among these firms, consequently, is
monopolistic competition, and this drives our main substantive results. In par-
ticular, we find that firms may not seek out host countries that are models of
good governance; depending on their business objectives, they may prefer to
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do business in countries where their investments will be at more risk in order
to deter entry by competitors that would otherwise drive down their monopoly
rents.

Two central arguments in the FDI literature emerge as special cases in our
model: we find a region in which the lack of government credibility prevents
investment, and we find another in which high-quality institutions lead to a
secure business environment and have a monotonically increasing effect on FDI.
Both of these regions are circumscribed by the threat of competition by new
entrants, however, and this is a novel implication of our model. The hold-up
problem is only severe when there are not sufficient potential future entrants to
provide incentives for the government to restrain its acquisitive impulses. On
the other hand, the effect of good institutions is only monotonically beneficial
for the first-mover if the threat of future entrants is sufficiently low, because
otherwise the monopolist prefers more uncertainty.

Our model allows firms to exercise influence through political activity. When
political leaders put too much or too little weight on public welfare, firm political
activity is ineffective. In the intermediate range, however, the firm is able to
lobby to achieve its ideal level of expropriation, which deters potential entrants
to the optimal degree at the lowest cost. It is striking in our context that the
firm may lobby for higher or lower levels of effective taxation, depending on
whether the governments ideal point falls to the left or the right of the firms. In
either case, the most attractive countries for a potential monopolist to enter are
those where institutions take an intermediate value, because this reduces the
opportunity cost to politicians of accepting the firms ideal policy, which reduces
the cost of lobbying.

We test these findings using a unique dataset of firm-level investment deci-
sions, focusing on investments in sectors that fit the assumptions of our model
particularly well: investments in utilities, transportation and infrastructure.
The results support the expectation that FDI in such sectors should have a
non-monotonic relationship with the quality of institutions, defined in terms
of Henisz political constraints index. The implications are much more impor-
tant than the substantive findings, however, and go beyond the limitations of
this particular model, with its focus on firms that pursue a particular business
strategy. Verifying an unexpected implication of a formal model illustrates the
value of modeling firms as strategic actors. This suggests a research strategy
that explores the strategic interactions of firms with a variety of objectives in
a range of sectors with governments with a range of institutions. In particu-
lar, our findings provide an illustration of the general point that studying firm
behavior in terms of country-level aggregates can be misleading, because the
strategic considerations that operate in different contexts may not aggregate up
in an intuitively straightforward way.

MNCs have an ambivalent relationship with their host countries, because
on one hand they represent effective business models and valuable streams of
capital and technology that governments seek to attract, and on the other, they
represent attractive hostages for governments to exploit. MNCs are by no means
helpless, however. One implication of our paper is to shed light on the limits
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of MNC influence and the way in which this depends on domestic institutions.
Domestic institutions have important effects on business strategies, because they
influence the strategies of national leaders.

We address three literatures. Our primary argument is addressed to politi-
cal scientists: international business firms are substantively important actors in
world politics, and it is time that we treated them as such. Political scientists
can learn a lot about firm behavior and strategies from international business,
and can exploit the strong micro-foundations of economic theory to develop hy-
potheses about firm objectives. On the other hand, we think we have something
to say to international business and economics. Political science has something
important to offer to this enterprise, because neither international business nor
economics has yet developed a rich model of the political economy of foreign
investment. The moving parts of such a model should be strategic firms that
choose whether to enter and politicians that operate within political institu-
tions and seek to maintain power. We develop an example of such a model,
which focuses on the strategic interaction between firms and politicians, where
firms are assumed to maximize profits and politicians are assumed to attempt
to retain office. This is not a general model of FDI, and some of the modeling
assumptions that we make in order to capture the strategies of monopolists may
limit its application to firms with different business strategies. The insight that
has very general applicability, however, is that focusing on the micro-motives
of firms and politicians provides insight into the power that multinational firms
are able to exercise and the limits of business influence.
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