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Abstract

Once a recipient of global FDI, China is now the world’s third largest investor. A nascent
literature finds that Chinese investments tend to be associated with higher host country political
risks than investments from other countries, but few have been able to identify the causes. |
argue that China’s political elites’ priority to ensure the provision of key public goods leads to
soft budget constraints for SOEs, which in turn encourage SOEs to pursue riskier investments.
Employing two original datasets at the project and firm levels (one compiled from China
Ministry of Commerce’s public registry of overseas investors and the other an original survey of
over 1,000 Chinese companies), this study is one of the first to systematically disentangle the
investment behaviors of Chinese state-owned enterprises and private companies. I find that
Chinese SOEs’ investment projects are associated with higher host country risks after controlling
for investment sectors, bilateral agreements, and explicit subsidies. These results are supportive
of my theoretical expectation and suggest that the soft budget constraints facing SOEs is an
important factor driving the overall higher risk profile of Chinese outbound investments.
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1. The Puzzle

A large body of scholarship in political economy finds that better governed countries attract
more foreign direct investments (Globerman and Shapiro, 2003; Gani, 2007; Staats & Biglaiser,
2012). Multinational corporations value political stability, predictable policies, rule of law, and
property rights in addition to economic fundamentals when they make overseas investments.

Chinese investors’ seemingly elevated appetite for risks thus presents an intriguing
puzzle. Primarily a recipient of FDI until recent years, China is now the world’s third largest
investor in terms of investment flow behind only the United States and Japan.' One notable
feature of Chinese outbound investments is that they seem to be disproportionately directed
toward what we normally consider to be unstable and dangerous destinations. From Libya to
Sudan to Myanmar, many of China’s high profile investment projects are located in some of the
world’s most fragile and turbulent regions. Media reports aside, scholars also have found
systematic evidence that, compared to western multinationals, Chinese companies tend to make
riskier investments on average (Buckley et al., 2007; Beazer and Blake, 2011; Kolstad and Wiig,
2012). Why would Chinese investors appear to have a higher tolerance for danger and
disturbances?

The academic literature is scant on what might explain this puzzling phenomenon.
Possible explanations range from Chinese companies’ sectoral focus to their shorter institutional
distances to poorly governed and corrupt states. Analysts have also pointed to the prominent role
of Chinese state-owned enterprises (SOEs) in China’s overseas investments. However, few have
studied systematically the link between state ownership and propensity for risks. Nor do we

understand what it is about state ownership that may lead to different international investment

! Chinas was the 6" largest investor in 2011. China Radio International, “China Vaults to World's 3rd-largest Investor,”
September 10, 2013. http://english.cri.cn/6826/2013/09/10/2743s787056.htm



outcomes. This paper aims to fill that gap. I theorize how China’s political elites’ priority to
ensure provision of key public goods leads to soft budget constraints for SOEs, which in turn
encourage SOEs to pursue riskier investments. Using new, original data sources at the project
level, I then test for the effect of state ownership on chosen project risk levels. I find that
Chinese SOEs’ investment projects are associated with higher host country risks after controlling
for investment sectors, bilateral agreements, and explicit subsidies. These results are supportive
of my theoretical expectation.

This paper is to my knowledge the first to systematically disentangle the investment
behaviors of Chinese SOEs from those of private companies. The differences between SOE and
private investments can lend us substantial leverage in isolating some of the key factors
contributing to Chinese investments’ higher risk profiles. Chinese ODI has become a hot button
issue and attracted a lot of attention in policy circles and the media, but the topic has received
relatively little rigorous treatment and academic scrutiny. This study hopes to be one of the
many future studies that will help separate the myths from the reality of Chinese outbound
investments. This paper also enriches the broader literature on host country risks and FDI.
Scholarship in international political economy is largely silent on what leads to varying
propensities for risks among international investors. My theory and empirical findings suggest
one of the possible reasons.

The rest of the paper is organized as follows: Section 2 reviews the various factors
identified in the existing literature that mediate the link between investment decisions and host
country risks. Section 3 presents a brief background on Chinese SOEs and China’s Go Out
strategy. Section 4 introduces my theory on the risk implications of a soft budget constraint and

derives testable hypotheses. This general model is presented in the Chinese context, but is



applicable to a broad range of governance systems. Section 5 introduces two innovative project
and firm level data sources. Sections 6 and 7 present empirical analyses and results. Section 8

concludes.

2. Political Risks and FDI: The Mediating Factors

Scholars have long observed the link between governance and FDI inflows. A large empirical
literature across a variety of data sources and host countries finds that good governance,
particularly mature democratic institutions, correlate with more foreign investments (Globerman
2002, Harms and Urspring 2002, Jensen 2003, Busse, 2007; Daude, 2007; Gani, 2007; Biglaiser
& Staats, 2010, 2012). Borrowing from North and Weingast (1989)’s seminal work on the
state’s ability to make credible commitments, scholars find that democratic systems, with more
checks and balances and greater constraints on leaders, are often more attractive since they are
better able to provide policy stability (Jensen 2003). In addition to institutional checks, Wei
(1997, 2000) observes foreign investments are also sensitive to corruption levels. Corruption, in
particular uncertainty regarding corruption, has a significant negative impact on investment
inflows.

