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Abstract of Dissertation

Three Essays on Corruption, Government Transparency and Foreign Direct Investment
(FDI)

Three essays on the common theme “Corruption, Transparency and Foreign Direct
Investment (FDI)” comprise this dissertation. Broadly speaking, this dissertation
addresses global issues at the intersection of business, government and civil society that
affect economic development, poverty alleviation and environmental sustainability. My
objective is to offer insight on how business and government can collaboratively achieve
greater progress on curbing corruption and on stimulating economic development in
emerging markets. Evidence is drawn from both proprietary primary data and secondary
data sources.

The three essays in this dissertation explore institutional distance between host and
home countries on the dimensions of corruption, government transparency and coercive
power. The focus is on how these institutional distances shape multinational enterprises'
(MNEs') investment decisions in emerging markets. In the first essay, the focus is on
understanding the effect of emerging markets’ governmental transparency on MNEs’
behavior as it relates to corruption. I study the topic from a theoretical neoinstitutional
perspective. Gaining insight on this topic is challenging due to the fact that government
transparency — the quantity and quality of information that is made available to the public
and is relevant to evaluating a country’s institutions — is difficult to measure across a
variety of institutional environments. In the second essay, I analyze the effects of
corruption on the amount of FDI in disruptive technologies vs. conventional technologies.

My empirical approach in the second essay is based on panel data of firm-level amount of



investment to a country, as the primary dependent variable, and on Bayesian statistical
analysis. The third essay ties together the first two essays of this dissertation and focuses
on top executives’ country entry decisions as they relate to host government transparency
and corruption. In the third essay, to overcome the challenges of paucity of data on
executives’ country entry decisions, I perform an experimental design analysis with a
scenario-based survey.

This dissertation presents a richer view of the relationship between firms’
investment decisions and institutions in the global economy, and extends the theory on
government transparency, corruption, and FDI in disruptive technology. The study
synthesizes ideas from economics, political science, sociology, and international relations
to bring fresh new perspective and more nuanced understanding of the dynamics between
institutions and MNEs cross-border investments. In the following pages of this abstract I

provide a summary of each essay in a greater detail.

First Essay

This theoretical essay titled “The Pursuit of Government Transparency in the
Emerging Economies: Panacea or Pandora’s Box of MNE’s Corruption?” studies
government transparency — the timely availability of information that is relevant to
evaluating institutions (Florini, 2002) — and its effect on corruption from neo-institutional
theory perspective (Powell & DiMaggio, 1991; Scott, 1995, 2008; North, 2001). Two
channels provide this information: the first is directly connected to the government; the
second is indirectly related to the government. Via the direct mechanism, a government
releases information to stakeholders, such as oversight institutions, the general public,

businesses and NGOs. The indirect way through which government actions and decisions



become more transparent is via media's release of information. In the later form, a highly
transparent government supports media independence, and allows the voice of all
constituencies to be heard via all available online channels, such as NGO websites and
social media. A government that allows media freedom is more likely to be exposed by
journalists in questionable dealings with business entities. In contrast, a non- transparent
government is likely to have control over official media channels and to prohibit all non-
official channels, such as websites that reveal information about corruption. Such
governments may be highly corrupt but unlikely to be exposed in corrupt dealings by the
media. In that way, both channels of government transparency are correlated in their
effectiveness of revealing corruption. In other words, when a government reveals
accurate, timely and relevant to stakeholders information, the media will also provide
accurate and timely information via its channels.

This theoretical study views government transparency as an emerging institution. I
argue that transparency can initially increase corruption, under certain institutional
conditions, with a potential to decrease corruption in the long run. Thus, this essay both
challenges and complements the prevailing tenet that high government transparency
decreases corruption (Islam, 2006; Lindstedt & Naurin, 2006; Zhao et al., 2003).

The first essay offers several novel aspects. First, [ unbundle the generic theme of
government transparency into specific components more amenable to policy intervention,
such as proactive release of economic, policy and governance information, media release
of corruption news, and Right-to-Information laws. Second, I treat corruption as a
collective action problem, rather than an agency problem as the prevailing corruption

literature does. Third, I open the “black box™ of corruption by studying specific types,



such as business and grand corruption. Fourth, I focus on MNEs’ behavior and how that
behavior can affect their host country institutional environment — an important topic that
few international business scholars have examined (Kostova, et al., 2008; Kwok &

Tadessi, 2006).



Second Essay

Does the level of direct investment from MNEs headquartered in the Organization
for Economic Cooperation and Development (OECD) countries to emerging markets
depend on corruption distance between home and host countries, and on the nature of
firms’ technology?

The institutions of host and home countries are widely regarded as factors
affecting cross-border investment by MNEs (Ghemawat, 2001; Xu & Shenkar, 2002;
Dunning, 2009). A discord in the existing literature regarding the effect of corruption on
FDI warrants the undertaking of this study. Some studies have found corruption to
negatively affect FDI inflows (Habib & Zurawicki, 2002; Cuervo-Cazurra, 2006, Hines,
1995; Mauro, 1995; Wei, 2000; Voyer &Beamish, 2004), but others have found that
OECD countries' MNEs are undeterred by corruption in developing and emerging
economies (Henisz, 2000; Kolstad & Villanger, 2004).

The second essay posits that when technology-based MNEs decide to diversify
geographically, the amount of investment is a function of whether their technology is
disruptive vs. conventional technology, as well as the institutional distance between host
and home countries. I argue that high corruption distance leads to lower amount of
investment from MNEs pursuing disruptive technologies than from conventional
technology MNEs. On the other hand, low corruption distance has a positive influence on
the amount of investment from both disruptive technology MNEs and conventional
technology MNE:s.

I also study the role of legal institutions. Legal origin — the historical origin of a
given national legal system in the common law or civil law — accounts for differences in

countries’ legal institutions and financial development (Beck et al., 2003). The literature
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on the legal origins views countries as belonging to two different legal systems:
decentralized, market-friendly common law, and a centralized, government-friendly civil
law. The common law, originating in England, is associated with decision making by
juries and independent judges, with a significant degree of judicial discretion as opposed
to codes (Botero et al., 2004). By contrast, the civil law, based on the Roman law, and the
French and German codes of the nineteenth century, is characterized by less independent
judiciaries from the state, and a significant role of legal codes (Botero et al., 2004).
Logically, countries from different legal origins would develop different institutions for
business purposes: Common law countries tend to rely more on markets and contracts,
while civil law countries rely more on regulation and have a significant share of state
ownership. The separation of powers in the civil law systems is not as delineated as it is
in common | aw systems. Moreover, common law systems are inherently more adaptable
to changes than civil law systems. My dissertation builds upon these tenets of the legal
origins literature.

The literature on legal origins argues that legal traditions are linked to the strength
of property, creditor, and shareholder rights as well as a country’s level of bank and stock
market development (LLSV, 1998). Moreover, legal origins are linked to access to
external finance and growth (Demirguc-Kunt & Maksimovic, 1998, 1999). The existing
theory generally supports the idea that legal origins affect economic growth (La Porta et
al., 1997, 1998, 2000, 2008; Beck et al., 2005) and sets countries on different paths to
economic development. Economic growth requires investment. This dissertation builds
upon the established literature on legal origins and argues that a country’s legal system is
a factor affecting the level of investment by firms. To what extent does the legal

environment determine the strategic choices of firms investing in emerging markets? One
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should expect the strength of “isomorphic” tendencies to differ from one context to
another.

A country’s legal system is both associated with coercive power that supports
private contractual arrangements (Beck &Levine, 2008) critical to FDI decisions. The
law and finance rational choice neoinstitutionalists in the international business field
(LLSV, 1998, 2002; Durnev & Kim, 2005; Durneyv, et al., 2009) consider that the primary
mechanism of control over deviant behavior is coercion. The level of coercive pressure
depends, to a large degree, on the type of legal system — common law vs. civil law
(Glaser & Schleifer, 2002). Common law countries are generally perceived as having a
strong coercive power while French civil law countries are generally perceived as having
a relatively weaker coercive power and compliance with the law. More specifically, civil
law countries are found to have weaker shareholder protection rights (La Porta et al.,
1998). The rule of law is often used as a measure of the effectiveness of a legal system,
and its strength differs even among countries with the same legal system. This
dissertation studies the effect of these two elements of the home country legal
institutional environment — legal system and rule of law.

Closely related to the principal-agent literature on the rule of law (Becker, 1968;
Becker & Stigler, 1974; Rose-Ackerman, 1978) is the literature on corruption that views
corruption as unavoidable (Leff, 1964; DeSoto, 1989). Acemoglu and Verdier (2000)
develop an economic model explaining why corruption is unavoidable — necessary
government intervention in response to market failures often breeds corruption. Their
paper emphasized the role of government policy that modifies ex-post returns on ex-ante

corrupt behavior. Despite this emphasis on the role of government on corruption,
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Acemoglu and Verdier (2000) point out that private business also plays a significant role.
If private corruption has less scope for influencing ex-ante behavior, then corruption will
be less harmful (Acemoglu & Verdier, 2000). This dissertation builds upon the notion
that business plays an active role in the corruption equation.

The rule of law and a country’s legal system are both associated with coercive
power that supports private contractual arrangements (Beck & Levine, 2008) that are
critical to FDI decisions. The law and finance rational choice neo-institutionalists in the
international business field (LLSV, 1998, 2002; Durnev & Kim, 2005; Durnev, et al.,
2009) consider that the primary mechanism of control over deviant behavior is coercion.
The level of coercive pressure depends, to a large degree, on the type of legal system —
common law vs. civil law (Glaeser & Shleifer, 2002). Common law countries are
generally perceived as having a strong coercive power while French civil law countries
are generally perceived as having a relatively weaker coercive power and compliance
with the law. More specifically, civil law countries are found to have weaker shareholder
protection rights (La Porta et al., 1998). The rule of law is often used as a measure of the
effectiveness of a legal system, and its strength differs even among countries with the
same legal system. This dissertation studies the effect of these two elements of the home
country legal institutional environment — legal system and rule of law.

I argue that considering highly corrupt host countries (defined as the subset of host
countries with above average levels of corruption), firms from OECD countries invest less
when home country rule of law is strong. Similarly, firms from OECD countries with
common law systems invest less than firms from OECD countries with civil law legal

systems.



The intended contributions of this essay are theoretical, methodological, and
empirical. Theoretically, this study contributes to both the international diversification
literature and strategy by showing that the effect of home-host country institutional
distance is contingent upon the industry context. Moreover, the paper expands the finance
and law literature by testing the effect of home country legal institutions on FDI in
technology-intensive industries in the conditions of high corruption. The study also
contributes to the literature on environmental sustainability as it focuses on the renewable
energy technologies in particular. The empirical contribution of the second essay is based
on the utilization of FDI data per deal per firm that allows us to distinguish investments in
different technologies, while prior literature uses aggregate country- and firm-level FDI
data. The methodological contributions are related to utilizing a Bayesian analysis that has

been under-utilized in the international business literature.



Third Essay

The last essay titled “Who is Not Afraid of Corruption?: Effects of Emerging
Markets Government Transparency on MNEs’ Entry Decisions” builds upon the two
preceding essays and ties together the topic of this dissertation: “Government
Transparency, Corruption and Foreign Direct Investment”. Government transparency
allows those outside of the government to have a timely access to accurate information of
interest to them. While academic studies have devoted attention to the relationship
between government transparency and corruption (Islam, 2006; Lindstedt, 2006; Zhao,
Kim & Du, 2003; Bac, 2001; Cabelkova & Hanousek, 2004), this study expands the prior
literature by providing an integrated framework supported by empirical analysis to
account for the role of MNE corporations in that relationship.

Two additional gaps in the international business literature warrant the
undertaking of this project. The first is the paucity of empirical research on the impact of
emerging markets government transparency on the nature of FDI. The second is a lack of
comprehensive explanation of the contradictory findings of positive, negative and neutral
effect of corruption on MNEs’ investments abroad (Mauro, 1995; Cuervo-Cazurra, 2006,
Voyer and Beamish, 2004, Spencer & Gomez, 2010; Henisz, 2000; Kolstad & Villanger,

2004).

Informal networks and corruption can create major institutional challenges for
executives entering emerging markets. These challenges may be either eased or increased
with the increase of government transparency. Generally, MNEs’ transaction costs
related to search in corrupt countries could decline when government transparency

improves. Managers who are prone to engagement in corrupt transactions in order to
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obtain some desired benefit may identify with more ease ways to become part of the
informal networks and ways to succeed through corruption. Similarly, managers who seek
to avoid such interactions may know what organizations and, in some cases, which
individuals to avoid dealing with.

This benefit of transparency for non-corrupt MNEs dissipates when the host
country is corrupt because the population of available transaction partners would be
limited to transactions with a small number of non-corrupt entities. Thus, managers
dealing with only non-corrupt partners may miss on business opportunities that are
available to MNEs prone to corruption. The number of missed opportunities can be
significant because the proportion of non-corrupt entities in an emerging market riddled
with bribery, nepotism and favoritism is likely to be significantly smaller than the number
of corrupt entities. Furthermore, the costs for negotiation, monitoring and enforcement
will be significantly greater for those managers who are resistant to corruption because of
heightened perceived risks resulting from transparency’s potent power to shed light on
corruption. These risks are likely to be higher for firms originating in less corrupt
developed countries due to concerns of being caught, as a result of greater transparency,

in breaking their home country anti-corruption laws, such as the US FCPA.

In this last essay, I argue that in highly corrupt emerging markets, government
transparency leads to less investment from MNEs headquartered in relatively non-corrupt
countries. However, in less corrupt emerging markets, government transparency leads to
more investment from MNEs headquartered in relatively non-corrupt countries.
Moreover, I argue that due to high asset specificity, disruptive technology may carry

higher transaction costs than conventional technology for firms investing in emerging
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markets with a combination of high government transparency and high corruption. The
firm-specific assets of disruptive technologies are the source of a firm’s competitive
advantage and managers would be more reserved about releasing any information because
of concerns that inadvertently information can be misused by a corrupt local government.
I argue that, in corrupt host countries, emerging markets government transparency
decreases investment in disruptive technologies while it can increase investment in

conventional technologies due to reduction of search costs.

This essay intends to add to the nascent international business literature on the
effect of government transparency on managers’ foreign market selection decisions.
Experimental design and collection of proprietary data from MNEs’ top management
teams responding to scenario-based surveys contributes significantly to a better
understanding of the topic; the surveys generate data for variables that lack accurate

measures, such as managers’ propensity to invest in emerging markets.
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Chapter 1. The Pursuit of Government Transparency in the
Emerging Economies: Panacea or Pandora’s Box of MNE’s
Corruption?

“In reality the workings of your governing system are opaque and covert, while hiding in the
chattering spotlight of an ostensible transparency...”

Breyten Breytenbach, South African writer

1. INTRODUCTION

Corruption, the abuse of entrusted authority for private pecuniary, status or
influence gain (Ledeneva, 1999), is clandestine by nature. Government transparency —
the government’s provision of timely and reliable economic, legal, and political
information to all relevant stakeholders — is commonly believed by NGOs and supra-
national organizations (such as the IMF and the World Bank) to decrease the incidence of
corruption. In this paper, I argue that, on its own, government transparency can only
reveal the magnitude of corruption but cannot decrease it. Indeed, under some
circumstances, transparency can lead to an increase in business corruption. For example,
transparency can attract investment from MNEs prone to corruption. Thus, this paper
complements and challenges the prevailing tenet that an increase in government
transparency leads to a decrease in corruption at a national level (Islam, 2006; Lindstedt,
2006; Zhao, Kim & Du, 2003).

The IMF and the World Bank often condition the approval of financial loans to

developing and emerging economies on the adoption of higher government transparency



standards'. The countries of Eastern Europe and Eurasia provide the most striking
example in the implementation of this requirement. Prior to 1990, these countries were
the epitome of opacity. Today, these countries have a significantly higher level of clarity
in their economic policies, pro-active release of timely economic data, and more free
media that is able and willing to report on clandestine corrupt activities than ever before
1989.

Although conventional wisdom would suggest that increased government
transparency corresponds with a shift toward less corruption, the anecdotal evidence from
Eastern Europe and Eurasia suggests otherwise. Indeed, corruption has not improved
over the same period. For example, despite shifts towards government transparency after
the collapse of the communism, Uzbekistan and Russia have changed from countries that
had moderate problems with corruption into highly corrupt countries (Glinkina et al.,
2002), ranking 143 and 177 respectively in the 2011 CPI report” which ranks a total of
182 countries from cleanest to most corrupt. Moreover, in the same report, Bulgaria, an
EU-member country since the beginning of 2007, ranks 86 and fairs particularly poorly in
terms of business corruption. Ten years earlier, when Bulgaria was not yet compliant
with the EU transparency standards, the country was perceived as less corrupt according
to the TI measures. The undesirable change in level of perceived corruption is especially
puzzling considering that from 2009 to 2012, the number two man in the Bulgarian

government was Deputy Prime Minister and Finance Minister Simeon Djankov, a US-

" IMF transparency strandards include Article IV reports, which evaluate the macroeconomic performance
of all member countries, the production and publication of ROSCs, which assess members’ institutions and
the creation of the Special Data Dissemination Standards (SDDS) which sets common definitions for
macroeconomic data, minimum frequency and timeliness standards

® Transparency International, http://cpi.transparency.org/cpi2011/, accessed 6/19/12.



educated highly-cited governance scholar’ and a former World Bank economist,* who
pioneered the World Bank’s annual Ease of Doing Business Index Report, and
implemented favorable business policies in Bulgaria.