While the literature has identified a strong positive link between host country governance
and FDI inflow, it says little about the variation among investors. Why do some investors appear
to have a higher tolerance for political risks than others? Specifically, why do we observe that
emergent investors, and Chinese investors in particular, tend to choose riskier investment
destinations than their more established counterparts from the West? Although the literature has

not addressed this question directly, several areas of research are relevant:



The first intervening factor to consider is the sector of investment. Afflicted with the
resource curse, countries with rich natural resource endowments are disproportionately victims
of conflicts and corrupt governments (Collier and Hoeffler, 2004; Collier et al., 2004; Ross, 2004;
Van der Ploeg, 2011). Adding the fact that resource investments, due to immobility, are
especially susceptible to expropriation and nationalization (Frieden, 1994), it follows that
investments in natural resource are inherently riskier. To the extent certain multinationals are
engaged in the resource sector more than others, they naturally adopt an investment profile
higher in political risks. Chinese investments have been widely regarded as resource seeking
(Child and Rodrigez 2005), so their higher risk profile may simply be the byproduct of their
sectoral focus.

Second, investors from the South are relative latecomers to the global economic
landscape, and this position comes with its particular opportunities as well as challenges.
Although some studies note the benefit of the position as it allows firms to catch up quickly
through the acquisition of existing assets, resources, and technology (Child and Rodrigez 2005;
Amighini et al 2010), others have noted that earlier investors may possess a first-mover
advantage and limit market space and resources for latecomers (Schmalensee 1981, Spence 1981,
Kang 2009). This first-mover advantage is particularly pronounced in the natural resource sector
(Bunker & Ciccantell, 2005). When the safe assets are already taken, late investors will have to
resort to riskier frontiers.

Third, institutional distance between the country of origin and host countries impacts
investment decisions. Recent research has shown that investors prefer to operate in a similar
institutional environment to their home markets (Bénassy-Quéré et al. 2007; Habib and

Zurawicki, 2002). The persistence of the “liability of foreignness” in the business literature



further confirms the impact of institutional distance on investment outcomes (Eden and Miller,
2004). Although most of these studies derive from the experiences of investors from developed
countries, their results imply that investors from the South may have a comparative advantage to
operate in other developing countries because of a shorter institutional distance (Cuervo-Cazurra
and Genc, 2008; Darby et al., 2009). It may be because of this advantage that emergent investors
are disproportionately attracted to poorly governed institutions relative to their more established
counterparts.

The fourth consideration pertains to the way bilateral relations influence capital flows.
Although most of this literature focuses on trade, the evidence overwhelmingly shows that
political affinity, whether manifested in formal alliances or common political systems, have a
significant impact on increasing bilateral trade (Gowa and Mansfield, 2004, Morrow et. al., 1998,
Dixon and Moon, 1993). Li and Liang (2012) find that political relations play an important role
in determining where Chinese companies invest. By this logic if China has stronger bilateral ties
with autocracies or weakly governed states, Chinese investments will flow more readily to these
countries, yielding a higher observed risk profile overall. Regardless of actual political ties,
perception of the political climate perhaps matters even more. Given CNOOC’s failed bid for
Unocal and Huawei’s thwarted attempts to access North American markets, it is conceivable that
Chinese companies have developed some tentative aversion to western hosts.

Lastly, analysts have pointed to the role of state-owned enterprises and rise of state
capitalism in shaping the global investment landscape. Unlike private companies, SOEs are
instruments of the government, bearing policy burdens and political incentives (Lin and Tan
1998, 1999). They also face a soft budget constraint, which has perverse impacts on firms’

conduct and efficiency (Kornai 1980, 1986). Despite these features, we understand little about



how SOEs behave as global investors. Our expectation that political risks deter firm entry is
based almost exclusively on studying private investors from developed countries. An UNCTAD
2007 report notes that SOEs from developing countries appear to be less deterred by poor
institutions in host countries than large private multinationals from developed countries. Indeed,
we anecdotally observe that many of China’s mega-projects in fragile parts of the world are
spearheaded by SOEs, but whether SOEs have a higher propensity for risky destinations has not
been examined systematically. Nor have we established what aspects of SOEs may be
contributing to their seemingly higher risk profile.

This paper aims to fill these gaps. I compare the choices of investment destinations by
Chinese SOEs and private companies. Taking a subnational approach, I am able to hold constant
several variables that mediate firms’ choices of investment destinations, including China’s
bilateral relations with host governments and institutional distance, and focus instead on isolating
the effects of firm-level characteristics. In addition to empirically verifying the perception that
Chinese SOEs invest in riskier places, I explore the reasons why we observe this outcome. In
particular, I explore the extent to which SOEs’ sectoral focus, policy liability, and particularly

their soft budget constraints influence their chosen level of risk in investment projects.