Based on the above facts, it becomes evident that, in some countries, with the
increase of government transparency we observe either a lack of change or even an
increase in corruption. Both sides of the corruption equation — government and
businesses — contribute to that outcome. Firms reconfigure resources (Martin &
Eisenhardt, 2010) to capitalize on opportunities in the environment and increase revenues
(Drnevich & Kriauciunas, 2011). International expansion into emerging markets
provides unprecedented opportunities to gain first mover advantages and build barriers to
entry. A defining characteristic of emerging markets is the existence of institutional
voids (Manikandan & Ramachandran, 2014; Khana & Palepu, 2000). Viewing
globalization as the driver behind increased government transparency in the emerging
markets, this paper asks the following research questions: what is the strategic response
of MNC:s as a result of a government transparency increase in countries with
weak/transitioning formal institutions? Moreover, how does the behavior of MNEs affect
the trajectory of corruption in the host countries the MNEs enter?

A few studies (Bac, 2001; Cabelkova & Hanousek, 2004) present fragmented
arguments in support of the perspective presented in this paper: transparency might have
divergent effect on corruption from the one suggested by the conventional wisdom.

Differently from these single-country studies, I argue that the effect changes over time.

3 http://ideas.repec.org/top/top.person.nbcites.html, accessed 6/19/12

4 http://voxeu.org/index.php?q=node/2496, accessed 6/19/12



Viewed through the prism of the neoinstitutional theory (DiMaggio & Powell, 1984;
Scott, 1995, 2008; Kostova et al., 2008), transparency is an emerging institution. I argue
that both formal and informal institutions coalesce to impact the effect of transparency on
corruption in emerging markets in such a way that business corruption initially increases.

Given that corruption worldwide diverts over one trillion dollars annually’,
studying the mechanisms that can decrease the damage is beneficial to future global
socio-economic development. The prevailing literature on corruption focuses on its
causes or consequences, rather than on the ways to combat it. In this theoretical paper, I
evaluate the effectiveness of transparency in the context of the emerging economies
which could be helpful to the international organizations whose common prescription of
increased government transparency as a panacea to corruption is yet to yield consistent
results across countries. Moreover, establishing a connection between the entry of MNEs
and the level of business corruption can lead to a due shift of the attention of policy-
makers to the behavior of MNEs and the way that behavior can affect the institutions of
the countries in which they invest.

Researchers have attempted to identify a number of universal transparency
dimensions (Gelos & Wei, 2005; Alt & Lassen, 2006; Hollyer, Rosendorff & Vreeland,
2011). These dimensions are often linked with different corruption outcomes. Thus, I
view the effect of three distinctly different key channels of government transparency on
corruption. These channels are (1) government’s proactive release of information to
international oversight institutions, (2) availability of leaked corruption information in the

media, and (3) government’s release of materials to the public upon request.

> “Six Questions on the Cost of Corruption with World Bank Institute Global Governance Director Daniel
Kaufmann’ http://web.worldbank.org/WBSITE/EXTERNAL/NEWS/



Broadly, the study examines the interdependence between formal
(political/legal/economic) and informal (cultural) institutions and how these institutions
can affect the behavior of MNEs, which in turn can influence corruption. This paper
comprises four sections: section (2) reviews the relevant theories, section (3) formulates
the hypotheses and provides supporting arguments, and section (4) discusses

contributions, limitations and future research opportunities.

2. THEORETICAL FRAMEWORK

This theoretical study synthesizes ideas from economics, political science,
sociology, and international relations to study global institutional issues and the role of
MNEs. More specifically, the paper focuses on how MNEs respond to the new globally
coordinated regulatory environment of government transparency and anti-corruption.
The theoretical perspective is neoinstitutional (Powell & DiMaggio, 1991; Scott, 1995,
2008; Kostova et al., 2008). Government transparency is viewed as an emerging
institution. The argument for transparency as an emerging institution finds theoretical
support in the literature on institutional change. Scholars have demonstrated that
institutions change, and that different types of institutions change at different rates
depending on whether they are formal or informal (Scott, 2008; Williamson, 2000; North,
1990; Campbell, 2004). Formal institutions, such as laws, policies and regulations, can
change exogenously and faster than informal institutions, such as normative and cultural-
cognitive elements (Scott, 1995). Embedded local informal institutions change slower
than formal institutions, and can constrain the effectiveness of formal institutional

development (Williamson, 2000).



The lack of change synchronicity between formal and informal institutions is
embedded in the nature of these two categories of institutions. By definition, formal
institutions are explicit and codified, consisting of political and economic rules, and of
contracts that govern property rights and transactions in a society (North, 1990: 47). In
contrast, informal institutions are tacit. They are “socially shared rules, usually unwritten,
that are created, communicated, and enforced outside the officially sanctioned channels”
(Helmke & Levitsky, 2006: 5). While formal institutions are enforced by the state,
informal institutions are supported by the society, and consist partly of socially-accepted
mental models that individuals use to interpret environmental information (Walsh, 1995).
As such, informal institutions are more deeply embedded in a society than formal
institutions (Keefer & Knack, 2005).

How does the difference between formal and informal institutions relate to
government transparency? An emerging market government is generally driven by
external international pressures to initially increase in government information’s quality
and quantity. After the Asian financial crisis in the 90s, the IMF touted transparency as a
solution to the emerging markets’ fiscal and economic problems (IMF, 1998) and made
the approval of economic help conditional upon an increase in a country’s government
transparency. Without strong external institutional pressures, strictly voluntary adoption
of new standards, whether in the form of government transparency or environmental
protection, is unlikely to promote superior organizational performance (Rivera, 2010).

Thus, at the early stages, emerging markets’ transparency is a regulatory
institution created by local governments in response to coercive pressures to comply with

international requirements. At this phase, the costs of increased transparency, including



collection and dissemination of information, are high, while the benefits are lagging,
ambiguous and indirect. In emerging economies, the new practice of information release
is in conflict with prior established practices of secrecy. Inertia could continue to guide
behavior, even in the best cases, where deliberate opacity is not an issue. Thus, in the
early stages of transparency, a “decoupling” — a gap between formal policies and actual
organizational practices (Meyer & Rowan, 1977; Kostova, 2008) — is likely to occur. In
other words, government officials’ positive actions significantly lag behind their
promises to adopt a greater commitment to transparency. As democracy matures and
government officials internalize their role(s) in the society as agents of the people, the act
of proactively increasing the amount and quality of timely, publicly available government
information can become normatively and cognitively institutionalized; hence,
government transparency may evolve over time into an institution that rests on all three
pillars of institutions: regulatory, normative and cognitive (Scott, 1995, 2008).

In emerging market economies, different coercive and normative institutional
forces coalesce and determine the success of the transition of government transparency
from an institution that is limited in scope to the regulatory pillar to one that extends
throughout the entire society. Coercive institutional forces can stem from the formal,
such as national and supra-national laws and regulations, and from the informal, such as
collective norms and organized crime. Informal institutional forces could stem from
national cultural characteristics. Moreover, mimetic forces could play a role in shaping
behavior of organizations.

Corruption is a normative institution that is in conflict with the regulatory

framework of the emerging market economies. Moreover, the interaction of corruption



with other informal institutions, such as cultural-cognitive elements, can strengthen the
persistence of corruption over time, and increase the gap between regulatory and
normative institutions related to corruption. Certain elements of culture, such as the
social acceptance of large distance between those in positions of authority and the general
population, known as “power distance” (Hofstede, 1990), are more closely related to
corruption than others. Moreover, this particular element of the cultural landscape is more
closely related to grand corruption rather than petty corruption. Petty corruption
generally refers to the use of small bribes and favors by ordered citizens or business
managers in transactions with low- to mid-level government bureaucrats. Such
transactions could include obtaining a building permit, driver’s license, customs
clearance, or water connection among others. Grand corruption, on the other hand, is at
the level of high-ranking government and business officials and “may influence the pace
and nature of private sector involvement and competition” (Kenny & Sereide., 2008).
For example, grand corruption includes large amounts of bribes, granting of contracts on
non-competitive grounds and state capture (Hellman, 1998; Jensen, 2002). The latter
stands for cases in which firms shape “the laws, policies, and regulations of the state to
their own advantage by providing illicit private gains to public officials” (Hellman &
Kauffman, 2001). Grand corruption is very harmful for the society at large since it
diverts significant resources for non-productive and ineffective uses (Rose-Ackerman,
2002; Jain, 2001). In this essay, I draw attention to the supply side of the grand
corruption equation — business corruption. Business corruption includes instances of

bribery, nepotism, cronyism, and state capture.



Corruption is ultimately a problem of collective action — a low probability of
citizen’s collective anti-corruption action in support of formal institutional change can
effectively reinforce the established informal institutional arrangements. Citizens have
the power to hold their elected government officials accountable for their unethical or
unlawful actions, once transparency reveals such actions. In publicly listed companies,
shareholders can hold corporate executives accountable as well. Collectively, citizens’
actions can strengthen the mechanisms by which the public can hold governments and
corporations accountable by raising awareness and compelling change. However,
endogenous collective action can occur if at least one individual “will find that his
personal gain from having the collective good exceeds the total cost of providing some
amount of that collective good” (Olson, 1965: 34). A key characteristic of collective
action is that the benefits from the collective good cannot be denied to anyone in the
group and, as a result, exploitation by the large group of the small group that takes action
occurs. This phenomenon is known as the group-size paradox that is rooted in the free-
rider problem. The free-rider problem worsens as the group size increases. While an
influential small group of individuals is dependent on the existence of corruption, the
group of people who are disadvantaged by corruption is large and dispersed (Bates,
1981). Thus, the endogenous emergence of anti-corruption collective action becomes
unlikely unless a society has in place institutions that would guarantee complementary
behavior by the majority (Ostrom, 1990). In the domain of corruption, for example,
endogenous collective action can arise only if there is an institutional arrangement
between organizers and followers that guarantees the organizers a certain level of

commitment from the rest of the citizens in support of their cause. Informal institutions



can play a significant role in that process. Common understanding of the group regarding
an issue, as well as beliefs and norms, can alter the balance in favor of collective action,
or reinforce the imbalance. It follows that if society-wide common understandings,
beliefs and norms that corruption is intolerable prevail, then the individual costs of
delivering the good can be lower, and some individuals might have sufficient incentive to
organize a social movement against corruption.

Drawing upon the tenets of the historical neoinstitutionalism, I argue that the
historical context matters and that society’s institutions are path dependent (North, 1990).
Historically, corruption tolerance is typical of the emerging economies. For example, in
Eastern Europe, the chronic scarcity of goods and services led to strong reliance on
personal connections and exchange of favors for gaining access to desired goods and
services. This practice continues to thrive in the transition period to free-market
economy despite the fact that basic goods and services have become abundant. Today,
when jobs, financing, and business opportunities are the new scarce items, the use of
favors has moved to the business practices sphere. Today, the practice of giving and
receiving favors in the transition economies can be defined as an exchange of outcomes
between individuals to accomplish business objectives, typically utilizing one’s
connections, that is based on a mutually understood cultural tradition, with reciprocity by
the receiver typically not being immediate, and the favor exchange being one which
would not be construed as bribery or otherwise illegal within that cultural context (Puffer
et al., 2012). In other words, the pre-1990 system of informal contacts and personal

networks which were used to obtain scarce goods and services has been monetized and
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has formed the foundation of modern day’s business corruption (Ledeneva, 2009) after
the privatization.

I focus on the role of “collusive” corruption between a public and a private entity
as opposed to “coercive” (Djankov & Sequeira, 2010; Ades & DiTella, 1999; Kwok &
Tadessi, 2006). Generally, corruption at the point of an MNC'’s investment decision is
collusive in nature, since the firm can opt out of investing and go to another market.
When engaging in collusive corruption, both private and public agents willingly
participate in the process and firms gain appreciable benefits such as lucrative
government concessions (Moran, 2003), contracts or favorable customs’ treatment
(Djankov & Sequeira, 2010). The size of the benefit is generally proportionate to the
amount of the bribe (Jeong & Weiner, 2012). MNCs can become a source of “spillover”
of corruption in a host country (Kwok & Tadessi, 2006) in a similar way that they can be
a source of “spillovers” of technological capabilities (Blomstrom & Kokko, 1998; Gorg
& Strobl, 2001).

The propensity of managers, as well as of government officials, to engage in
corruption increases when either one of the levels of three key factors — probability of
corruption detection, probability of punishment, and the severity of punishment — is low
(Rose-Ackerman, 1999; Sgreide, 2007; Kolstad & Wiig, 2007). Transparency has a
direct effect on detection, but it has no effect on the other two factors, which are strongly
associated with the strength of foreign bribery rule of law.

The same institution may have unexpected or even opposite effects when
interacting with different configurations of other institutions (Jackson & Deeg, 2008:

553). Anecdotal evidence suggests that beneficial technical solutions, such as increased
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government transparency and anti-corruption laws, applicable to developed world’s
context work well in emerging economies context only when normative institutions are in
alignment with the technical solutions, and the technical solutions are also in alignment
with the rest of the formal institutions of the country. Hence, piecemeal borrowing of
institutions may fail to generate the same sorts of efficiency associated with the initial
model (Streeck, 1996). In sum, understanding institutional complementarities has the
potential to explain the variation in the success of government transparency on curbing
corruption.

In the next section, I develop propositions that address how different channels of
government transparency — proactive release of economic, policy and governance
information, media reports on corruption, and laws giving rights to citizens to access
government information — can affect corruption. In sum, the propositions lead to the
conclusion that with an increase of transparency MNEs that have similar propensity to
engage in corruption as that of the host country will be most likely to invest long term.
Although the propensity of individual firms to bribe is unchanged by transparency,
transparency can increase pre-existing corruption by virtue of the larger number of
corrupt transactions taking place. Transparency can also institutionalize corruption by

widespread distribution of news about corrupt activities that remain unpunished.
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3. PROPOSITIONS

Proactive voluntary provision of information is typical of organizations that have
incentives to be transparent. For example, if a government’s performance is good, the
leaders benefit from disseminating favorable news as they stand to gain the approval of
their constituencies and increase the odds of being re-elected. On the other hand, a
government whose performance is unsatisfactory is likely to withhold information in
order to exploit information asymmetries and serve certain interests. Even if such
government provides information, the information is likely to be highly technical and
difficult to understand by the general public. This seems to be a factor that has hindered
the success of proactive disclosure of government information in conjunction with the
Extractive Industry Transparency Initiative (EITI)°. The EITI intends to create
transparency in resource-rich governments’ oil revenues in order to reduce corruption and
avert the resource curse. A fuel subsidy corruption investigation in Nigeria, one of only
13 EITI-compliant countries, demonstrates that the sector has remained largely non-
transparent’. The emphasis of the EITI on reporting government revenues, but
disregarding the need of reporting expenditures, appears insufficient in the fight against
corruption. Thus, when partially applied, proactive information dissemination by the
government can lead to a switch to alternative methods of corruption without having any

positive impact on the overall level of corruption (Kolstad & Wiig, 2008; Wykes, 2005).

® WWW. EITl.org

'y Look, “Nigerian Legislators Call for Prosecution in Fuel Subsidy Corruption” (Voice of America, April 26,
2012, http://www.voanews.com/english/news/africa/Nigerian-Legislators-Call-for-Prosecution-in-Fuel-
Subsidy-Corruption-149042685.html
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In this essay, I highlight the effect of government transparency on business
corruption and build upon several studies with unorthodox conclusions about the role of
transparency. Mattozzi and Merlo (2007) show that an increase of political transparency
corresponds with a decrease in the quality of politicians attracted because the individuals’
political skills will be observable to everyone in the market place. That would result in
the most skilled individuals being acquired by the private market which generally offers
higher compensation to the best than the compensation in public office. Gavazza and
Lizzeri (2009) argue that an increase in transparency of tax revenues leads to an increase
in wasteful spending by political parties when transparency of transfers is imperfect.
These scholars argue that if transparency of revenues stays low, taxation is inefficient
which, in turn, may reduce government spending. Angeletos and Pavan (2004) find
evidence that greater transparency of relevant public information leads to improved
coordination of agents in a collective action. However, coordination can lead to a
collectively good or bad action. In a more recent study, Bag and Pepito (2011) find
support for a similar hypothesis: transparency is double-edged also when it comes to
incentivizing firm employees as a collective. When the information disseminated across
the firm is about a success, the incentive for a team to complete a task increases while
when the information is about a lack of success, the effect is the opposite. In sum, all of
the above studies argue that more transparency could be harmful under some
circumstances.

Clearly, other factors besides host-country’s governmental release of information
to oversight institutions drive cross-border investment decisions. However, by increasing

economic, policy and governance transparency, the government reduces the cost of
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gathering country information for an MNE entering an emerging economy (Glennerster
& Shin, 2003) and therefore it reduces ex-ante transaction costs by decreasing
information asymmetries. Moreover, greater government transparency will lead to
clearer legal protection conditions that are beneficial to foreign investors as it reduces
uncertainty in case of conflict of interests (Zhao et al., 2003). Thus, government
transparency decreases MNEs’ ex-post transaction costs as well. Scholars have found
empirical evidence that government’s release of economic information attracts more
foreign portfolio (Gelos & Wei, 2002) and direct investment (Glennerster & Shin, 2003;
Zhao et al., 2003). These few studies indicate that more cross-border investment is likely
to flow to a country with a more transparent government, all other factors being equal.

However, those who enter the emerging markets are likely to be aware of the
existing weak formal institutions or of “institutional voids” (Khana & Palepu, 2005), as
well as of informal institutional arrangements, such as corruption. Thus, in the emerging
economies which are characterized by relatively high levels of corruption, government
transparency is likely to have a positive effect only on firms who are undeterred by
corruption. Drawing upon the institutions-based view of international business strategy
(Peng et al., 2007), I argue that certain institutions attract certain type of MNCs (Borsch,
2007; Cuervo-Cazurra, 2006).

By being transparent, the government would reveal whether a country’s anti-
corruption laws are ineffective but that by itself won’t reduce corruption (Vishwanath &
Kaufmann, 2002). For example, the Greek government revealed that during the 2004
Summer Olympics it entered in corrupt transactions with Siemens AG. That by itself did

not lead to reduction of corruption in Greece. In 2004, Greece ranks 49 while in 2014 it
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ranks 69 on the TI Corruption Perceptions Index that ranks countries around the world
from least corrupt to most corrupt. In comparison, countries commonly believed to be
relatively corrupt, such as Bahrain, Jordan and Saudi Arabia, rank 55 out of 174 countries
in the world.

In addition to government transparency, punishment is touted as a factor in
curbing corruption (Rose-Ackerman, 1999; Tanzi, 1998; Treisman, 2000; Kimbro, 2002;
Herzfeld &Weiss, 2003; Wu, 2009). This logic resonates with the work of Becker
(1968), Levitt (1997, 2004), Di Tella and Schargrodsky (2003) on the responsiveness of
crime to punishment. The likelihood of punishment when caught depends largely on the
effectiveness of anti-corruption laws.

Moreover, the punishment is of short-term nature and studies find that temporary
punishment regimes have no lasting impact on individual behavior (Banuri & Eckel,
2012). Well into the first decade of the new millennium, an ineffective international anti-
corruption rule of law creates the impression that perpetrators are free to do as they wish
without reprisal. Thus, a convergence to the “zero-enforcement” rule would imply an
increase in corruption, particularly among MNCs from low-corruption countries entering
the emerging economies (Fisman & Miguel, 2007).

Thus, MNEs that choose to enter the emerging markets are likely to have
capabilities to deal in weak formal institutional environments. These MNE:s are likely to
be content with or even seek to engage in corrupt activities that may bring them
appreciable advantages, such as restricted competition and increased economic rents.
This logic resonates with the empirical evidence that MNEs invest more in countries with

similar to their home country level of corruption — firms from corrupt countries are likely
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to invest in countries that are similarly corrupt while firms from clean countries are likely
to avoid corrupt countries (Cuervo-Cazurra, 2006).

Scholars have recognized that MNEs have the potential to affect the conditions in
their host-countries (Spencer, 2008; Kwok & Tadessi, 2006, Kostova et al. 2008).
Whether these effects are positive or negative is likely to depend on the environment of
the host-country, such as the structure of the economy and the availability of local
resources that determine the possibility of extracting rents (Malesky et al., 2015). Higher
rents that could be shared between investors and government officials coupled with weak
international institutions to punish corruption increase the level of host-country
corruption (Zhu, 2009). Other firms see bribery as a short-cut to overcoming the liability
of foreignness (Tanzi & Davoodi, 1998; Hellman, Jones & Kaufmann, 2002). More FDI
inflows create more opportunities for extracting rents by government officials, on one
hand, and, on the other, more opportunities for MNEs to earn higher profits. Thus,
initially corruption goes up with the increase of FDI (Bardhan, 1997; Kwok and Tadessi,
2006). Thus, seemingly paradoxically, internationalization can reinforce established
informal institutional arrangements and hinder the effectiveness of new policies,
regulations, and laws at the early stages of transition (Bardhan, 1999) due to the fact that
MNEs self-select into environments that are most hospitable for their non-market
strategies.

The above arguments, depicted in Figure 1, lead to the first set of propositions.
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Figure 1.
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Proposition 1(a): In emerging markets with high levels of corruption, greater
host-country’s governmental release of information to international oversight institutions
attracts more foreign direct investors who are likely to engage in corruption.

Proposition 1(b): In emerging markets with high levels of corruption, an increase
in inward foreign direct investment from corrupt MNEs causes an increase in host-

country’s business corruption.

Generally, freedom of the press is considered a necessary condition for curbing
corruption (Lindstedt & Naurin, 2005; Charron, 2009). Institutionalized press freedom
allows citizens, interest groups, NGOs, and scholars to receive accurate and timely
information on issues of social significance (J. Rivera, 2010). However, media freedom
is not exogenous to corruption; more corruption decreases media freedom. Strong
democracies with low corruption tend to have more freedom of the press than more
corrupt countries while dictatorial regimes tend to have the least press freedom®. Also,
the more the media reports on corruption, the more likely it is that people’s perceptions
would be that corruption is increasing even when actual corruption may be on the decline

(Razafindrakoto & Rouboud, 2010; Askari, Rehman & Arfaa, 2010).

8 http://en.rsf.org/press-freedom-index-2011-2012,1043.html
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On the other hand, the more information about high performing local
organizations’ engagement in corruption the media reveals, the greater will be the
mimetic isomorphic pressures on foreign subsidiary to offer bribes. Isomorphic pressures
on MNE:s arise within their organizational fields. An organizational field comprises the
set of organizations that, taken as a group, define a recognized area (DiMaggio & Powell,
1983: 148), based on continual interaction and mutual recognition among participants
(Phillips and Tracey, 2009). Mimetic isomorphism is driven by uncertainty and goal
ambiguity. When MNE:s face high level of uncertainty such as in emerging markets, they
tend to resort to imitation of the behavior of the local market leaders.

Furthermore, access to corruption information, particularly online, will decrease
the arbitrariness of corruption since the certainty regarding the size, target, and number of
corrupt payments necessary to obtain a desired benefit will increase (Rodriguez et al.,
2007). Consequently, a high degree of efficiency is attached to engagement with corrupt
officials, and MNCs’ costs of engaging in bribing an official in conditions of predictable
corruption would decrease. Hence, more information about corruption is likely to
increase the number of firms that know how to and that are willing to engage in
corruption (Cabelkovaa & Hanousek, 2004).

In countries with biased official media (Lewis, Williams & Franklin, 2008), the
full extent of corruption may not be revealed. To offset the deficiencies of the official
press, NGOs’ online publications and social media websites have appeared. For
example, WikkiLeaks, with its goal captured by the slogan “We open governments,” has
increased corruption transparency to a radical new level revealing the names of

government officials and corporate executives engaged in shady dealings. Other NGOs,
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such as Transparency International and Global Integrity, have missions to reveal the
extent of corruption around the world. Moreover, social media web-sites, such as “I paid
a bribe” and “Publish what you pay” can be a resource for clues on whom and how to
bribe in a corrupt country. For the local firms of any significant size, NGOs’ sites are
less likely to provide new information, since the vast majority of these firms have been
riddled with corruption. Thus, indigenous firms are less likely to change their propensity
to engage in corruption as more information on whom and how to bribe appears in the
media, because the media is not providing any new information to these local firms.
However, for MNEs considering a first entry in a country, these sites can be beneficial in
learning how to navigate a corrupt host-country environment. Media sources may
improve outsiders’ information about the identities of corrupt government decision
makers and thereby increase the incentive to establish “connections” (Bac, 2001).

As explained above, collective anti-corruption action depends on the social
intolerance of corruption that tends to vary across the emerging economies. Cultural and
historical similarities among the former communist countries are far from deterministic,
and nations have developed different attitudes towards corruption given the new
diverging realities they live in (Kauffman, 2005). For example, today all Eastern
European and Central Asian countries experience to some degree a cultural norm of
reliance on personal networks for private gain, but major differences exist among these
countries in terms of their experience with crimes far more disturbing than corruption.
Since the beginning of the transition to democracy, war has inflicted some of the

countries (Russia, Serbia, Kosovo, Bosnia and Herzegovina, Croatia, Georgia, Armenia,
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Tajikistan, Ukraine), and organized crime has become embedded in these and
neighboring states (Albania, Bulgaria, Romania, Belarus, Azerbaijan, Moldova).

Transparency can shed light on organized criminal activity and can push those
involved in crime to seek legitimacy in official businesses (Sokolov, 2004). However,
firms are strongly influenced by the conditions present at their founding, and
organizational characteristics acquired initially tend to be retained even as the
environment changes (Stinchcombe, 1965). The empirical evidence suggests that once a
person commits something highly unethical or unlawful, his/her brain develops a high
tolerance for such behavior and does not experience the feelings of shame and fear an
honest person would feel when committing an unrelated unethical act of less magnitude
(Mazar et al., 2008). Thus, the newly-legitimized businesses are content with unethical
and illegal acts and continue to rely on established closely-tied regional networks, while
substituting the use of force for rent-extraction with corruption. The society would
naturally prefer the lesser evil: corruption vs. extortion through “an offer you can’t
refuse.”

Furthermore, United Nations reports a clear upward trend in crime in Eastern
Europe, Central Asia and Latin America since the early 1980s. Organized crime and
corruption are symbiotic during periods of radical change or transition. During that time,
individuals fear that if they stand against corruption, they can become a target of the
criminal networks. Thus, crime exerts a coercive pressure on citizens in a way that it
increases their tolerance of corruption. No amount of whistleblower’s protection
legislation can protect those who become targets of organized crime. A handful of

individuals, such as Alexei Navalny in Russia, can find it worthy to risk their lives in
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order to organize collective action against corruption. Thus, in countries with high
organized crime, the tolerance of corruption will be greater and the organization of
collective action can become even more challenging than it would be in countries that do
not have organized crime.

Moreover, when formal institutional outcomes are inconsistent rather than
consistent with moral standards, people will be more likely to engage in deviant behavior
(Skitka et al., 2008). Formal institutional outcomes that oppose people’s moral standards
signal to perceivers that the system is flawed and possibly illegitimate. In these
circumstances, failure on the part of an institution to arrive at the correct moral outcome
should lead to a loss of faith in the system itself (Robinson & Darley, 1995). Nadler
(2005) found that people’s perceptions that a particular law was unjust led to greater self-
reported willingness to engage in law-breaking in a subsequent, unrelated context.
Similarly, people who believe they are living in a climate of corruption get corrupted
themselves (Bardhan, 1997: 1334). Clearly, social factors can have a strong effect on
behavior (Guiso, Sapienza & Zingales, 2004; Fisman & Miguel, 2007). It is indeed
logical to think that corruption can develop more easily when a society’s value system
considers corruption to be socially acceptable. Alternatively, if the citizens are organized
in their intolerance of corruption, then corruption will find it hard to flourish.

Based on the above arguments, it is evident that anti-corruption collective action
or the lack of such is not endogenous (Cling et al., 2014). Coercive pressure from
organized crime networks interacts with media’s role as a harbinger of change. The

result is stifled collective anti-corruption action. The lack of anti-corruption action
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creates a void in normative institutional pressures on business to resist corruption. On the

other hand, organized crime leads to an increase in business corruption as argued above.

Figure 2.
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Proposition 2a: In the emerging economies with high levels of corruption,
greater availability of corruption information in the media in interaction with high level
of organized crime decreases citizens’ anti-corruption collective action.

Proposition 2b: In the emerging economies with high levels of corruption, high
levels of organized crime increase business corruption.

Proposition 2¢: In the emerging economies with high levels of corruption, low

collective anti-corruption action leads to an increase in business corruption.

In the next proposition, I distinguish between two forms of corruption — petty and
grand — and argue that certain aspects of government transparency interact with a
country’s cultural institutions and lead to increase in grand corruption while they may

decrease petty corruption. Hillman, Keim and Schuler, 2004 suggest that formal and
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informal institutions bring elites from business and government together. The
government and corporate elite corruption is commonly referred to as grand corruption.
In comparison to petty corruption, grand corruption represents a more sophisticated form,
where the government transfers large financial benefits to private firms via policies,
contracts or concessions (Jain, 2001).

Information is believed to be an effective tool for collective action when other
individuals and organizations outside of the public sector have the right to request
whatever government documents they deem necessary and verify the information the
government selectively reveals. Accordingly, the international development agencies
have recommended to the emerging economies laws, known as the Right-to-Information
(RTT) laws, which guarantee the right of access to government files to a country’s
citizens, legal entities, and foreigners residing in a country. Today, over eighty countries
have RTI laws which are intended to allow concerned individuals to hold the government
accountable.” However, these laws allow for private (individual and business),
confidential and national security exceptions, which can breed more secrecy (Stiglitz,
1999). In some cases, these exceptions allow for a wide government and judicial
discretion to what information should be released in response to requests. For example,
the Bulgarian and Kyrgyzstan RTI Laws do not include a comprehensive list of

exceptions (Mendel, 2008) and allow for wide interpretations. Moreover, some countries

? http://right2info.org/
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have RTI laws that fail to provide for a public interest override and any internal and
administrative appeal in relation to requests for information.

In addition to loopholes, the political and bureaucratic temptations to control
information can hinder the success of RTI legislation. Although RTI laws intend to
compel government openness, officials can be unresponsive or even hostile to citizens’
inquiries. Mechanisms for enforcing the new law can be strained by a growing number of
complaints and limited government budgets. Moreover, the NGOs and media
unwillingness to migrate from “safe” forms of participation to those which involve
confronting powerful elites, let alone organize ordered people to analyze sensitive
information, have further undermined the RTI laws as a catalyst for collective action in
the fight against corruption (Jenkins & Goetz, 1999; Stiglitz, 1999). Thus, civil society’s
failure to curb corruption is due largely to the unwillingness of key actors to engage in
confrontation with the elite (Jenkins & Goetz, 1999; Klitgaard, 1991). This
unwillingness can be embedded in informal institutional arrangements as reasoned below.

How might informal institutions interfere with the effectiveness of government
transparency on curbing corruption? Researchers have made the point that culture is
related to corruption (Husted, 1999; Barr & Serra, 2010; Serra, 2006; Cameron et al.,
2009; La Porta et al., 1997; Fisman & Miguel, 2007; Uslaner, 2004; Lipset & Lenz, 2000;
Banuri & Eckel, 2012a; Treisman, 2000; Lambsdorff, 2006). After controlling for some
relatively stable informal institutional factors, Tang and Kaveos (2008) find that power
distance is the only dimension of culture that has an inverted U-curve relationship with
GDP per capita. In other words, scholars find support for the hypothesis that power

distance first increases and then decreases with (log) GDP per capita. Tang and Kaveos
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(2008) argue that in the transition economies where an increase of GDP per capita is
common, power distance will manifest itself more clearly in the initial stages of the
transition to democracy. Their paper sets the foundation for my arguing that power
distance’s effect on FDI will manifest itself more distinctly in the initial stages of
government transparency.

Power involves the ability of the powerful party to influence the outcome of the
powerless party (Dahl, 2005). The voluntary acceptance of the condition of
powerlessness relative to the powerful is known as power distance in the international
business literature. Power distance is defined as the degree to which members of an
organization or society expect and agree that power should be unequally shared (House et
al, 2004: 25). Of all dimensions of cultural institutions, power distance in particular
stands out as a variable consistently identified as affecting corruption directly. Husted
(1999) argues that people in cultures with high power distance are more likely to engage
in corruption. Kimbro (2002) reports power distance and individualism as related to
corruption after controlling for legal and monitoring variables. Lipset & Lenz (2000)
find empirical support from the World Values Survey and the CPI that “amoral
familialism,” which equates with Hofstede’s term of power distance, is linked to higher
corruption. La Porta et al. (1997) argue that a high degree of power distance decreases
trust among individuals, and that lower trust leads to higher levels of corruption.
Corruption will be particularly higher among the elite when they are held at different
standard of ethics from the lower classes.

Given its definition, power distance should be a factor in the variation of grand

corruption among countries. I argue that high power distance minimizes the level of
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scrutiny the middle and lower classes subject business executives and government
officials. The social acceptability of unethical behavior breads more unethical behavior
(Bazerman & Gino, 2012). Supporting evidence is found in the study by Cohen, Pant and
Sharp (1996: 58) who demonstrate that people from a high power distance culture would
be more likely to view questionable business practices as ethical than would people from
a low power distance culture. Takyi-Asiedu (1993) argues that in sub-Saharan Africa,
“scandals involving people in authority are, almost always, covered up as long as they
remain in power” (Takyi-Asiedu, 1993: 92).

Power distance is associated with both higher FDI and higher corruption
(Robertson & Watson, 2004). If, as reasoned above, a country scores high on the power
distance dimension of culture, then MNCs will feel safe engaging in grand corruption
and, as a result, cause an increase in overall host-country corruption. Thus, level of
power distance emerges as key factor in changing the composition of corrupt business
activities; while large power distance can facilitate an increase in grand corruption, large
power distance is unlikely to have positive effect on petty corruption -- a middle class or
low level bureaucrat would be vulnerable to the scrutiny of his middle class fellow
citizens regardless what the society’s power distance level is.