3. SOEs and China’s Go Out Strategy

After thirty-five years of reform and opening the state sector still plays a prominent role in the
Chinese economy. As a percentage of the total economy the state sector has declined markedly,
but the remaining SOEs control a considerable concentration of resources and assets thanks to

the continuous restructuring and recentralization efforts beginning the late 1990s. According to



the National Economic Census of 2008, SOEs control some 30% of the assets in industrial and
service sectors and they have an average size of 13.4 times that of non-SOEs (Xu, 2010).

A number of studies have pointed out that SOEs possess a special status in transitional
economies because, as a remnant of the Stalinist planned economy, they bear policy burdens and
provide public goods including employment and a stable supply of raw inputs (Lin and Tan 1999,
Lin and Li 2006, Dong and Putterman 2003). Indeed, China’s SOEs dominate the “strategic
arteries” of the economy including natural resources and utilities, telecommunication,
infrastructure and transport, as well as the financial sector: areas the Chinese government regards
as fundamental for supporting the growth of the rest of economy. As such, SOEs are powerful
agents of China’s political elites in ensuring steady and rapid growth, which the Communist
party considers to be imperative to social stability and regime survival. State-owned enterprises
are widely regarded as “the foundation of governance” (zhi zheng ji chu) for the Chinese
Communist Party in the Chinese political lexicon. Increasingly, being the head of a major
Chinese SOE is associated with obtaining a seat or alternate membership on the Party’s Central
Committee.

Political elites and SOEs hold each other as mutual hostages. On the one hand, the elites
are dependent on SOEs to ensure the provision of key public goods, i.e. stable raw inputs and
infrastructure for growth and employment. To meet their policy priorities SOEs are given the
latitude of a soft budget constraint (Lin and Tan 1999). SOEs have been found to have greater
access to credit and face fewer capital constraints (Hericourt & Poncet 2008, Cull and Xu 2003,
Lin 2011). Political elites also depend on SOEs to seek rents. Policy perks enjoyed by SOEs
allow them to earn extra-normal profits — rents — which they in turn share with political elites.

On the other hand, the SOEs are dependent on the elites for obtaining these rents and are thus



incentivized to fulfill policy burdens and demonstrate compliance. The political elites, namely
the CCP’s organizational department, also control the appointments of the executives of China’s
major SOEs. The executives are ultimately accountable to the party elites, not the shareholders,
or the public.

Although the role of SOEs in China’s domestic economy has been studied, there has been
little systematic research on their role in China’s outbound investments: The Chinese
government promotes outbound investments through a set of coordinated policies known as the
“Go Out” strategy. The strategy not only comes with subsidies and low-interest loans that soften
a firm’s budget constraint — these perks have gone predominantly to SOEs (CCPIT 2013) — but
it is also manifested in China’s many bilateral agreements with less-developed host countries to
access resources and infrastructure. The Go Out strategy has a strong sectoral focus. An original
rationale for developing the strategy was precisely to ensure energy security for China. In
addition, Chinese overseas investments are highly intertwined with development assistance,
which concentrates most heavily on infrastructure.

The Go Out strategy gives Chinese SOEs both a policy liability and also a still softer
budget constraint when investing overseas. In a related paper, Shi (2013) shows that SOEs do
respond to these interventions and incentives: Controlling for productivity, SOEs in the resource
sector are more likely to invest overseas than private Chinese companies. In the manufacturing
sector where the government’s priority is to keep jobs at home and generate local revenues and

rents, SOEs are less likely to invest overseas.

4. Risk Implications of a Soft Budget Constraint: Toward a General Model



The previous section outlined the political logic of a soft budget constraint. Here I formalize its
implications for firms’ preferences toward investment risk. I present a general model linking
soft budget constraints (bailouts) to risk preferences, useful not only for understanding the
Chinese phenomenon at hand, but also applicable in other economies.

As Kornai (1980) notes, SOEs exhibit an insatiable appetite for inputs because their
managers stand to benefit from profitable expansion of output, but have little to lose if the
enterprise incurs losses. Essentially, a soft budget constraint eliminates part or all of the
downside risk for SOEs. This incentivizes them to pursue riskier investments, a key component
in the stylized model I lay out below.

For simplicity, assume that there are four salient actors in a given economy: a unitary
political elite, two companies that possess equal amounts of capital, one state-owned and the
other private, and a representative member of the public.

The political elite relies on the state-owned company for 1) state revenue where the
enterprise’s profit is shared with the state at rate m and ii) the provision of key public goods P
(e.g. strategic raw input, employment) produced at rate x per unit of profit. Since m and x are
expressed per unit of profit, 7, this leaves the residual (1 —m — x)m for the SOE itself. Assume
also that the public’s support function V is increasing in the provision of the key public goods.
For easier derivation we assign V'=P. Following Grossman and Helpman (1994), I write the
political elite’s optimization problem with respect to a unit increase in the SOE’s profit in an
additive utility setting:

dU(a,m,x)

= =axm+(1—a)*x

where a portrays the politician’s relative preferences for rents vs. public support (0 <a < 1). 1

assume for simplicity that the private company in this highly stylized economy does not
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contribute to state revenue or public goods provision and that the welfare of the public is
captured entirely by the amount of key public goods provided.