At the same time, for business, RTI laws can create an even-playing field for
outsiders to government contracting and concessions bidding, which are instances of
grand corruption. The laws can help businesses on the outside of the insiders circle to
develop knowledge how to write proposals, structure contracts, and develop sophisticated
kickback schemes (Moran, 2003). Firms might use the RTI laws to request prior

government contracts in order to imitate the tactics used by their competitors in winning
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these contracts. Contracts awarded on the basis of legal form of corruption will continue
to be replicated and structured in a similar way. Evidence of analogous behavior can be
found in the case of public disclosure of abnormally high executive compensation in the
United States and its contagious effect across the peer group’s compensation rate
(Faulkender & Yang, 2010; Bernstein et al., 2010; DiPrete, Eirich & Pittinsky, 2010). In
that case, tolerance for larger income inequality have fueled rising CEOs’ compensation
(Kaplan, 2008) which, in 2006, it has increased to 364 times the average work salary
compared to 42 times in 1980 (Walsh, 2008, p. 26).

Thus, the availability of detailed information from requested government
procurement documents places inexperienced-with-corruption local and multinational
firms at par with those “in the know.” MNESs detecting corruption are unlikely to report
it because of concerns for retaliation (Sereide, 2007; Francisco & Pontara, 2007). As
grand corruption remains largely non-transparent even under the RTI laws, it is likely that
corruption would concentrate at the top. Even in established democracies where
institutionalized mechanisms for governing and distributing public goods do exist, there
is still a danger of penetration of those state institutions by organized interests, a
phenomenon that is described as “state capture,” a form of grand corruption (Hellman &
Kaufmann, 2001). In contrast to the standard forms of corruption, grand corruption
represents a more sophisticated form, where large financial benefits are transferred to
private firms either via policies, contracts or concessions (Jain, 2001; Khana, 2004).
Lamsdorff (2005) finds that investors prefer grand corruption to petty corruption. The
scholar explains that grand corruption entails relatively smaller organizational effort,

which is attractive to the MNEs.
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Large power distance facilitates social tolerance to grand corruption, while RTI
laws provide loopholes for grand corruption, and opportunities to replicate it. My next

hypothesis reflects this interaction, as illustrated in Figure 3.

Figure 3:

Host Country
RTI Laws

Power Distance Grand Corruption
in h 4
Host Culture

A4

Proposition 3: In the emerging economies, RTI laws lead to an
+
increase in grand corruption when a host-country’s “power distance” is large, all else

being equal.

An increase in grand corruption can lead to an overall increase in a country’s
corruption level even when country’s petty corruption declines. As the RTI laws become
internalized and conscientiously implemented by the emerging economies, however, it is
possible that the laws can lead to overall lower levels of corruption in the long run. These
laws, along with proactive information dissemination by the government and corruption
whistle-blowing in the media, form the tripod of government transparency relevant to
corruption. This transparency is an element in a complex local and international
institutional system, and depending on the behavior of social and economic actors,

available information can be either panacea or Pandora’s Box of business corruption.
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4. CONCLUSION

The majority of anti-corruption instruments recommended by supra-national
agencies are law-infringing instruments from the developed countries’ context, while
norm-building considerations have been largely absent (Mungiu-Pippidi et al., 2011).
This conceptual study examines the importance of normative institutions, and of their
combinations with regulatory institutions, as opposed to direct effects, on corruption. I
view institutions as systemically interdependent configurations, rather than in isolation
(Aoki, 1994). I build upon the established view that cultural norms and legal enforcement
are both important determinants of corruption (Fisman & Miguel, 2007). The paper
offers a set of arguments about how an increase in host-country government transparency
can attract MNCs with higher propensity to engage in corruption and how, in turn, the
MNCs’ behavior can affect the level of host-country corruption. I argue that although
government transparency can increase the probability of corruption detection, it can also
increase the number of corrupt MNEs entering the country. Thus, the “dirty” effect can
outweigh the detection effect. Moreover, despite the detection effect corruption
information in the media can have, it can also have a “connections” effect, and the latter
can be stronger than the former. In addition, the detection effect of laws requiring
governments to release information upon request would be negligible when these laws
are applied partially. Partial application of government transparency does not decrease
overall business corruption but simply leads to a shift from one form of corruption to
another. Complete transparency is impossible due to costs issues, and undesirable due to

security issues. The challenge of democratic governments is to find the right balance.
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Given the paucity of prior research on the topic, the study makes several
significant contributions to the literature and to policy development. First, this essay
studies a less examined question in institutional theory, namely, whether MNEs affect
their institutional environment. Second, I find a novel application of institutional theory
by presenting a case for government transparency as an institution. Third, I treat
corruption as a collective action problem, rather than an agency problem, which is the
prevailing paradigm in the corruption literature. Fourth, this essay challenges the tenet
that government transparency decreases corruption. Fifth, it opens the ‘black box’ of
corruption by studying specific types of corruption, such as business corruption and
“grand” corruption. Lastly, my research unbundles the generic theme of government
transparency into specific components more amenable to policy intervention.

Dominant anti-corruption measures, embedded in "economic" principal-agent
understanding of corruption, which suggests governance, surveillance, enforcement, and
reporting as key ingredients in the fight against corruption, are not as successful as
previously thought. Most anticorruption instruments recommended by international
agencies to the emerging economies are law-infringing instruments borrowed from the
developed countries context, while norm-building considerations have been largely
absent (Mungiu-Pippidi et al., 2011). Moreover, the emphasis has been predominantly
placed on the demand side of corruption, while the supply side has been largely viewed
as the victim of corruption, particularly when it comes to international business. The
study implicitly indicates that in order to decrease corruption, more attention needs to be
paid to MNEs’ practices of using corruption as non-market strategy. The anti-corruption

community is against powerful natural forces and in order to counteract them, the
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practitioners need similarly powerful mechanisms. This paper outlines a few of them.
The emphasis ought to be placed on the interaction of transparency with legal, normative
and cultural factors. Moreover, organized crime should be targeted while raising
transparency requirements. As high quality data becomes available, this conceptual essay

will benefit from evolving into an empirical paper.
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Chapter 2. Foreign Direct Investment and MNEs’ Strategic
Response to Corruption Distance: Evidence from the Energy
Sector

1. INTRODUCTION

Does direct investment inflow from MNEs headquartered in developed countries
to emerging markets depend on the corruption distance — the degree of dissimilarity in
level of corruption between home and host country — and the nature of the firms’
technologies? The institutions of host and home countries are widely regarded as factors
affecting cross-border investment by multinational corporations' (MNEs') (Ghemawat,
2001; Xu & Shenkar, 2002; Dunning, 2009). Institutions are all humanly devised
constraints that structure political, economic, and social interaction. These institutions
can be formal or informal (North, 1990). Formal institutions, for example, consist of
laws, regulations, and policies. Formal institutions are codified while informal
institutions, such as corruption, are based on common understanding and beliefs.
Emerging market countries are characterized by weak formal institutions and strong
informal institutions fill in that gap. In contrast, in the OECD countries, despite intra-
group variations, strong formal institutions generally prevail. Thus, foreign direct
investment (FDI) decisions are shaped by the pressures that informal and formal
institutions exert on MNEs (Spencer & Gomez, 2011). Informal institutional distances
are challenging for MNEs (Cuervo-Cazurra & Genc, 2011; Estrin et al., 2009). At the

same time, formal institutional distances, and in particular those between legal
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institutions, present an increased risk for MNEs because of the differences in contracts
negotiation and enforcement in weak institutional environments (Henisz, 2000; Meyer et
al., 2009).

This essay addresses a research question regarding the role of home country legal
institutions in the relationship between host corruption and FDI to emerging markets. |
argue that the effect of host country corruption on FDI depends on the coercive power of
home country legal institutions. The study posits another primary research question:
Does an MNE’s financial commitment for equity investment into an emerging market
depend on the corruption distance between home and host countries, and the nature of the
firm’s technology? I argue that the degree to which MNEs invest in emerging markets
depends on the interaction between corruption distance and whether the technology a
MNE leverages -- disruptive vs. conventional technology. In this study, disruptive
technology is characterized with a paradigm shift from the conventional technologies that
are established within the firm’s industry. Conventional technology is defined as a
technology that is well-established and has been incrementally improved over a long
period of time.

A discord in the existing literature regarding the effect of corruption on FDI
warrants the undertaking of this study. Some studies have found corruption to negatively
affect FDI inflows (Habib & Zurawicki, 2002; Cuervo-Cazurra, 2006; Hines, 1995;
Mauro, 1995; Wei, 2000; Voyer & Beamish, 2004; Habib & Zurawicki, 2002). At the
same time, other studies have found that OECD countries' MNEs are undeterred by
corruption in developing and emerging economies (Henisz, 2000; Kolstad & Villanger,

2004). My research intends to complement the existent literature by offering an
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integrative approach to the effect of institutions on technology-based FDI. Differently
from the majority of prior literature on the effect of corruption on FDI, I analyze the
effects of corruption distance as opposed to host country corruption. This study examines
the effect of institutional distance -- the degree of dis-similarity between home and host
countries’ institutions (Kostova, 1999). I focus on investment from developed countries
into emerging markets. I argue that both formal institutional distances, such as
differences in legal systems, and informal institutional distances, such as differences in
corruption, matter.

Furthermore, this study contributes to the literature by arguing that a more
nuanced investment flows treatment is needed in order to understand the divergent effects
of institutions on FDI across firms and industries. I test this argument by distinguishing
between disruptive and conventional technologies. Legal institutions play a key role in
facilitating monitoring and mitigating information asymmetries in international business
transactions, whether they involve disruptive or conventional technology. Each country
has different legal arrangements that shape its legal system. Developed countries fall into
two main legal system categories — common law and civil law systems. These two legal
systems reflect the legal origins or prior choices about the role of the state. Civil law legal
systems generally grant more power to the state while common law legal systems generally
limit the power of the state and empower the private sector. The complexity of each legal
system adds to the importance of this topic and warrants further research on the effect of
legal institutions on MNEs’ amount of investment in conditions of high corruption.
Heterogeneity within each of the two groups of countries exists in terms of the coercive

power of the legal system. Thus the strength of the rule of law is also utilized in this study to

35



measure the effects of home country legal institutions on firms’ propensity to engage in
corruption abroad.

Moreover, this study is interested in the effectiveness of supra-national legal
institutions. The OECD Anti-Bribery Convention of 1999 and the U.S. Foreign Corrupt
Practices Act of 1977 extend across national borders. By using the energy sector as a
context, the paper also studies the effectiveness of sustainability-focused supra- national
institution, namely the United Nations Framework Convention on Climate Change
mandate for transfer of environmentally sound technologies from developed countries to
emerging economies. Thus, this study also contributes to the literature on firm’s
sustainability strategies in addressing the likelihood of firms with environmentally
sustainable radical technologies to invest in emerging markets.

In addition to sustainability, renewable energy technologies are associated with
disruptive technologies because they allow for a new business model that could replace or
make obsolete conventional energy technologies. Studying corruption in the energy sector
is important in light of the fact that economic development is dependent on the provision
of energy in a cheap and reliable way. Business growth and people's standards of living
rely on the energy sector with its enormous global network of oil and natural gas wells,
pipelines, liquefied natural gas (LNG) terminals, refineries, coal mines, power plants, and
transmission lines. The worldwide demand for energy is growing, with most of the
growth coming from non-OECD countries; the U.S. Energy Information Agency's
International Energy Outlook 2014 Report projects the demand from that group of

countries to be significantly higher than the demand from the OECD countries, and to

grow substantially over time, from 47% in 2010 to 63% in 2040." In particular, non-
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OECD Asia and the Middle East account for 85% of the total increase in world liquid

fuels consumption’. These trends precipitate the study design -- the subject of interest is
investment flows to only non-OECD countries/emerging markets.

The projected increase in energy consumption in emerging markets amplifies
existing concerns over climate change. Climate change is a key driver of a transition to a
new energy system that will rely to a greater degree on renewable resources. As a result,
worldwide new annual investment in clean energy has increased from $39.5 billion in
2004 to $249.4 billion in 2013 and include all biomass, geothermal, and wind generation
projects of more than 1 MW; all hydro projects of between 1 and 50 MW; all solar power

projects, with those less than 1 MW; all ocean energy projects; and all biofuel projects

with an annual production capacity of 1 million liters or more.’ Despite the investment
increase in renewable energy sources, the renewables account for roughly 20 percent of
electricity generation today."

The majority of investment continues to flow to the conventional energy sources,
led by the oil and gas industry. In the latter group of industries, bribery, a manifestation of
corruption, is the third highest among the 19 industries listed in the Transparency
International (TT) Bribe Payers Index 2008. Numerous high-profile corruption cases of
OECD countries’ MNE:s in the oil and gas industry provide anecdotal evidence to the
industry’s ranking in the TI Bribe Payers Index. These cases are detected despite the
clandestine nature of corruption and occur after the adoption of the OECD Bribery
Convention in 1999: ExxonMobile in Kazakhstan (2001), Statoil in Iran (2004), Shell in

Nigeria (2004) and Russia (2008), KBR/Halliburton in Nigeria (2009), and Alstom S.A.

10 http://www.eia.gov/forecasts/ieo/electricity.cfm
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in Indonesia, Saudi Arabia, Egypt, Taiwan and the Bahamas (2014). Eni, Total, Marathon
Oil, Exxon Mobil, ConocoPhillips, and Occidental Petroleum Corporation have all
confirmed Libya-based SEC corruption probes related to operations between 2008 and
2011.

The disproportionally large number of corruption cases in the oil and gas industry
and the TI Bribe Payers Index indicate that differences exist among industries in the level
of corruption. However, the literature has not provided empirical evidence in support of
this observation. This paper builds upon the fact that some aspects of the energy sector,
such government involvement and regulation, makes it susceptible to corruption. By
looking at segments of this single economic sector, I hold many of these aspects constant
and look specifically at the role of conventional vs. radical technology.

Corruption — the abuse of entrusted authority for private gain (Transparency
International) — undermines economic progress by distorting the rule of law and
weakening a nation's institutional foundation. This perspective implies that corruption
can undermine favorable institutional factors, such as government policies targeted to
increase FDI to renewable energy sources. Some forms of corruption may be legal or the
law may provide significant loopholes and room for interpretation. An example of a legal
form of corruption is favoritism in procurement where a transparent and level playing
field may be absent, without necessarily involving illegal bribery (Kauffman, 2004).

This study is organized in four sections. Section (2) reviews institutional theory
literature, defines the study’s concepts, develops theoretical arguments and formulates
hypotheses; section (3) describes data, methods, and empirical results; and section (4)

concludes with contributions, limitations and potential for future research.
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2. THEORETICAL FOUNDATIONS

Concepts’ Definitions and Literature Review

Firms within a country tend to be similar in terms of technological capabilities
(Kogut & Almeida, 1999; Spencer, 2003) This is partly a result of the persistence of
cross-country competitive differences in their prevailing technological capabilities over
long periods of time (Kogut, 1991). Thus, nations tend to have competitive advantages in
certain technologies and industries, in which they are relatively better than the rest of the
world. Similarly, firms within industries with country-specific advantages often have
competitive advantages over their foreign rivals. Generally, MNEs chose to enter
countries in which the MNEs believe that they can have competitive advantages over
rivals (Spencer & Gomez, 2004). Because of institutional advantages embedded in the
structure of developed countries, firms from the EU and the US as well as from other
developed countries, have technological competitive advantage (Jaffe et al., 2002: Popp,
2006; Johnston et al., 2010) over emerging market firms. Emerging markets are
characterized by unpredictable government actions (Wells, 1983), highly informal
institutions (Jutting et al., 2007), and poorly functioning formal institutions (Khanna &
Palepu, 2000). In this study, emerging markets are considered those countries that are
not developed countries.

Firms from developed countries investing in emerging markets are exposed to a
“liability of foreignness” (Zaheer, 1995) — the disadvantages or additional costs borne by
MNEs in a host country that local firms don’t incur. Developed countries’ MNEs
investment in emerging markets is associated with numerous liabilities of foreignness

largely due to significant differences in the institutional environment.
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Institutional theory (DiMaggio & Powell, 1983; Scott, 1990, Kostova & Dacin,
2008) adds explanatory power in answering questions related to location choices for
firms’ international diversification. Institutions are defined as “the rules of the game”
(North, 1991: 97). Institutions provide a structure to everyday life (North, 1990: 3), and
reduce some of the uncertainties encountered by MNEs. However, the existence of
multiple institutional environments within which an MNE operates adds an extra level of
complexity. This complexity stems from the fact that MNEs are exposed to multiple
sources of authority (Sundaram & Black, 1992). In conditions of high institutional
distance, MNEs rely on their ability to mitigate the negative impact of large distance in
order to support their competitive advantages (Xu & Shenkar, 2002).

This study is grounded in institutional theory and borrows from both old and neo-
institutional frameworks. Today, three main levels of institutional analysis prevail in the
institutional literature: a macro-societal level, a field-level, and an organizational level
(Scott, 1995: 55-57). At the macro level of institutions, this study examines the role of
both formal (legal systems and rule of law) and informal (corruption) institutions. Legal
systems have been found to have significant impact on firms’ investment (Acemoglu &
Johnson, 2003; Asiedu, 2006) and disclosure levels across countries (Hope, 2003). A
legal system is the system of creating, interpreting and enforcing laws. Legal systems
differ across countries, and most countries fall in one of two major categories of legal
systems — common law and civil law systems. Unlike civil law systems, common law
systems do not rely on a comprehensive compilation of legal rules and statutes, and are
largely based on precedents, which are the judicial decisions that have already been made

in prior cases. The precedents to be applied are determined by the presiding judge. As a
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result, judges have an enormous role in shaping the law in the US and Britain, both of

which are major common law countries.’ Countries with civil law systems, such as the
majority of the countries in Europe, have comprehensive legal codes, continuously
updated by voting of elected officials. The judge works within a framework established
by a codified set of laws, and interprets as they apply to each case (Perry, 2000).

A country’s legal system’s efficiency can be measured by its rule of law (Asli et
al., 2005). This essay defines the rule of law as “a principle of governance in which all
persons, institutions and entities, public and private, including the State itself, are
accountable to laws that are publicly promulgated, equally enforced and independently
adjudicated, and which are consistent with international human rights norms and
standards” (The UN Secretary General Report: The rule of law and transitional justice in
conflict and post-conflict societies, 2004). The rule of law captures people’s perceptions
of the quality of contract enforcement, property rights, the police, and the courts, as well
as the likelihood of crime and violence.™ The strength of rule of law is different across
countries even with the same legal system, and it is found to result in different propensity
of managers to investment (Brunetti & Weder, 1998). For example, instances of the rule
of law, such as predictability of laws and policies, reliability of the judiciary, and the
security of property rights, are found to matter to investors across countries (Brunetti &
Weder, 1998).

Lisa Bernstein (1992) points to shortcomings of the American legal system, and
argues that the inefficiency of this system makes legally unenforceable private agreements
preferable in some industries, such as the global diamond industry. The private regime
can survive if it is Parreto superior to the legal system and governed by trust and

reputation. Bernstein (1992) argues that if an industry, such as the global diamond
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industry, was governed only by legally enforceable contracts, the outcome would be
frequent breach of contracts. Legal institutions may not only shape the nature of
dominant governance problems in different countries, but may also influence the efficacy
of firm-level governance solutions (Chahine et al., 2012).

Legal institutions, such as the rule of law, support private contractual
arrangements (Beck & Levine, 2008). Managers will choose the lowest transaction costs
solutions. In the realm of FDI, firms will choose the lowest transaction costs exchanges
given their firms’ resources and capabilities (Cantwell, 1991; Kogut & Zander, 1993;
1996; Anderson & Gatignon, 1986; Oxley, 1997). Firms’ capabilities include functional
skills, such as supplier and distributor know-how, and cultural capabilities, such as ability
to manage change or adapt to different cultures (Hall, 1993) or national systems of

governance.

In addition to addressing the role of formal institutions, such as the rule of law, on
FDI, this essay examines the role of informal institutions, such as corruption. Corruption,
the abuse of entrusted authority for private gain is institutionalized in some countries
(Spencer & Gomez, 2011; Collins & Uhlenbruck, 2004). Many scholars view corruption
as coercive, while this study views corruption between MNEs and government officials as
collusive (Djankov et al., 2004). Generally, corruption at the point of an MNE’s cross-
border investment decision is voluntary, since the firm has the option to opt out of
investing and go to another market. When engaging in collusive corruption, both private
and public agents willingly participate in the process, and firms gain appreciable benefits,
such as lucrative government concessions (Moran, 2003), contracts or favorable customs’

treatment.
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The propensity of firms to engage in corruption is high when the probability of
corruption detection, and the probability and severity of punishment, are low. The
propensity of government officials to engage in corruption increases when their power is
relatively unrestricted by the legal system and by the civil society. However, civil
society’s political engagement, as commonly measured by participation in free elections,
does not manage to solve the problem of corruption. In essence, there are more
democracies than autocracies among systemically corrupt countries.

The findings of Rogriguez et al. (2005) indicate that the higher the pervasiveness
of corruption in a host country, the higher the likelihood that an MNE from an OECD
country will chose trade instead of FDI. A country’s level of pervasive corruption is
reflected in the Transparency International (TI) Corruption Perception Index (CPI). For
this reason, TI CPI is used as a source for the independent variable “level of corruption”
in the empirical tests of this study. From this point on, any reference to “corruption” in
this study equates with pervasive corruption in particular. The widely used perception
indicators, such as TI CPI, measure not only illegal corruption, which is only a small part
of the overall corruption, but also legal corruption such as nepotism and favoritism;
hence, their insensitivity to change after the adoption of the OECD Bribery Convention,
and despite the extra-territorial nature of the US Foreign Corrupt Practices Act (FCPA).

Foreign direct investment flows to the emerging markets have increased
significantly over the past 15 years. Based on the IMF classification, this group of
countries is characterized by lower per capita income and limited integration in the global
financial system. Thus, to finance the growth in their energy sectors and economies in

general, these countries are likely to seek foreign investment as a complement to domestic
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investment and foreign aid. The UNCTAD 2011 report indicates that in the preceding
decade (2001-2010), FDI inflows had been the most important external capital flows for
the least developed countries exceeding foreign portfolio and other investments
combined. The same report states that global FDI flows equal $1.24 trillion or roughly 15
percent of the total gross domestic fixed capital formation and developing and emerging
economies absorbed more than half of FDI inflows in 2010. In 2014, the FDI inflows
share of emerging economies reached a record of 56% of worldwide FDI. ™"

The ownership-location-internalization (OLI) framework, proposed by Dunning
(1977) and widely accepted in the FDI literature, formulates a rationale for MNE’s
investment abroad. When a firm’s ownership of assets along with the host-country’s
attributes, such as resource endowment and favorable policies, make investing abroad
more profitable, and when direct control is preferred to arms-length transactions, then a
firm engages in FDI. The International Monetary Fund (IMF) operationalizes the concept
of FDI and defines it as a cross-border investment, in which a resident in one economy
acquires a lasting interest in an enterprise in another economy. This implies that once a
multinational has invested in a foreign market, disinvestment is costly (Jensen, 2003).

MNESs’ international expansion is driven by the need to search for economies of
scale, and to take advantage of growing markets; by the need to ease logistical challenges
associated with exporting large components; and by the need for adapting to local
conditions (Dunning, 2000). Political credibility, positive relationships with central and
local government officials, and financial incentives are critical factors (Jensen, 2003;
Frynas et al., 2006) for the success of a foreign subsidiary.

In addition, the presence of corruption distance affects MNEs’ FDI decisions.
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Cuervo-Cazurra (2009) determines that not only the size of the corruption distance, but
also its directionality matters to FDI decisions in such a way that firms from countries
with strong formal institutions, such as the developed countries, will invest less in
countries with weak formal institutions. Corruption distances are found to have an effect
on FDI in such a way that large distances between developed countries, which are
generally perceived as less corrupt, and the emerging countries, which are generally
perceived as more corrupt, lead to less FDI to the latter group of countries (Cuervo-
Cazura, 2006; Habib & Zurawicki, 2002). This essay builds upon these findings on
corruption distance as well as on the established corruption and FDI literature.

In this study, technology is defined in the sense of knowledge (Singh, 2008; Kogut
& Zander, 1995; Jaffe et al., 1993; Knott et al., 2009; Martin & Solomon, 2003; Peterson
et al., 2009; Sapienza et al., 2006; Peterson & Lyles, 2009; Kogut, 1991). I consider
knowledge as the critical resource of firms (Tallman & Phene, 2007). Thus, any instance
of FDI reflects the introduction of technological knowledge to a host country. A
technology could be either disruptive, or conventional.

The concept of disruptive technology (Christiansen, 1997) is closely related to the
Schumpeterian term, “creative destruction” (Schumpeter, 1942). Disruptive technology is
technology that creates a new business model and value chain, and tends to gradually
displace an existing technology. Conventional technology, as opposed to disruptive,
sustains existing technology through incremental innovation, and in time becomes
threatened with extinction by disruptive technology. A sustained competitive advantage,
based on a particular technology, could become a competitive disadvantage if exploited

with disregard to breakthrough innovations. Disruptive technology breakthroughs are
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usually the result of recombining knowledge from different sectors.

Established firms leading in conventional technologies should develop their
innovation strategies with an awareness that sustained competitive advantage is difficult
to maintain. When successful firms employ exploration for new technologies
simultaneously with exploitation of existing technologies, these two different objectives
compete for firm resources. The process for achieving these two objectives generally
entails implementing product/technology diversification along with geographic
diversification. This paper posits that when technology-based MNEs decide to diversify
geographically, their location decision is a function of the technology type (disruptive vs.

conventional) of the firm and the institutional distance between host and home countries.

Hypotheses

The institutional distance between an OECD country and an emerging market
affects managerial decisions (Xu & Shenkar, 2002; Berry et al., 2010). This is due to the
fact that firms are embedded in the institutional environment of their home country and
their behavior reflects that environment even after they have expanded internationally
(Spencer & Gomez, 2011; Pinske & Kolk, 2012). In the context of corruption, home
country anti-corruption institutions are associated with level of MNEs’ investment to
emerging markets (Cuervo-Cazurra, 2006; Habib & Zurawicki, 2002). The negative
impact of corruption on FDI is more significant for countries that have signed the OECD
anti-bribery convention. Cuervo-Cazurra (2006) demonstrates that high corruption results

in relatively lower FDI from countries that have signed the OECD convention. Indeed,
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although corruption has a negative impact on FDI because of the additional uncertainty
and costs, such costs vary depending on the country of origin due to differences in home
country legal restrictions on corruption (Cuervo-Cazurra, 2006). Therefore, I argue that a
firm’s investment into a highly corrupt host country will vary depending on its home
country legal system.

The coercive pressures of legal institutions are among the strongest environmental
pressures confronted by MNEs (Rosenzweig & Singh, 1991). Given the relatively weak
formal institutional pressures MNEs face in emerging markets, the legal institutions of the
home country will likely impose the strongest pressure on firms’ decisions to invest or not
in markets with high corruption. I consider two aspects of the legal environment — rule of
law, and the type of legal system present in the home country.

Legal institutions, such as the rule of law, support private contractual
arrangements (Beck & Levine, 2008). When strong rule of law conditions apply, similar
actions should yield similar legal outcomes regardless of the entity the outcome is applied
to. When a country embraces a strong rule of law, people can generally expect
predictable results from the legal system of their country. In that vein, the law and finance
rational choice neo-institutionalists (LLSV, 1998, 2002; Durnev & Kim, 2005; Durnev, et
al., 2009) consider that the primary mechanism of control over deviant behavior is
coercion. The level of coercive pressure depends to a large degree on the type of legal
system — common law vs. civil law (Glaser & Schleifer, 2002). Common law countries
are generally perceived as having a strong coercive effectiveness while French civil law
countries are generally perceived as having a weaker coercive effectiveness (La Porta et

al., 1998).
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A legal institution is one mean by which the people of a society settle disputes and
counteract abuses of the rules (Bohannan, 2009). Informal institutions, such as customs
and norms, may influence and drive a change of a legal system. On the other hand, the
legal system can suppress an established informal institution, such as corruption. With
globalization and technological change, new conditions appear that may require new
legalization that could conflict with established norms and old laws. Common law, due to
the more flexible structure of the legal system, adjusts sooner to these environmental
changes than statutory civil law. Thus, in civil law countries, changes of the laws can lag
significantly behind changes of the laws in common law countries due to their historically
different legal structures.

Moreover, the civil law legal system allows for substantial discretion that can
lower its coercive power relative to legal systems that are based on more certainty.
“L'Etat, c'est moi.” (Louis IV, Address to the Parliament of Paris, 13 April, 1655),
meaning “The state is me,” is a quote that epitomizes the discretionary power vested in
the hands of individuals at the top of the state power. In the context of corruption, the
implication is that the coercive pressure to refrain from corrupt activities abroad will be
stronger on firms from common law countries than it will be on firms from civil law
countries.

Contrary to the prevailing conclusion of a negative impact of host country
corruption on FDI, some studies have found either no association or the opposite effect.
Based on a sample of U.S. multinational firms, Henisz (2000) finds that corruption is not
significantly related to FDI. More recent studies (Spencer & Gomez, 2011) suggest a

more nuanced relationship between home corruption and FDI concerning MNEs from
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home countries participating in the OECD Convention for Combating Bribery. Thus, it
appears that the relationship between host country corruption and FDI varies across
situations and scholars don’t have full understanding of the possible interactions among
variables.

This study seeks explanation by reconciling both streams of literature discussed
above — the legal systems/ rule of law and the corruption literature as they relate to FDI.
The enforcement of each OECD country’s anti-corruption laws is influenced by a
country’s rule of law strength and legal system. As argued above, common law countries
have generally stronger law enforcement as well as greater compliance. Firms
headquartered in common law countries, and especially in countries with strong rule of
law, may find it too costly to invest a significant amount in a host country with high

corruption. Accordingly, the first set of hypotheses states:

Hypothesis 1A: Firms from OECD countries that have chosen to invest in an

emerging market country invest less when home country rule of law is strong.

Hypothesis 1B: Firms from OECD countries that have chosen to invest in an
emerging market country invest less if they are headquartered in a home country with a

common law, rather than a civil law, legal system.

Scholars demonstrate that corruption can affect FDI (Hines, 1995; Mauro, 1995;
Wei, 2000; Voyer & Beamish, 2004; Habib & Zurawicki, 2002; Cuervo- Cazurra, 2006;
Spencer & Gomez, 2011). Other scholars find evidence that FDI, the establishment or

acquisition of subsidiaries abroad by MNEs, is often associated with the technology of the
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firm (Hoekman & Javorcik, 2007; Markusen, 2002; Blomstrom & Kokko, 1998; Fosfuri
et al., 2001). However, none of these studies explicitly examines MNEs’ decisions to
invest as a function of the technology of the firm and host country corruption. This study
fills in that gap and augments the two literature streams. This study builds upon the two
streams of literature, and posits that a technology-based MNE’s decision of how much to
invest in an emerging economy via FDI is a function of the firm’s technology.

The established literature finds that high corruption deters FDI (Hines, 1995;
Mauro, 1995; Wei, 2000; Habib & Zurawicki, 2002; Voyer & Beamish, 2004) but
empirical evidence indicates that under some circumstances MNEs are undeterred by
corruption (Hanisz, 2000; Kolstad & Villanger, 2004; Bardhan, 1997; Xiaoming Li, 2005;
Weiner & Jeong, 2012). A possible explanation of the divergent results is that many
empirical studies finding negative effect of corruption on FDI have used data from the
manufacturing sector alone, while studies using data from various industries yield
divergent results. Kolstad and Villanger (2004), for example, base their analysis on
services sector data from 57 emerging economies for the period 1989-2000, and find no
significant impact of corruption on FDI.

Furthermore, anecdotal evidence presented in the introduction of this study,
indicates that industries within a country’s economy, and even within a single economic
sector, differ significantly in their level of sensitivity to corruption (Transparency
International, 2008, 2011). The nature of a firm’s proprietary technology can alter MNE’s
preference to engage in FDI under conditions of weak formal institutions. It is plausible
that whether a firm’s technology is disruptive or conventional affects the amount of FDI

flowing to a country with high levels of corruption.
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This study reasons that high corruption distance can place disruptive technology
investments at a disadvantage compared to conventional technology investments when the
investor is from an OECD country. Three specific areas — sustained competitive
advantage, financial risk, and policy — hold the answer to why disruptive technologies are
more sensitive to corruption distance than are conventional technologies.

In this essay, I study disruptive technology in the context of renewables in the
energy sector. First, given that renewables technologies are still evolving rapidly, an
investment in renewables has a higher intangible asset value that, in corrupt countries,
carries more risk than investments in conventional technologies. Firms developing new
technology incur significant pioneering costs that they can recover only if they maintain
their competitive advantage over a considerably long period of time. The existence of
corruption, which undermines existing formal institutions, such as intellectual property
rights (IPRs), makes IPR laws unreliable.

Second, firms with disruptive technologies incur significant pioneering costs that
result in higher initial capital costs per unit than conventional technologies’ initial capital
costs are at the same point in time. Thus, the pressure for sound low risk investment is
higher on firms with disruptive technologies than on firms with conventional
technologies. More corrupt countries are considered riskier. Risk-averse investors will
not choose higher-risk investments unless the returns are greater than they are for lower-
risk substitutes. Since renewable energy sources and conventional energy sources produce
the same output, it is unlikely that a higher-cost per output technology could yield higher
returns on investment, all other factors being the same.

According to the U.S. Energy Information Administration, the cost of new
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renewables power (including capital and operating costs) is higher than clean energy from
natural gas- burning plants. Unless natural gas prices increase significantly, it is unlikely
that renewable energy technologies will yield higher returns on investment than
conventional energy sources. Thus, corruption distance increases the level of perceived
investment risk for the renewables industry. The profit margins are lower and the tax of
corruption is more likely to put the firm in the negative. Thus, an investment that
otherwise may have been viewed favorably, may become financially impaired when
corruption is a factor.

On the other hand, high corruption distance might give advantage to conventional
technology subsidiaries, as their ability to pay bribes can be higher than that of disruptive
technology subsidiaries. Svensson (2003) considers the connection between the ability of
an enterprise to pay bribes and its propensity to do so. Generally, well-established large
firms dominate the conventional technology space, while fledgling firms with fewer
resources are likely to be representative of the renewables technologies field. Thus, the
propensity of firms in the conventional technology space to bribe will be higher relative to
the corruption propensity of disruptive technology firms. As a result, conventional
technology firms will be more likely to overcome the corruption distance and invest in the
emerging economies.