Next [ assume, again for simplicity, that there are only two investment options available,
A and B. Option A generates 1% return with certainty; Option B generates a 100% return 10%
of the time and a negative 10% return 90% of the time. Note that the expected returns from the
two investments are the same, 1%, but Option B is riskier. How would the actors in our model
choose between these two assets?

Simple algebra gives us the expected payoff for each actor, summarized in the table
below. Note that for Option B I present two scenarios, one in which the political elite chooses
to bail out the state-owned company, and the other in which there is no bailout. For the bailout
scenario | demonstrate the limiting case when the political elite does not pass any of the costs on
to the private enterprise or the public. I choose this case since it is the most conservative: In
reality the political elite will be able to pass some of the bailout costs on to others, further raising

the likelihood of a bailout.

Option A Option B Option B
with bailout without bailout
Political elite 1% am +1%(1-a)x a(10%m-9%)+10%(1-a)x 1% am +1% (1-a)x
SOE 1% (1-m-x) 10%(1-m-x) 1% (1-m-x)
Private firm 1% 1% 1%

Following these payoffs even when the political elite has to absorb the entire cost of a

a(l-m)
(1-a)’

bailout, it will still choose to bail out the SOE as long as x > or equivalently when

x> (ﬁ — 1)(1 —m). Note that this condition is easier to satisfy the larger is x, the smaller is

a, and the smaller is m. Intuitively this means political elites will tend to bail out the SOE if

they care a great deal about public support, there is minimal rent sharing between the elite and
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SOE, or the SOE provides more public goods. As the assumption of cost absorption is relaxed,
the model will predict that bailouts occur over a much wider range of values for a, m, and x.
SOEs will be bailed out even when they are relatively inefficient at providing public goods.
Equilibrium conditions in the joint problem faced by the SOE and political elite will support
greater rent seeking (a) and rent sharing (m). From the political elite’s perspective, SOEs are
being bailed out for two competing aims: providing rents to the state and providing key public
goods (which in turn translates into public support for the political regime.)

It is also apparent from the table of payoffs that the SOE will tend to choose Option B,
the riskier option, over Option A, whereas a private firm would be indifferent between the two
investment options. The political elite will choose to bail out the SOE if 1) it cares about public
welfare and the SOE can provide sufficient key public goods; or 2) it cares about rents and is
able to pass on the costs to the rest of the economy. In either case, the presence of the soft
budget constraint has permitted and encouraged the SOE to pursue riskier investments.

This paper tests two main hypotheses:

First, I expect that Chinese SOEs should go to riskier destinations than private Chinese
companies.

Second, I expect that SOEs’ soft budget constraints contribute to their higher risk profiles.

The first hypothesis demonstrates an empirical regularity. The second hypothesis is more
difficult to test in that I will need to separate the effect of the soft budget constraint from a
number of other mediating factors I addressed in Section 2. It will be an added bonus if we can
also tease apart the effect of the soft budget constraint as an enabler of policy priorities versus an

incentive to seek rents. These alternative hypotheses (AH) include:

12



AH 1 Chinese SOEs make politically riskier investments because they are more
concentrated in the natural resource sector.
Since we expect natural resource investments to be associated with higher political risks, Chinese
SOEs will appear to make politically riskier investments if they are more concentrated in natural
resource investments. In addition, to a certain extent AH1 captures SOEs’ policy liability, given
the Chinese government’s strategic priority to secure natural resources overseas to ensure the
stability of supply at home. If we find that SOEs are going to riskier destinations even after
controlling for AH1, we are more confident that SOEs are attracted to riskier investments
because of rent seeking.

AH 2 Chinese SOEs make politically riskier investments because they are influenced to a
greater extent by bilateral agreements.
Taking bilateral relations between any host country and China as given, SOEs may be influenced
differently by these relations than private companies. AH2 to a certain extent also captures
SOEs’ policy burdens. If we are able to tease out the confounding effect of AH2, we are another
step closer to differentiating between the two aspects of the soft budget constraint (policy
enabling vs. rent seeking).

AH 3 Chinese SOEs make politically riskier investments because they face hostility or
discrimination from developed economies.
There are two aspects to this hypothesis. The first is the actual rejection faced by Chinese
companies. However, while there are a few high profile cases where Chinese companies were
refused entry into North American and European markets (e.g. CNOOC and Huawei), the actual
incidence is extremely low relative to the large volume of Chinese investments now flowing into

these markets. From 2009 to 2011, a total of 269 cases out of 3,800 mergers and acquisition
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cases by foreign investors were reviewed by the Committee on Foreign Investment in the United
States (CIFIUS). Only 20 cases were Chinese. And 90% of the 269 cases went forward without
any changes or conditions to the original proposals.” These numbers suggest that, in spite of the
media hype, the actual rejections faced by Chinese companies are quite limited. The second
aspect of this hypothesis has to do with perception. Even if there is negligible actual resistance
from western economies, it is possible that perception alone makes Chinese companies,
especially SOEs, avoid investments in developed countries. I address the issue of risk
perception in Section 7 of this paper.