Third, the level of FDI in disruptive technologies advancing economic
development of emerging market countries is often stimulated by government policy.
Cross-border investment in renewables, in particular, is mediated by favorable price
subsidies and other incentives mandated by government policy. Generally, disruptive

technology after its initial stages of development is threatened by demise if it can’t secure
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government support to bring it to the stage of commercialization when private investment
may start providing financing (Frank et al. 1996; Moran, 2007). On average, utility
renewables power projects are at prices 15% higher than the market price referent that is a
benchmark for assessing costs based on a price for a new 500-MW natural gas-fired
combined-cycle turbine facility. With the new fracking methods of natural gas extraction,
gas is becoming more abundant and, as a result, cheaper. To bridge the cost gap with the
conventional clean energy sources, such as natural gas, favorable renewable energy
policies need to be in place.

However, vested interests associated with the knowledge of established
technologies sometimes block the adoption of disruptive technology despite favorable
government policies. Political elites can block beneficial technological and economic
change because they are afraid that these changes will destabilize the existing system and
make it more likely that they will lose political power and future rents from the
established conventional technology firms (Acemoglu & Robinson, 2006). The
disruptive technologies present a threat to incumbent firms (Christensen, 1997; Krusell &
Rios-Rull, 1996) because they deliver transformational market change, create high market
uncertainty and destroy existing firms’ competencies. Fredriksson, Vollebergh and
Dijkgraaf (2004) using energy sector data from 14 countries found that greater corruption
among policy makers reduces energy policy stringency. Thus, even in countries where
favorable policies might be in place, such policies are likely to be ineffective at attracting
FDI to the renewables industries when high levels of corruption exist. Moreover, in
democratic emerging market countries, frequent government changes add to the

uncertainty of policy continuity (Murtha, 1993). Policy discontinuity risks may
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discourage investment in technologies that depend on favorable government policies.
Some of the arguments above are related to the industries used to proxy radical
and conventional technologies — namely renewables and conventional energy. Such an
approach allows us to better understand the variables affecting investment in these
industries however industry-specific they may be. Nevertheless, the predominant portion

of the arguments presented is generalizable, and supports the second set of hypotheses:

Hypothesis 2A: Disruptive technology firms from OECD countries that have
chosen to invest in an emerging market country invest less than conventional technology

firms when corruption distance is large.

Hypothesis 2B: Disruptive technology firms from OECD countries that have

chosen to invest in an emerging market country invest approximately the same as

conventional technology firms when corruption distance is small.
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3. DATA, METHODS AND ANALYSIS
Data

(See Appendix 1, Table 2.1 for variables, measures and data sources)

This study examines a transactions-based data set over the period of 2001 to 2015.
The period is selected in light of the fact that OECD countries implemented foreign
bribery laws modeled after the US Foreign Corrupt Practices Act of 1977 only after 2000.
The dependent variable in all cases is FDI in dollars per firm. Thus, I am not testing a
firm’s decision of whether or not to invest in a particular host country, but rather the
magnitude of investment of the firms that have ultimately made such investments. The
source is S&P Capital IQ database that includes industry classifications per firm and
valuations per FDI transaction. The direction of the FDI flows is from developed
countries to emerging markets.

I focus on a single economic sector in order to control variations in demand and
technology maturity conditions. I chose to perform the analysis in context of the energy
firms because the energy sector is an innately global technology sector with two
distinctly different industries — renewables and conventional — competing as substitutes.
I use a dummy variable to distinguish between conventional and disruptive, represented
by renewables, technology. Renewables are disruptive because they change the energy
systems in a way that the market did not expect and, as a result, they disrupt the fossil
fuel industries.

The key independent variables of interest are host country corruption and
corruption distance between home and host countries. The extent of corruption by

country is measured by the annual corruption perception indices over the period 2001 --
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2015. The source is Transparency International (TI) Corruption Perception Index (CPI)
(Transparency International). TI provides yearly rating of countries in terms of the extent
of perceived corruption among, primarily, public officials and captures the pervasiveness
of corruption which is the object of this study. For practical purposes, the TI CPI scores
are inverted (model CPI score = 10 -- TI CPI score). Since FDI is for the 2001 -- 2015
period, the CPI scores are averaged over that period. A difference between home and host
country CPI is taken to arrive at the key independent variable. In addition, two
independent variables capture legal institutional differences across countries Building this
industry will change how all energy systems move into the future. Battery storage
innovation gives us the opportunity to leave fossil fuel industries, quite literally, in the
dust. rule of law distance (hypotheses 1.1), and a dummy for home country legal system —
civil law (1) and common law (0) legal systems (hypothesis 1.2). Tuse the World Bank
Worldwide Governance Indicators (WGI) as a data source for the “rule of law” variable
(Canizzaro & Weiner, 2015). The WGI dataset is gathered from a number of survey
institutes, think tanks, non-governmental organizations, international organizations, and
private firms and comprises of six strongly correlated indicators, including the Rule of
Law. The number of sources for “the rule of law” data varies across countries and reaches
as many as 15 sources. This indicator is available for two years — 2003 and 2008 - that
fall in the period of interest to this research. The WGI “rule of law” scores fall in the
interval -2.5 to +2.5 where positive scores indicate a stronger “rule of law” with +2.5
standing for the perfect case of strong “rule of law.”

The study focuses on level of host country corruption and host-home country

corruption difference. The uncertainty of corruption in relation to FDI has yielded mixed

56



results in the existing literature. Wei (1997) shows that uncertainty matters when it is at
the both extremes (less or more than 0.86) in a way that at the same level of corruption
low uncertainty increases investment and high uncertainty decreases it. While Campos et
al. (1999), in a subsequent study, reach to similar conclusion, Cuervo-Cazurra (2008)
estimates that corruption uncertainty does not act as a deterrent because it merely reflects
uncertainty that is already prevalent in emerging markets, since emerging markets have
“emerging” rules to govern business operations. Cuervo-Cazurra (2008) argues that the
certainty of high corruption is what deters investment from MNEs. The implication of
Cuervo-Cazurra’s line of thinking is that managers prefer an unknown evil in the form of
arbitrary corruption, over a known one in the form of pervasive corruption.

In conditions of highly arbitrary corruption, transactions with government
officials are characterized by an enduring uncertainty regarding the size, target, and
number of corrupt payments necessary to obtain an approval, driven by policy ambiguity
and discretionary powers (Rodriguez et al., 2005). Thus, arbitrariness renders the corrupt
environment largely unknowable, which equates with opacity of the environment
captured by the transparency measure I add as a control variable in this chapter and use as
a treatment effect in the survey analysis in chapter 3. For the reasons explained, I chose
not to include corruption uncertainty in my analysis. Instead, I focus on level of

corruption, as measured by corruption perceptions.

Shared perceptions of corruption are likely to influence the cognitive processes
employed by decision makers. While measures based on expert perceptions have a
number of shortcomings (Thomas, 2010), the TI CPI measure is appropriate in the

examination of managerial decision-making. The TI CPI is the widest used corruption
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measure in the established literature (S. Wei, 2000; Habib and Zurawicki, 2002;
Uhlenbruck et al., 2006; Cuervo-Cazurra, 2008, Spencer & Gomez, 2011). Other
measures, such as the WB Governance indicators include corruption based on perceptions
(http://www. worldbank.org/wbi/governance/data). Both the CPI and the WBGI
corruption measures aggregate information from a number of sources produced by
business consultancies, surveys of international or domestic business people, and polls of
country inhabitants. Whereas the WB team includes all countries for which one
component rating is available, TT only includes countries for which three ratings are
available. TT has calculated ratings annually since 1995. The WB group produced its
indices biannually. Thus, the TI measure is more appropriate for my study. Moreover,
despite the different methodologies and sometimes different sources, the two ratings are

extremely highly correlated — between 0.96 and 0.98 (Treisman, 2007, pp.213).

Perceived corruption ratings and measures of experienced or reported corruption
are also found to be highly correlated (Treisman, 2007; Hallward-Driemeier & Aterido,
2009). Thus, the TI CPI measure captures actual corruption levels relatively well.

Unlike actual corruption measures which reflect the level of bribery, the Corruption
Perceptions Index (CPI) measures perceptions of multiple forms of graft. These include
bribery, kickbacks in public procurement, and embezzlement of public funds
(Transparency International, 2012). The definition of corruption employed in this study is

aligned with the CPI Index and is not limited to bribery alone.

Moreover, surveys on experienced corruption do not equate with actual corruption
because respondents may have poor recollection, political bias, or fear of repercussions.

Reported corruption measures such as the UNODC (United Nations Office on Drugs and
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Crime) is based on convictions in corruption which in essence measures the effectiveness
of judicial system in prosecuting corruption rather than corruption itself. The only actual
corruption measure that I am aware of is based on the Iraq UN Oil for Food program
(Weiner & Jeong, 2010). This particular measure is not appropriate for my dissertation
research because the number of countries in the UN Oil for Food program is very limited
and database reflects bribery rather than corruption at large.

In general, measures based on perceptions are most useful in cross-country studies
on corruption (Kauffman, 2007, pp 237). The purpose of my dissertation is to build upon
the established literature and extent the existing theoretical debate, not to validate a
measure of corruption. For this reason, I use the most common measure utilized by the
giants on whose shoulders I stand and I limit the mention of other measures to those
provided herein. Chapter 3 introduces a treatment of corruption in a survey study that will
further examine the effect of corruption on investment and complement the results
derived with the corruption measure used in this chapter.

The data set contains information on all cross-border direct investment
transactions in the energy sector (excluding the extractive industries) over the period
2001-2015 listed in the S&P Capital 1Q database. Firms are classified by industry which
allows me to distinguish between transactions in renewable and conventional types of
technologies. The FDI values are as large as $8.862 billion for conventional and $3.341
billion for renewable, though there are only 37 transactions (36 conventional and 1
renewable) in which the FDI went over $1 billion. Given the use of Bayesian statistical
methods, I focus on the cases in which the FDI is less than $1 billion because of the large

bias that including those values would put on the parameters.
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Global liquidity has resulted in unprecedented surge of FDI inflows to emerging
markets in the period 2001-2007, while the decline in global economic growth lead to a
sharp retraction. In 2009 FDI to emerging markets plummeted by 35%, marking the
sharpest decline in over 20 years.' In 2010, however, for the first time the developing
world received more FDI flows than their developed counterparts (UNCTAD, 2011).
While FDI is the least volatile form of financial flow (Levchenko & Mauro, 2007), FDI
surges and stops in the developing world are significant and worthy of consideration.
This is why I split the data in two time periods —before the financial crisis (0), and after
the financial crisis (1) of 2007. I pool the data for the key independent variables
(corruption and corruption distance) within those two time periods because corruption
levels change slowly and no significant variations are observed during each of the two
periods: 2001-2007 and 2008-2015.

The data contains information on all cross-border direct investment transactions
by energy sector firms (excluding the extractive industries) incorporated in developed
countries and targeting locations in emerging markets. A total of 498 -- 178 renewable
and 320 conventional — transactions were downloaded from the S&P Capital 1Q database.
The data were aggregated per each deal of each firm investing in a given host country.
The original data set had entry inaccuracies in a way that transactions by firms
headquartered in emerging markets were presented as transactions originating from
developed countries. I inspected the data on each transaction for inaccuracies by hand
and spotted these transactions which were essentially round-tripping FDI. For example,
if an investment was recorded as being from Hong Kong, while, in fact, it originated from

China, I removed that observation from my data set. I found 33 firms out of 256 firms to
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be mistakenly categorized by S&P Capital 1Q. These 33 firms were excluded from my
final data set for at least one of the following reasons: (1) headquartered in an emerging
market, (2) invested in developed country, and (3) not an energy firm. Capital IQ data
was incomplete — it had missing data used for firm-level controls. Missing data on
number of employees and firms’ founding years were filled in by checking each firm’s
history using online sources. I consolidated each deal’s transactions within 12 months
from one another in a given country. The rationale behind this consolidation is that the
transactions pertained to the same deal.

The final data set utilized in this study contains 345 observations. This data set
represents investment deals from 223 firms from 27 home countries among all developed
countries with recipients located in 58 countries among all emerging markets. Of the 345
observations, 235 are from firms with conventional technology and 110 are from firms
with disruptive technology. A total of 124 observations correspond to the period prior to
the financial crisis and 221 observations occurred in the period 2008-2015. The United
States lead in number (19) of transactions in renewables investments, followed by the UK
(13). The United States by far lead in number of transactions in conventional energy
investments (39), followed by France (13).

The existing literature finds that various host country macro-economic indicators
may affect FDI inflows across countries and studies apply only those indicators that are
most appropriate for the purposes of their research depending on the nature of the
industry (Chakrabarti, 2001; Asiedu, 2002). Given that the context of this study is set
within the energy sector, the host country controls I use are those relevant to the energy

sector -- host country political risk, economic size (GDP), wealth (GDP per capita), oil
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and natural gas endowment, and renewable energy conditions. Except for the political
risk control variable, for which I use Polcon data, World Bank data is utilized for the host
country controls. A typical technology-related control variable, the existence or lack of
IPR laws, is not included because of a lack of heterogeneity in the sample (in all but only
eight cases the host countries lack IPR laws) and a lack of unambiguous empirical
evidence that IPR laws impact FDI . Prior studies (Smarzynska, 2002: Mansfeld, 1994)
provide strong empirical evidence that IPR laws strength has the same effect across IPR-
sensitive and IPR-insensitive industries. The literature on intellectual property rights
documents that regardless of the IPR laws, MNEs that are concerned about the protection
of their intellectual property are likely to refrain from open collaboration with external
parties whose loyalty may be unknown (Mariotti et al., 2010; McCann & Mudambi,
2005).

Thus, information-leaking risks are the critical factor in cross-border investments
decisions. Logically, MNEs whose intellectual property is critical to their competitive
advantage are likely to refrain from disclosing technical information to external parties,
such as an emerging market government. Intellectual property, in that sense, goes
beyond patented technology. In the context of my research, I view as intellectual property
firm’s internal policies and processes, as well as technology-related knowledge. This
kind of information can be required from MNEs by local governments especially if the
investment involves a partnership with a firm with government ownership. MNEs would
prefer to avoid releasing information about their investment portfolios, resource
allocation, and financial profits to foreign governments whose credibility may be

unknown. Transparent emerging market governments are likely to require such
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information. In some instances, such governments can use that information against the
MNE and expropriate its assets, introduce additional taxes or tariffs, adopt protectionist
policies, and eliminate favorable financial conditions. Thus, I add government
transparency as a control variable. The data source is the HRV database. The HRV data
measures only one government transparency component of the three components
discussed in chapter 1 which intends to contribute to the theory by emphasizing that
government transparency is more than just reporting data to oversight institutions (the
HRYV index measures only that component).

Natural gas is also relevant control because it is a clean energy source with low
carbon emissions and significantly cheaper and more reliable than wind energy
generation, for example. Oil endowment is also added as control since it is likely to be
affecting the need for renewable energy investments. In emerging economies lacking oil
and natural gas resources, the dependence on supplies from other countries may pose
national security concerns among government officials.

I also control for renewable energy country conditions using Ernst and Young
data set for the period 2005-2015. Ernst and Young provides ranking of only 40
countries, most of which are developed, on the attractiveness of their renewable energy
investment and deployment opportunities, based on a number of macro, energy market
and technology-specific indicators. The latter indicators factor country’s natural resources
endowment, such as number of days of sunshine and wind strength.

To tease out possible endogeneity due to a causality loop between host country
corruption and FDI inflows, an instrumental variable is used in a robustness check model.

The instrumental variable is “number of parking violations per diplomats in New York
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City prior to enforcement of law” as presented in the Fisman & Miguel (2007). Fisman
and Miguel derive strong evidence that cultural norms as reflected by number of parking
tickets pre-law enforcement are an explanatory factor of country corruption. Since
cultural norms are persistent and change slowly over time, applying the number of
parking tickets per UN diplomat data should be appropriate (Jordan Siegel).
Instrumental variables in the existent literature have been criticized for being related to
both FDI and corruption. The parking tickets data resolves that issue because it is clearly
unrelated to FDI but statistically significantly related to corruption (Fisman & Miguel,

2007).

Methods

Classical tests with direct effects of corruption on aggregate energy sector country-
level FDI yield non-significant results (Loewenthal & Vojvodic, 2012). Given
contradictory findings in the literature on corruption and its effect on FDI and my own
prior research, non- significant results in p-value tests are a possibility in this study. In
order to overcome the shortcomings of traditional statistical analysis, Bayesian methods
are applied in this study. In this study, modeling interaction effects between country-level
and firm-level variables in Bayesian models can add explanatory power for the
contradictory results in the literature on corruption and its effect on FDI.