I use two new sources of data to test my hypotheses. The empirical evidence presented

below is strongly suggestive of the risk implications of Chinese SOEs’ soft budget constraint.

5. Data and Summary Statistics

Empirical study of Chinese OFDI has long been hampered by a lack of data. This study employs
two previously unexplored sources of data. One is compiled from the registry of China Ministry
of Commerce which catalogues all officially approved and archived outward investment projects.
This set of data includes over 20,000 projects by more than 15,000 Chinese companies. The
other is the 2013 China Outward Direct Investment Survey with a sample of over 1000 Chinese
companies, which I designed and implemented in cooperation with China Council for the

Promotion of International Trade (CCPIT) and Tsinghua University.

The MOFCOM Registry

% Keynote speech by Gary Locke, September 24, 2013, at the international conference on “Chinese Outbound Direct Investment:
Risks and Remedies,” at Tsinghua University, Beijing, China.
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The MOFCOM registry, in spite of its limitations, is perhaps the most comprehensive firm-level
data we currently have on Chinese outbound investments. The registry provides good coverage
due to China’s internal rules regulating outward investors. China’s capital markets are tightly
controlled so, in order to access foreign exchange through official channels, companies
regardless of ownership must file an application with MOFCOM. After 2005, investments under
a certain amount no longer need to apply for approval, but they are still required to archive their
projects with MOFCOM’s registry before they can obtain a certificate allowing access to foreign
exchange. The MOFCOM registry is a publicly searchable database. Though not downloadable,
the relatively simple structure of the database makes it possible to extract with a web crawler.
Data included in this paper cover projects that were filed through October 2012, when the
crawler was last applied.

Firm-level international investment data are scant to begin with, and they are even scarcer
when it comes to investments originating from China. Generally investments into developed
economies in North America and Europe are better tracked, but data are quite limited if we want
to map out Chinese investments throughout the world. Analysts mainly rely on sources such as
the Heritage Foundation’s China Global Investment Tracker (CGIT), commercial databases such
as fDimarkets.com, or MOFCOM’s annual reports on Chinese OFDI. The drawback of CGIT is
that it only tracks investments over $100m, which biases the sample heavily toward large-scale
projects in energy, mining, and infrastructure. fDimarkets.com reportedly covers over 80% of
cross-border transactions in the world, but it relies heavily on media reports and also runs the
risk of biasing toward large, high-profile projects. MOFCOMSs’ reports are more comprehensive,
capturing all officially registered OFDI projects originating from companies registered in China,

but data are only available at the country level.
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The MOFCOM registry offers an alternative because its coverage is as comprehensive as
MOFCOM’s reports, but records are available at the project level. Each record contains the
approval date, destination country, and a description for the project but no amount of investment;
this does not severely constrain this study because I am primarily interested in choice of risk
rather than size. The registry also provides information on the provincial original of the company
and whether the company is centrally owned (i.e. under the direct administration of SASAC). I
code the project description into industries using a combination of manual and automatic content
analysis techniques.

The broad trends and patterns in the MOFCOM registry are presented in Figure 1.
Chinese OFDI, as measured by the number of projects, took off around 2005 and had another
upward inflection at the Global financial crisis, especially in trade and services. This observation
is consistent with accounts by most analysts and media outlets. It is noteworthy that, although
China’s large-scale investments have attracted the most attention, Chinese investments in
manufacturing and services are far greater in terms of the number of projects. Table 1 breaks
down these projects by industry and by firm ownership status. It is apparent that China’s central
SOEs have a rather different sectoral focus than other Chinese companies. Their number of
projects is relatively few, but according to various sources, SOEs account for anywhere between
50% to 70% of Chinese OFDI, confirming the common perception that Chinese SOEs are more

focused on large projects in energy, mining, and infrastructure.

2013 Chinese Outbound Direct Investment Survey
Although the MOFCOM registry is one of the most comprehensive project-level data we can get

on Chinese OFDI, it provides relatively little in terms of firm-level covariates. Using the

? Additional details about the dataset are available at http://pages.ucsd.edu/~w3shi
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MOFCOM registry data alone, I may be able to establish that Chinese SOEs have a different risk
profile after controlling for their sectoral focus, but we still won’t be able to determine whether
this difference stems from their different perception of risks, their sensitivity to bilateral relations,
or other factors. I am able to gather these additional covariates through the 2013 CODIS survey.

The 2013 CODIS survey was implemented in cooperation with China Council on the
Promotion of International Trade (CCPIT) and Tsinghua University in Beijing. Relying on an
extensive local network, CCPIT is uniquely positioned to reach a large number of Chinese
companies. Adopting the method of stratified random sampling, I construct twenty-four strata
based on the company’s size (three brackets are set according to total revenue, with the 40th and
80th percentile as cut-off points), industry (whether a company is engaged in an extractive
industry or not), ownership (state-owned vs. other ownership arrangement), and whether the
company has already invested abroad (determined by whether the company has an existing
investment certificate on file with MOFCOM). I then assign sampling fractions to each stratum
to best approximate equal samples for each comparison of potential interest (e.g. equal samples
of state-owned vs. non-state-owned firms, equal samples of firms in extractive industries vs. non-
extractive). In effect, this approach allows for oversampling of firms that are state-owned, larger,
in extractive industries, and already invested overseas. The same sampling fractions for each
stratum are applied to each province. This means that our samples draw proportionally from
every province: the more companies a province has, the larger the sample we draw.

The 2013 survey had a sampling list of 3000 respondents. 1091 companies returned
surveys. After removing incomplete and duplicate entries, the final sample for analysis includes

1056 companies. Of these, 142 are state-owned enterprises. 333 companies, roughly one third,
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have already invested abroad. In spite of our best efforts, SOEs and companies in extractive

industries had significantly lower response rates.

6. Empirical Analyses and Results

The dependent variable in my analyses is firms’ chosen political risk levels for their investment
projects. I use standardized International Country Risk Guide (ICRG) ratings to measure firms’
chosen levels of political risk, averaged across all twelve subcomponents. A lower value
indicates worse (higher) risks.

The first set of models use the MOFCOM registry data at the project level. I run linear
regressions with standard errors clustered by firm. The results are shown in Table 2. In models
(1) through (3) we see that, consistent with the literature, being in an extractive industry is
correlated with a nearly 0.25 standard deviation drop in projected risk scores. Being in the
agricultural sector is associated with an even larger drop of 0.4 standard deviations. Being in the
construction sector is also correlated with a decrease in the ICRG ratings of the chosen project
destinations. The construction sector, and to some extent also agriculture, happen to be focal
areas of Chinese bilateral aid which has a heavy component of infrastructure development,
suggesting that AH2 could be at play here. The main finding here, however, is that the sizable
negative coefficient in front of being a central SOE is highly significant and persistent even after
controlling for the sector of the investment project. This first demonstrates the empirical
regularity that Chinese central SOEs do tend to make politically riskier investments. In addition,
sectoral focus cannot fully account for the higher political risks they choose for their investment

projects.
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Models (3) and (6) include year fixed effects. These help to account for the possibility
that in some years companies on average choose riskier destinations. We see that, when
including year fixed effects, the negative effect of being a central SOE is actually more
significant, suggesting that SOEs are choosing even riskier places after conditioning upon the
average choices of other firms in a given year.

The specification of these models assumes that the effect of being an SOE is the same
across all sectors. Next I relax this assumption by interacting the SOE dummy with an umbrella
sector indicator that assumes a value of 1 if the project is in the extractive, agriculture, or
construction industries, and a value of zero otherwise. The results are shown in Table 2A. We
see that the effect of being a central SOE remains strong and significant. In fact, the effect of
SOE on the chosen level of risk for a given project is more negative in sectors other than
extractive, agriculture, and construction by another 0.08 standard deviations.”

To summarize, using the MOFCOM registry data we find that central SOEs’ overseas
investments are riskier than those of other Chinese companies. Furthermore, we find that this
risk gap cannot be fully accounted for by SOEs’ sectoral focus. This result lends supportive
evidence to my hypothesis.

Next I turn to data from the 2013 CODIS, which also is available at the project level (the
survey asks firms to list their three most significant overseas investment projects). Here I have a
smaller sample, including the 333 firms in the survey that have already invested abroad with a
total of 525 overseas projects, but [ am able to control for a larger number of covariates. Apart
from firm’s sector and estimated revenue, the first group of additional covariates measure firms’
primary motivations for investing overseas. The survey asks respondents to rank, on a Likert

scale, the extent to which their overseas investment decisions were influenced by China’s

*(0.17-0)-(0.44-0.19)=-0.08, and this difference is statistically significant.
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bilateral agreements with potential host countries, by China’s Go Out policy, and by host country
policies. These measures allow me to control directly for the differential influence of bilateral
agreements and other policies on Chinese SOEs and private companies, which can be thought of
as proxy measure for the policy liability facing SOEs. The second additional covariate in this
model is a direct measure for whether the firm receives governmental support for their overseas
investments (in the forms of subsidies, low interest loans, etc.). This measure to some extent
captures firms’ soft budget constraint, but it is far from a complete or perfect measure. The
difficulty with testing for the soft budget constraint is precisely that it cannot be measured
directly. A soft budget constraint does not only manifest itself in the form of explicit policy
perks. Rather, it provides an implicit form of insurance in the event of investments going badly.
The results are shown in Table 3. The first thing to note is that firms that rate China’s
bilateral agreements as important to their investment decisions make riskier investments,
suggesting that China’s bilateral relations could be pushing investments to riskier destinations.
However, being an SOE still has a negative effect after controlling for the extent to which firms
are motivated by bilateral agreements, suggesting other factors are also at work. Obtaining
government support for overseas investments is, perhaps not surprisingly, correlated with
making riskier project choices. Including this control somewhat weakens the magnitude as well
as significance of the coefficient on the SOE indicator, but SOE still has a negative residual
effect. This is consistent with my expectation that the government support variable captures to a
certain extent the effect of a soft budget constraint but cannot completely subsume it.
Interestingly I find no significance on the sector variable. This result is likely due to the small

sample size and that there are relatively few firms in the extractive sector in the sample.
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To summarize, findings from the 2013 CODIS data further corroborates evidence from
the MOFCOM registry data. Using 2013 CODIS I am able to measure directly the influence of
China’s bilateral agreements. The results show that the guiding effects of these agreements
cannot fully account for SOEs’ riskier investment profiles. Rather, the findings are consistent
with my expectation that the soft budget constraint, and the rent-seeking aspect of the soft budget

constraint in particular, explains in part SOEs’ propensity for higher political risks.