Classical statistics' hypothesis tests are based on interpreting confidence intervals.
Note that the confidence intervals do not allow us to make probabilistic statements about
the parameters of interest, and that if we resample the data, they could and probably

would change. We are not concerned about the possibility of the sample data being more
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extreme than some threshold. We would just like to make statements about what the data
at hand shows. By computing the posterior coefficients, Bayesian methods allow us to do
that, and thus make the results more meaningful than the “classical” statistics approach
relying on p-values. The two methods approach the same problem from different angles.
The essence of the “classical” technique is to apply probability to data. If I suspect a firm
of engaging in corruption, for example, and I observe that it invested in highly corrupt
countries in nine times out of 10 transactions, a classical statistics approach would
calculate the probability of getting such a result with an uncorrupt firm. The answer
(about 1 percent) is not a direct measure of the probability that the firm invests in corrupt
countries; it’s a measure of how improbable the nine-in-10 result is. In contrast, Bayesian
calculations go straight for the probability of the hypothesis. Moreover, a Bayesian
framework allows us to take full account of all sources of uncertainties.

One of the main points of attack against Bayesian statistics is about the bias
introduced through the use of prior distributions that are indicative of a researcher's
opinion about the distribution of parameters. Since the choice of priors is usually based on
past experiences or expert opinions, the worry is that they introduce bias in the analysis of
the data. While I agree that some bias could occur if the prior distributions showed a
probabilistic preference for a certain value of a parameter (as would be the case with a
very peaked Normal distribution), by including priors that are flat, I limit, if not eliminate,
the introduction of such a bias. Furthermore, I believe that my data set is large enough so
that the posterior distributions will be affected mostly by the data as opposed to the prior
distributions.

The choice of Bayesian methods over classical ones is primarily guided by the
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ease and intuitiveness of interpretation of results for hypothesis with comparative
statements such as “lower amount of investment from disruptive technology MNEs than
from conventional technology MNEs.” Classical statistics' hypothesis tests are based on
the premise that we would reject a null hypothesis when the sample data or anything
more inconsistent with the null hypothesis than the sample data have a low probability of
being observed. We are not concerned about the possibility of the sample data being
more extreme than some threshold. We would just like to make statements about what the
data at hand shows. By computing the posterior distributions and summarizing the
quantities of interest in a probabilistic way, Bayesian methods allow us to do so, and thus
make the results more meaningful to practitioners and academics alike. A low p-value in
the classical statistics sense provides evidence that a relationship between the dependent
and independent variables exists. However, based on conventional statistical methods we
can’t make any comment about a specific probability that such a relationship exists.

Additionally, the ability to reject a null hypothesis is based on the assumption that
we can resample from the population of interest and that the sample size is quite large.
While the sample size is not a big issue in this study, the ability to resample is limited
since we are talking about historical transactions between countries. In order to make full
use of the entire data set, the resampling assumption is inappropriate, and thus the
unknown quantities of interest do not have probabilities associated with them in classical
statistics sense.

The formulations of the models subsequently presented are based on Soyer (2012)

and Jackman (2009).
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Model 0:

This is the base model. As all other models, this model has FDI amount as the
dependent variable. The main independent variable in this model is corruption. I include
all control variables. Should be noted that in this and all subsequent models, I use the log
of FDI, GDP, GDP per capita, and oil and gas endowment. This model will serve as a

reference. I assume unknown and fixed intercepts and slopes.

FDIi ~ N(B0 + B1CPI(i)+ B2Controls)

Model 1(a): Multi-level model with home country rule of law effect

Model 1(a) is similar to the base model but it is multi-level where firms are
clustered within home country legal systems. The difference is that I add terms to capture
interaction between host and home country institutional effects. The factor of interest in
2a is whether the deal (i) is an investment that depends on the home country rule of law
strength. I let the slope of home corruption vary. I assume the slope of the control

variables to be unknown and fixed.

FDIi ~ N(B0 + B1CPI(i) + p2CPI*RoL + B3Controls),

where RoL is a continuous indicator variable for home country rule of law
strength.

As in the previous models, the priors are flat and the number of iterations is

N(0,12000).
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Model 1(b): Multi-level model with home country legal system effect

Model 2(b) is derived from model 2(a), replacing the home country rule of law
effect by the home country legal system effect. The distinction is made between civil and
common law countries.

FDIi ~ N(B0 + B1CPI(i) + B2CPI*Li + B3 Controls), j (r,c )

where L{i} is an indicator variable taking a value of 1 if transaction i originated in
a civil law country and 0 if transaction i originated in a common law country. If a home
country legal system effect exists, I expect the related coefficient to be different in

magnitude between the two groups.

Model 2: Multi-level model with Technology Type Effect

As in the previous models, FDI amount is the dependent variable. I include the
corruption distance (Delta), instead of host corruption, as the independent variable and
the control variables utilized in the prior models. In model 2, I let the slope of Delta vary
as a function of a firm technology type. The factor of interest is whether the transaction
(1) s a disruptive technology (r) or conventional technology (c¢) investment. I assume the

slope of the control variables to be unknown and fixed.

FDIi ~ N(BO + B1jAi + B2A (i) + B3Controls), j € {r, c}

P1j ~ N(y0 +vIRj), j € {r, c}

where Rj is an indicator variable which takes a value of 1 if j=rand 0 if j =c.

68



Per the second hypothesis, I expect y1 to take on a negative value and B1r to be
less than Blc.

Stata 14 is used as a modeling tool. The priors are flat. [ use MCMC (Markov
Chain Monte Carlo) simulation method and the random-walk Metropolis-Hastings
method to sample posterior distributions of all parameters using a nonlinear multi-level
model to calculate the likelihood of a parameter. A long burn-in period of 2,500 and total
of 12,500 iterations/simulations allow for adaptation of the MCMC sampler, which is

needed given the large number of parameters in the model.

Analysis

Results: Model 0

The sampling efficiency is acceptable, about 10% on average, with no indication
of convergence problems. The acceptance rate is good at 86%. I find the posterior mean
coefficient of host country corruption to be pretty close to zero (0) indicating a lack of a
strong effect, as I expected. Consistent with the prevailing literature, the coefficient
mean of host country corruption is negative (-0.4) indicating that, to some degree,

corruption deters investment.

Results: Model 1(a)
The acceptance rate is 85% and the sampling efficiency is approximately 8%.

The posterior mean of the interaction effect between host country corruption and home
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country rule of law is negative (-4.94) which supports the first hypothesis. The
probability that the coefficient for the interaction is -4.94 is almost 1 indicating that the
coefficient is always in a negative territory. The results indicate that host country
corruption decreases investment from firms headquartered in countries with strong rule of
law which is consistent with hypothesis 1.1. The direct effect of host corruption in this
model is positive with a mean coefficient of 9.42 indicating that corruption, on its own,
can have a positive effect on FDI. Robustness check was performed with conventional
statistics applying 2SLS regression model with interaction effects. The robustness check
results provide strong support for hypothesis 1.1 as well (p<0.05). Thus, I can be
reasonably certain that firms from OECD countries invest less into highly corrupt host

countries when the home country rule of law is strong.

Results: Model 1(b)

The acceptance rate is 85% and the sampling efficiency is approximately 8%
which is acceptable. Differently from the prior model results, the posterior coefficient
mean for host country corruption in this model is negative. The posterior mean of the
interaction effect between host country corruption and home country legal system is
positive (5.74) for countries with civil law legal system which is consistent with my
expectation. The probability that the coefficient for the interaction is 5.74 is close to 1.
The result indicates that hypothesis 1.2 is supported. In other words, firms from OECD
countries with civil law legal system invest more into highly corrupt host countries than

firms from OECD countries with common law legal systems. Robustness check
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performed with 2SLS regression model yields similar results. The robustness check

results support hypothesis 1.2 as well (p<0.05).

Results: Model 2

The sampling efficiency is acceptable, about 7.5% on average. I generate a
binomial variable for corruption distance taking on values (0) for low and (1) for high
corruption distance, where (0) represents all corruption distances smaller than 3.47 and
(1) represent corruption distances equal or larger than 3.47. The mean of the variable
corruption distance is 3.47. The Bayesian statistics indicate that hypothesis 2.1 is
supported by the data: the mean of the coefficient of disruptive technology is negative (-
9.72) while the mean of the coefficient of conventional technology is positive (3.79)
when technology type interacts with large corruption distance and the probability for such
outcome is 0.95. These results indicate that high corruption distance leads to lower
amount of investment from disruptive technology MNEs than from conventional
technology MNEs.

Corruption distance has a negative coefficient of -21.87 indicative of a direct
negative effect on amount of FDI as the distance increases from small (0) to large (1),
which is consistent with my expectations. The result for the small corruption distance
conditions is indicative of positive effect on FDI amounts from conventional technology
firms (posterior coefficient mean = 24.59). The technology coefficient associated with
small corruption distance levels is more positive than that in high corruption, and
indicates that investment from conventional technology firms increases as corruption

distance decreases. Robustness checks using the same model but a smaller data set
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limited to 176 observations for which the control variable recai (host conditions for

renewable energy) is available confirms these results and supports hypothesis 2.

4. CONCLUSION

This study offers theoretical, methodological, and empirical contributions.
Theoretically, the essay contributes to both the international diversification literature and
strategy by showing (1) how MNEs level of investment commitment depends on their
strategic response to conflicting institutional pressures, and (2) that the effect of
institutional distance is contingent upon the technology context. Moreover, the paper
expands the finance and law literature by testing the effect of home country legal
institutions on FDI in technology-intensive industries in the conditions of high corruption.
The study also contributes to the literature on environmental sustainability as it focuses on
the renewable energy technologies in particular.

This paper has demonstrated its practical implications. The US State Department
has selected a prior version of the paper to be presented to practitioners in the field
improving the effectiveness of the international foreign bribery laws, such as the Foreign
Corrupt Practices Act. The framework can assist in identifying industries likely to be
resistant to comply with the foreign bribery laws. Energy clearly is not the only part of the
economy that shows resistance. An industry as different from energy as sports appears to
be also highly prone to corruption. As recently as May 27, 2015, five corporate executives
and nine elected officials were indicted on charges of 24-year-old corruption scheme in

the Federation of the International Football Association (FIFA). A total of $150 million
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were diverted to the pockets of corrupt executives.

The empirical contribution of the paper is based on the utilization of FDI data per
transaction per firm that allows us to distinguish investments in different industries, while
prior literature uses aggregate country-and firm-level FDI data. The methodological
contribution of this study is in the application of Bayesian modeling techniques that allow
for gain of novel information about the effect of corruption distance and home country
legal system on FDI.

In addition to contributing to scientific knowledge, this paper has several practical
implications. First, the findings imply that reducing host-country corruption can increase
FDI in disruptive technologies. Enforcing supra-national anti-corruption laws may be the
answer to increasing disruptive technology MNEs investment in emerging markets.
Moreover, this study implies that the UN Clean Energy Technology Transfer mandate
faces unforeseen obstacles for firms engaged in disruptive technologies. In its 2011
Promotion of new and renewable sources of energy report, the UN Secretary-General
points that much more cooperation and action is needed to substantially increase the
contribution of renewable technologies to the global energy system.11 Accordingly, my
essay finds that global anti-corruption action is essential for the success of the UN
mandate.

This study has three main limitations that can be a source for future studies. First,
the measure of corruption is based on perceptions and to a large degree on experts'
opinions. Such a measure is not precise, but it is the most appropriate cross-country

measure we have at this point. As more sophisticated measurement instruments develop,

1 http://www.un.org/esa/dsd/resources/res pdfs/ga-

66/SG%20report Promotion _new_renewable energy.pdf
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the hypotheses of this paper could be retested. Second, this paper uses a sample of two
groups of industries within the energy sector. Thus, this study may have a limited external
validity because it is based on a single sector — the energy. However, the renewables
belong to the category of disruptive technologies as well as green technologies. A large
number of the factors that affect cross-border investment in renewables are likely to
affect FDI in other green technologies. For example, government policies and non-
market activities of established firms are relevant to FDI in any novel green technologies.
Thus, the study has a broader validity encompassing green technologies in general. Yet,
future studies should examine the patterns of the relationship between corruption and FDI
to other industries outside of the energy sector and green technologies. In fact, studying
digital banks cross-border investments in comparison to investment from conventional
banks is a part of my research pipeline. Third, the sample intentionally includes only MNEs
headquartered in the OECD countries. Given the fact that MNEs from emerging markets
continue to proliferate, an extension of this study is warranted — to study the effect of

corruption on FDI from EMNE:s.
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Chapter 3. Who is Not Afraid of Corruption?: Effects of
Emerging Markets Government Transparency on MNEs’ Entry
Decisions

“Popular government, without popular information, or the means of acquiring it, is but
prologue to a farce or a tragedy; or perhaps both.”

---James Madison

1. INTRODUCTION

This essay builds upon the two preceding essays and ties together the topic of this
dissertation: “Government transparency, corruption and foreign direct investment”.
Government transparency allows those outside of the government to have a timely access
to accurate information of interest to them. While academic studies have devoted attention
to the relationship between government transparency and corruption (Islam, 2006;
Lindstedt, 2006; Zhao et al., 2003; Bac, 2001; Cabelkova & Hanousek, 2004), this study
expands the prior literature by providing an integrated framework supported by empirical
analysis to account for the role of multinational corporations in that relationship.

Two additional gaps in the international business literature warrant the
undertaking of this project. The first is the paucity of empirical research on the impact of
increased government transparency on the nature of FDI in an emerging market context.
The second is a lack of comprehensive explanation of the contradictory findings of
positive, negative and neutral effect of corruption on MNEs’ investments abroad (Mauro,
1995; Cuervo-Cazurra, 2006; Voyer & Beamish, 2004; Spencer & Gomez, 2010; Henisz,

2000; Kolstad & Villanger, 2004).
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Emerging markets, by definition, are characterized by formal institutional voids
that often are compensated by informal institutional arrangements (Khana & Palepu,
2005). For example, corruption is informally institutionalized in many countries, and can
be seen often in place of formal contractual agreements. Confronting corruption, which is
estimated to divert one trillion dollars annually to unproductive uses, has been a
challenge. Formal institutional arrangements, such as the OECD Anti- Bribery
Convention (1999) and the US Foreign Corrupt Practices Act (1977), are developed to
criminalize corrupt activities. The expansive jurisdictional reach of these two statutes
have prompted the OECD countries’ MNEs to voice their concerns that these laws hinder
their competitiveness in the increasingly crowded emerging markets where corruption is a
normative institution. On the other hand, firms have shown that even in highly corrupt
countries they can use non-market strategies that circumvent the established corruption
norms (Delios & Henisz, 2000). This essay aims to contribute to this discussion by
factoring in host country government transparency and firms’ nature of technology.

A government that allows transparency is more likely to be exposed by journalists
in clandestine questionable dealings with business entities. For example, in the US, news
about corruption dealings of a former senator of Virginia with a nutritional supplements
firm appeared in all media channels reaching Virginia residents. As recently as May
2015, the media around the world spread the news about a 24- year-long corruption
scheme in Fédération Internationale de Football Association (FIFA) involving five
business executives, including executives from North America, and nine elected FIFA
officials. Clearly, both cases illustrate that business entities from developed countries are

active and willing participants in corrupt activities. Business corruption -- the supply side
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of the corrupt transactions (Jeong & Weiner, 2012) -- has been less examined than
corruption in the government (Rose-Ackerman, 2000). In this essay, the primary focus is
on business corruption.

I answer the following research questions: (1) In emerging markets, does host-
government transparency matter to MNEs’ inward FDI decisions to corrupt countries?;
and (2) Does the relationship between an emerging market’s government transparency
and FDI decisions vary among MNEs using disruptive vs. conventional technologies? 1
aim to answer these questions by focusing first on the institution of government
transparency. Government transparency in this paper encompasses two elements — (1)
government proactive release of economic, governance and policy data, and (2)
government support of a free press that enables the release of corruption information via
media channels. I argue that government transparency, as an anti-corruption measure, can
shed light on corruption but cannot combat it on its own.

I argue that in the emerging markets, characterized by weak formal institutions
(Khanna & Palepu, 2005), an increase in government transparency leads to a decrease of
FDI from MNEs will discourage managers of firms from less corrupt countries, such as
the US, from investing in that country. Specifically, MNEs from developed countries that
are less corrupt will be deterred from investing in countries exhibiting a combination of
corruption and transparency because of greater perceived risk of being entangled in
corruption, being caught engaging in corruption, and, potentially, losing business to
competitors who may be more willing and able to conform to the corruption environment
of the host country. I also argue that in the emerging markets, an increase in host country

government transparency reduces the probability of investment from developed countries'
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MNE:s in disruptive technologies (Christiansen, 2013) because disruptive technologies
carry high asset specificity which is associated with higher transaction costs in conditions
of interaction between government transparency and corruption. Thus, I argue that such
firms have more to lose in highly transparent, highly corrupt, environments.

In this essay, I add two key dimensions of focus that could explain the conflicting
findings in the existing literature. First, I hypothesize that for MNEs from less corrupt
home countries, a host country’s corruption environment intersects importantly with the
country’s tendency toward transparency of government records because transparency has
the potential to put such MNEs at risk from competitors and from expropriation in highly
corrupt host countries. Second, I argue that the relationship between a country’s
institutional environment and a foreign firm’s propensity to make an investment will
depend significantly on whether the firm is pursuing a technology that is disruptive to the
status quo or that is more conventional, because disruptive technology firms are more
likely to avoid transparent emerging markets due to higher transaction costs they incur
relative to conventional technology firms. Both sets of hypotheses have important
implications for scholars and policy makers attempting to stamp out corruption.