7. Risk Perception

Alternative Hypothesis 3 suggests that SOEs may be selecting out of safer investments due to
actual or perceived hostility from the developed world. The 2013 CODIS’s assessment of
investor risk perception helps to address this potentially confounding factor.

The survey lists eight countries, including the United States, Germany, Viet Nam,
Zambia, Zimbabwe, Brazil and Venezuela, to ensure an eclectic set of countries in different
regions, at different stages of development, and with varying governance systems. Survey
respondents, including both those who have invested overseas and those who have not, are asked
to choose any two countries they feel relatively knowledgeable about and evaluate a range of
risks as they pertain to their investment decisions. This design is concise and easy to execute.
Yet it is still able to reduce both anchoring bias and random error from lacking information.

I then consider two groups of countries. Group 0 represents mature democracies, where [
include the United States and Germany. Group 1 represents poorly governed or authoritarian
states, where I include Venezuela and Zimbabwe. I have chosen these four countries as
representatives of the opposite extremes on the risk spectrum. They are considered the safest and

the riskiest countries respectively when I pool ratings from all respondents for all eight countries.
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Next I compare SOEs’ and private companies’ differential ratings for these two groups of
countries on average. The results are shown graphically in Figure 2. The dark gray area
represents how much riskier the Group 1 countries are relative to Group 0. Note that, relative to
private companies, SOEs are actually more keenly aware of the risk differential between the two
groups of countries. Results from regression analyses are presented in Table 4. Here I find that
SOEs on average perceive the risk differential between Group 0 and Group 1 countries to be
higher (0.8 higher on Likert scale of 1 to 10) than private companies and this difference is
statistically significant. Perhaps more telling than the average rating across different dimensions
of risks is firms’ sensitivity to one specific type of risk, “national security inspection or other
politically motivated interference.” Here we see that Chinese companies indeed are highly
concerned with this risk relative to other dimensions of risks in Group 0 countries, suggesting the
presence of perceived hostility from developed economies, but two additional comparisons are
relevant: One is that, in spite of sensitivity to the inspection risk, companies still find risk levels
to be much lower in Group 0 countries overall as they pertain to their investments. The second
comparison is that both SOEs and private Chinese companies find the inspection risks worrisome.
This perception of western hostility is by no means unique to SOEs. As such, distorted risk
perception is not very likely to contribute to SOEs’ riskier investment profiles compared to

private companies, alleviating concerns about the confounding effects of AH3.

8. Conclusion and Discussion
This paper explores some of the mechanisms underlying the puzzling empirical regularity that
Chinese outbound investments are associated with higher host country risks than investments

from other countries. Although analysts have pointed to the role of Chinese state-owned
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enterprises in contributing to this phenomenon, the claim has not been tested empirically. Nor
do we understand what aspects of Chinese SOEs may have led them to riskier investment
profiles.

In this paper I theorize that Chinese SOEs, and other SOEs to varying extents, serve two
purposes. They provide revenue for the state and fulfill policy liabilities through providing
certain key public goods to the society at large, which in turn translates into public support for
the state. I construct a stylized model that predicts the conditions under which SOEs can expect
bailouts from the state for their unsuccessful investments, thus eliminating the downside risks of
investments and motivating them to seek out higher risks. I derive from this theory that SOEs
will indeed choose riskier investments and that a key factor contributing to their higher risk
profile is the soft budget constraint.

Empirically this paper fills an important gap by separating SOEs from the rest of Chinese
investors. Previous studies, limited largely by data, lump Chinese investments into a single
category. Using project level data from China Ministry of Commerce’s public registry of
overseas investment projects and the 2013 China Outbound Direct Investment Survey, I am able
to demonstrate the riskier investment profiles of SOEs relative to private Chinese companies.
Furthermore, I show that this riskier profile cannot be fully explained by a range of alternative
hypotheses, providing strong suggestive evidence that a soft budget constraint is motivating
Chinese SOEs pursuit of riskier investments.

Analyses in this paper also produce some additional findings. Chinese investments in the
extractive, agricultural, and construction sectors are found to be associated with riskier

destination choices than those of other industries. More interestingly, I find that firms who base
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their investment decisions heavily on China’s bilateral agreements make riskier investments than
those who do not.

It should be noted that this paper does not entirely solve the puzzle of why Chinese
investments appear to be politically riskier. To do so one will also need to look at the behaviors
of private Chinese companies and compare them to private firms from other countries. However,
this paper does fill a significant missing piece of the puzzle. I find evidence that a soft budget
constraint makes Chinese SOEs more attracted to political risks and that they are better able to
absorb risks due to implicit insurance provided by the Chinese state.

This finding has important implications for global governance. The soft budget
constraint gives Chinese SOEs a competitive advantage for operating in risky environments.
Other considerations aside, their ability to stay the course where no others can helps provide a

much-needed stabilizing force in some of the world’s most fragile and volatile areas.
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Figure 1
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Table 1

Primary Industry/Activity

Agriculture, Fishery, and Forestry
Qil, Gas, and Mineral Extraction
Manufacturing

Utilities

Construction

Transportation and Logistics
Telecom and Information Technology
Trade

Hospitality

Finance

Real estate

Business services

Research and technical services
Entertainment and Culture
Business Development
Exploration

Total Number of Projects

Central SOEs

Other Companies

All

# projects

155
166
64
20
242
81
22
298
2

4
1
510
74
3
398
161
1,652

Source: MOFCOM ODI Registry.

As % of total by
central SOEs

9.4%
10.0%
3.9%
1.2%
14.6%
4.9%
1.3%
18.0%
0.1%
0.2%
0.7%
6.8%
4.5%
0.2%
24.1%
9.7%

As % of total by

# projects other companies

1,043
1,291
2,602
36
647
506
346
7,541
97

1"
250
4514
456
47
3159
686
19,402

5.4%
6.7%
13.4%
0.2%
3.3%
2.6%
1.8%
38.9%
0.5%
0.1%
1.3%
7.0%
2.4%
0.2%
16.2%
3.5%

# projects As % of total

1,198
1,457
2,666
56
889
587
368
7,839
99

15
261
5,024
530
50
3,557
847
21,054

5.7%
6.9%
12.7%
0.3%
4.2%
2.8%
1.7%
37.2%
0.5%
0.1%
1.2%
7.0%
2.5%
0.2%
16.9%
4.0%
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Table 2

(1 )
Project Risk  Project Risk

©) 4) ()
Project Risk Project Risk Project Risk

(6)
Project Risk

Rating Rating Rating Rating Rating Rating
Is Central SOE -0.225%* -0.234*** -0.196*** -0.233*** -0.243*** -0.205***
(0.0329) (0.0331) (0.0324) (0.0331) (0.0333) (0.0327)
Extractive -0.244** -0.249*** -0.248*** -0.249** -0.254*** -0.254***
(0.0175) (0.0175) (0.0172) (0.0175) (0.0175) (0.0173)
Agriculture -0.417** -0.422*** -0.420*** -0.426**
(0.0221) (0.0224) (0.0220) (0.0223)
Construction -0.191*** -0.195%*
(0.0146) (0.0145)
Constant 0.491** 0.506*** 0.524* 0.254** 0.254** 0.254**
(0.00544) (0.00553) (0.00571) (1.02e-05) (1.47e-05)  (1.68e-05)
Year Fixed Effect N N N Y Y Y
Observations 18,754 18,754 18,754 18,754 18,754 18,754
R-squared 0.037 0.059 0.074 0.045 0.068 0.083

Robust standard errors in parentheses
***p<0.01, ** p<0.05, * p<0.1

Table 2A
(1)
Project Risk
VARIABLES Rating
Is Central SOE (V1) -0.253***
(0.0227)
Is in Extractive, Agriculture or Construction (V2) -0.275***
(0.0112)
Interaction of V1 and V2 0.0975***
(0.0345)
Constant 0.441***
(0.00547)
Observations 13,383
R-squared 0.062

Standard errors in parentheses
*** p<0.01, ** p<0.05, * p<0.1
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Table 3

(1 ) )
Project Risk Project Risk Project Risk
Rating Rating Rating
Log total revenue (2012 Estimate) 0.0284*** 0.0287** 0.0292***
(0.0104) (0.0102) (0.0101)
Importance of bilateral agreements to investment decision -0.0862*** -0.0751** -0.121***
(Likert scale) (0.0327) (0.0341) (0.0426)
Importance of Go Out policy to investment decision 0.00775
(Likert scale) (0.0402)
Importance of host country policy to investment decision 0.0608
(Likert scale) (0.0463)
Obtains government support for ODI -0.158** -0.165**
(0.0697) (0.0693)
Is state-owned -0.178** -0.155* -0.165*
(0.0880) (0.0858) (0.0839)
In the resource sector -0.0976 -0.0789 -0.0668
(0.0955) (0.0922) (0.0923)
Constant 0.178 0.189 0.0806
(0.219) (0.213) (0.235)
Observations 397 397 394
R-squared 0.048 0.065 0.074
Robust standard errors in parentheses
*** p<0.01, ** p<0.05, * p<0.1
Figure 2
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risks

Labor disputes Policy instability

War and regime
instability

inspection or
political

Corruption
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Table 4

(1)

Perceived Country Risk Level

VARIABLES ( Likert scale, higher is riskier)
Country Group (=0, 1) 2172
(0.116)
Is state-owned -0.250
(0.205)
Interaction of Country Group and State-owned 0.823**
(0.356)
Constant 4.059***
(0.0641)
Observations 1,122
R-squared 0.279

Standard errors in parentheses
*** p<0.01, ** p<0.05, * p<0.1
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