This essay comprises four sections: section (2) reviews the concepts this study is
built on, section (3) formulates the hypotheses and provides supporting arguments, and
section (4) explains the data and methodology, and section (5) discusses contributions,

limitations and future research opportunities.
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2. THEORY AND CONCEPTS

FDI decisions can be explained with the motivation for transaction costs
reduction. I embrace this perspective and argue that firms’ entry decisions are a function

of the transaction costs borne by the institutional distance and the technology of the firm.

Transparency

Government transparency is defined as the release of information about
institutions relevant to evaluating these institutions (Florini, 2002). This release of
information occurs through directly and indirectly related to the government channels.
Via the direct mechanism, a government releases information to stakeholders, such as
oversight institutions, the general public, businesses and NGOs. The indirect way through
which government actions and decisions become more transparent is via media's release
of information. In the later form, a highly transparent government supports media
independence, and allows the voice of all constituencies to be heard via all available
online channels, such as NGO websites and social media. A government that allows
media freedom is more likely to be exposed by journalists in questionable dealings with
business entities. On the contrary, a non-transparent government is likely to have control
over the official media channels and prohibit all non-official channels, such as websites
that reveal information about corruption. Such government may be highly corrupt but it
will be less likely to be exposed in corrupt dealings by the media. In that way, both
channels of government transparency are correlated in their effectiveness of revealing
corruption. In other words, when a government reveals accurate and timely information

that is relevant to stakeholders, it will also tend to support a media that provides accurate
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and timely information.

The World Bank and the International Monetary Fund (IMF) play a leading role in
promoting transparency in the emerging markets. The two organizations provide loans
conditional on compliance with disclosure standards and provision of information to all
stakeholders by government officials. Local governments respond to calls for greater
transparency by establishing auditing standards, imposing disclosure requirements,
enacting and enforcing fraud laws, and promoting transparency in their own operations.
For example, the IMF requires local governments to adopt monetary and financial policy
transparency and business conduct standards (Halperin, Siegle & Weinstein, 2009).

A significant increase of global demands for transparency came in the 1990s
(Florini, 2000). At that time, the end of the Cold War eliminated the extreme secrecy
across the globe. The spread of democratic norms, the increasing strength of civil society
organizations, and the rise of increasingly independent media around the world have
intensified pressures on governments to provide information that can help citizens to keep
their government accountable. In response, governments in emerging markets do not only
released more information but also collect more information from business entities (EITI
2015 Report).* A government is likely to collect more information from business by
implementing stricter accounting, environmental, labor, or ethics reporting regulations.
For example, to increase the quality and quantity of available information on potential
corruption in the extractive industries, some governments of oil-rich countries require data
from businesses on a project-by-project basis. In this group of oil- rich countries,
approximately 40 governments require data about production and licensing, and ten

governments require the names of individuals who have ownership control (EITI 2015
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Report).

Corruption

Corruption is commonly defined as “the misuse of public office for private gain”
(Whitehead, 1999: 16). By focusing on government officials, this definition leads
scholars and policy makers to believe that policy reform, which transfers power from the
state to market agents, will reduce corruption (Jenkins & Goetz, 1999). However,
corruption involves two sides: demand (government official) and supply (generally a firm
representative). Corruption involves an exchange between individuals or groups from
both government and business. Thus, I define corruption as an abuse of an entrusted
power for private gain (Kauffman & Vicente, 2011). Often, business executives
intentionally create elaborate corruption schemes and seek exchanges with governments
who are prone to corruption (Moran, 2003). In the context of exchanges, the scholars
define two types of corruption: voluntary and extortive. In the case of voluntary
corruption, a business entity aims to gain a certain advantage over the competition and
reaches a mutual agreement with those in power who could serve its interests (Rose-
Ackerman, 1997: 35; Djankov, 2006). In the case of extortive corruption, the business
representative served is compelled to provide requested payoff to government official(s)
in order to avoid harm (Alatas, 1991: 3). This essay distinguishes between grand
corruption and petty corruption, and focuses on grand corruption. Petty corruption
produces resources that supplement incomes of customs agents, administrative clerks,
police officers and other low- and middle -level government representatives. Grand
corruption generates a large resource base that allows growth of profits on the side of

business and the purchase of protection on the side of high-ranking business executives.
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The latter form of corruption is harder to detect and reveal because it is based on common
interests in secrecy and beneficial relationship among the parties involved (Carvajal,

20006).
Foreign Direct Investment (FDI)

The third stream of thought related to this paper on the factors that affect FDI into
a given country. This stream of literature is too vast to be comprehensively referenced
here. Thus, the review is limited to only the findings that help us determine the most
critical variables, other than corruption, that affect a firm’s decision to invest in a
particular country. Several scholars have contributed to understanding the variables
affecting FDI by developing FDI specific gravity models (Kleinert & Toubal, 2010; Egger
& Pfaffermayr, 2004). These scholars conclude that GDP, GDP per capita, population
and, in some cases, geographic distance influence FDI inflows. The effect of geographic
distance varies across studies and does not appear to be as defining as the rest of the
variables. More specified gravity models include institutional variables, such as cultural
and political distance (Egger & Pfaffermayr, 2004).

Host country GDP and population are found to be positively affecting FDI inflows
(Kobrin, 1976). Large markets provide a reasonable scope for investment and hence
influence market-seeking FDI. Host countries' growth rates of GDP are also found to be
positively related to FDI (Kobrin, 1976; Nigh, 1986). High growth trend ensures future
demand for the output of the local market-oriented FDI.

In addition, GDP per capita is found to be a significant explanatory variable for
FDI (Grosse &Trevino, 1996). High GDP per capita reflects high consumption potential

in the host country. Export orientation of the host country can also stimulate FDI (Jun &
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Singh, 1996). Countries open to international trade provide a good platform for global
business operations. Gastanaga, Nugent and Pashamova (1998) found that policy reforms
in developing countries are determinants of foreign direct investment inflow in addition to
the corporate tax rates, the degree of corruption and the degree of openness to foreign
direct investment.

Corruption and FDI

Several scholars have made significant contributions to the topic of corruption and
FDI. As early as 1995, Hines’ reports a negative effect of corruption on FDI. His sample
includes only U.S. multinational firms. As Hines points out, during the time period he
examines, the U.S. was the only major home country criminalizing bribery to foreign
government officials (since 1977). Wei (2000) uses a data set that expands beyond the
U.S. MNEs and includes other OECD home countries. Based on bilateral country-level
panel data, Wei concludes that corruption is negatively correlated with FDI inflows. He
estimates that an increase of the corruption level in Singapore to that of Mexico’s, would
have the same effect on FDI inflows as an increase of taxation on MNEs by 50 percent.
His study includes a sample of developed countries’ MNEs.

Similarly, Habib and Zurawicki (2002) find that host country corruption inhibits
FDI. However, they extend their conclusions and claim that the difference between
corruption levels of host country and home country is the determinant of the significance
of the impact of corruption on FDI. According to the authors, a greater absolute
difference in corruption levels between host and home economies decreases FDI inflows.
Confirming their findings are the results of the study of Cuervo-Cazurra (2006), who

shows that corruption has a negative impact on FDI. That impact is more negative for
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investments from less corrupt countries than it is for investments from countries with
relatively higher levels of corruption.

Contrary to the conventional conclusion of a negative impact of corruption on
FDI, a few studies find either no association or the opposite effect. Based on a sample of
U.S. MNEs, Henisz (2000) finds that corruption has no negative effect on FDI. Contrary
to the generally accepted theory, he finds that in some instances higher corruption is
associated with more FDI. Similarly, Kolstad and Villanger (2004) find no significant
impact of corruption on FDI; the authors used services sector data from 57 emerging
economies for the period 1989— 2000. Spencer and Gomez (2005) find mixed results
regarding the pressures MNEs from home countries participating in the OECD
Convention for Combating Bribery face in relatively corrupt emerging markets. In fact,
Spencer and Gomez (2005) find that firms that have a local partner report little or no
pressure to engage in corruption -- that result could be explained with MNEs delegating
the bribing to their local partners. The studies cited above indicate that corruption may
have no effect or even a positive effect on FDI.

The above-mentioned studies use corruption indices as an independent variable.
However, other studies use corruption as the dependent variable in the relationship
between corruption and FDI. Bardhan (1997) links the economic liberalization process of
some countries with increased corruption, explaining that as the economy grows and
becomes more complex, public officials find more opportunities for making money.
Similarly, Robertson and Watson (2004) as well as Kwok and Tadesse (2006) claim that
higher FDI causes more corruption in the short run. They explain that such seemingly

paradoxical result is due to the fact that by accepting the rules of the game of the host
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country in order to do business there, MNEs add to the level of corruption. The transition
economies of China and Eastern Europe provide ample evidence in support of such
theories (Kaufmann & Siegelbaum, 1997). Given the current state of the literature, this
paper fills the existing gaps by offering an explanation of the divergent results of the
studies cited.

The explanation is based on adding variables and looking for interaction effects
between host government transparency, country business corruption, and the nature of

firm’s technology (radical vs. conventional).

Institutional Theory and Transaction Cost Economics

Institutional theory suggests that a firm's ability to exploit or enhance its
competitive advantages varies across institutional contexts across countries. Williamson
distinguishes between four levels of social analysis: (1) embeddedness, (2) institutional
environment, (3) governance (4) resource allocation and employment. Williamson’s first
and second levels of social analysis correspond to informal and formal institutions
respectively. In that way, Williamson’s four levels of social analysis and the neo-
institutional theory are complementary (Cannizzaro, 2011). Moreover, Williamson’s
first level of analysis, namely “embededness” directly relates to “bounded rationality”, a
concept fundamental in transaction cost theory. The governance of contractual
agreements and specifically the transaction becomes the basic unit of analysis at the third
and fourth Williamson’s levels of social analysis. These last two levels of social analysis
are loosely related to the organizational application of institutional theory (Rowan &

Meyer, 1977), while the first two levels are related to the country-level of analysis in
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international business research. Thus, Williamson alludes to the complementarities and
similarities of institutional theory and transaction cost theory.

The complementarities between the two theories run even deeper when we take a
closer look at North’s (1984) definition of institutions as “contractual arrangements
between principals and principals and agents, made to maximize their wealth by realizing
the gains from trade as a result of specialization (including specialization in violence or
coercion).” Institutions minimize the transaction costs of these contractual arrangements.
Informal institutional arrangements can be more efficient in minimizing transaction costs
in smaller less complex economic entities. As the complexity increases formal
institutions emerge as more efficient way of minimizing transaction costs. Firms, where
principles and agents reside, are concerned with transaction costs because transaction
costs use real resources (North & Wallis, 1994).

Institutional and transaction costs theories are widely applied independently.
However, a few studies (Roberts & Greenwood, 1997) integrate institutional theory and
transaction cost theory to develop novel explanations as this essay does. To the extent
that both theories were originally discussed, Williamson (1985) considers location cost
differences (1) when discussing the costs of finding, negotiating and enforcing a contract
and (2) in his site specificity form of asset specificity. I consider the differences in
finding, negotiating and enforcing contracts as a consideration in transaction cost
differences in terms of firm asset specificity. I relate firm asset specificity to the type of
technology the firm transfers across national borders.

Firms within a country are similar in their accumulated technological capabilities.

This is consistent with the persistence of cross-country competitive differences over long
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periods of time (Kogut, 1991). Thus, nations tend to have competitive advantages in
industries in which they are relatively better than the rest of the world. Similarly, firms
within industries with country- specific advantages have competitive advantage over their
foreign rivals. Generally, multinationals choose to enter countries in which the MNEs
believe that they can have competitive advantages over rivals.

I view the effect of government transparency on entry decisions of US firms to
emerging markets through the prism of the transaction cost theory (Coase, 1937,
Williamson, 1985) as this theory is related to institutional theory as explained above.
Roberts and Greenwood (1997) maintain that firms will perform better if they pursue both
institutional legitimacy and transaction cost efficiency. The two main concepts in this
study — transparency and corruption -- fall in the category of institutions, and their
relationship can be explained by transaction cost theory.

Transaction costs are composed of the costs of finding and negotiating with an
appropriate partner, and the costs of monitoring the performance of the partner firm
(Makino & Neupert, 2000; Agarwal & Ramaswami, 1992; Erramilli & Rao, 1993;
Hennart, 1991; Hill, 1990). A firm may encounter increased costs in finding and
negotiating a market-based agreement either (1) because of the difficulties of estimating
and including all contingencies in the agreement that could mitigate conflicts of interests,
or (2) because of information asymmetry (Taylor et al., 1998; Williamson, 1985).

In the next section, I develop two sets of hypotheses concerning how host country
transparency, and firm’s technology strategies, affect the investment decisions of US

firms considering entry into more corrupt host country environments.

87



3. HYPOTHESES

A government that takes steps to increase the transparency of its formal
institutions can expect an increase in FDI (Drabek & Payne, 2002). I seek explanation for
this increase in FDI in lower transaction costs. Managers will choose the lowest
transaction costs exchanges, including selecting FDI location, given their firm’s resources
and capabilities (Cantwell, 1991; Kogut & Zander, 1993; 1996; Anderson & Gatignon,
1986; Oxley, 1997). Firms' capabilities include functional skills, such as supplier and
distributor know-how, and cultural capabilities, such as ability to manage change or adapt
to new cultures (Hall, 1993).

My argument rests on the assumption that firms are embedded in the institutional
environment of their home country and reflect that environment. Managers who come
from a normatively permissible corruption environment in a country are more likely to
have the propensity to tolerate and engage in corruption abroad. The opposite will hold
true for managers whose firms are headquartered in relatively less corrupt countries.

More specifically, managers are embedded in the environment of their firm, and
firms, in turn, are embedded in the institutional environment of their home countries and
reflect that environment. The decisions and actions of managers are a reflection of their
firm and its ethical standards. Through a process of self-selection, moral people will tend
to leave or avoid firms that have low governance standards (Lee & Mitchell, 1994). Such
individuals will find the values of the firm incompatible with their value images (Lee &
Mitchell, 1994). Similarly, the value of opportunists will be incompatible with the values
of moral firms. Further, moral firms will tend either to avoid opportunistic individuals

(Clinard, 1983) or to dismiss them because their superiors find the behavior of these
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individuals morally objectionable and because these individuals may damage the firm’s
reputation. Thus, managers who are willing to engage in corruption are likely those who
work for a corrupt firm.

Clearly, exceptions to this generalization exist. Firms, such as Infosys, have built
their business model around a reputation of complete opposition to the rampant corruption
in their home country of India. On the other hand, relatively less corrupt countries, such
as Germany, are home to a few relatively corrupt firms; for example, Siemens has been
convicted several times of corruption. In general, however, the arguments above support
the first set of hypotheses of this study.

As I argue in a prior essay of this dissertation, firms that are attracted to invest in
countries with high levels of corruption tend to be corrupt firms themselves. This logic
resonates with the fact that managers’ decisions to enter into different markets are driven
by confidence in one’s skill relative to that of managers from competing firms (Cain,
Moore, & Haran, 2015). Managers with capabilities in managing using lower governance
standards will be attracted to environments with corruption (Hellman et al., 2002). By
revealing the magnitude of corruption, transparency in a country attracts additional
investment from firms capable and willing to engage in corruption. In contrast, as
increased transparency reveals the magnitude of corruption in a country, managers who
don’t have these skills will be deterred from investing in environments with high
corruption.

Corruption weakens the formal institutional framework of a country. Well-
developed formal institutions reduce transaction costs by reducing uncertainty and

establishing a stable structure to facilitate market exchanges (Hoskisson et al., 2000).

89



Given that emerging markets have generally weaker and different formal institutions than
developed countries, MNCs from the US would face a liability of foreignness when
entering emerging markets. Thus, US firms entering emerging markets face high
transaction costs due to lack of familiarity with the local information-related institutions,
the regulatory framework and the court systems. Such lack of familiarity increases the
uncertainty managers have to deal with. According to Koopmans (1957), the core problem
of the economic organization of society is that of facing and dealing with uncertainty.
Koopmans posits that in addition to the obvious uncertainty due to random acts of nature
and unpredictable changes in consumer's preferences, uncertainty can arise from lack of
communication among stakeholders. Transparency would imply the existence of good
communication among government officials and business managers rather than a lack of
it.

Thus, as a result of increased transparency the uncertainty associated with
communication between government and business will decline. More transparent
environments, then, will tend to attract more investment everything else being equal.

Informal networks and corruption create additional institutional challenges for
MNESs entering emerging markets. These challenges may be either eased or increased
with the increase of government transparency. Generally, MNEs’ transaction costs
related to search in corrupt countries would decline when government transparency
improves. Managers who are prone to engagement in corrupt transactions in order to
obtain some desired benefit may more easily identify ways to become part of the informal
networks, as well as ways to succeed through engaging in corruption.

On the other hand, managers who seek to avoid such interactions will know what
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organizations and even individuals to avoid dealing with. In this context, non-corrupt
managers are disadvantaged from the start because the population of available transaction
partners is limited to transactions with non-corrupt firms. Thus, MNEs dealing with only
non- corrupt partners will miss on business opportunities that are available to MNEs
prone to corruption. The number of missed opportunities can be significant because the
proportion of non-corrupt entities in an emerging market riddled with bribery, nepotism
and favoritism is likely to be significantly smaller than that of corrupt firms. Furthermore,
the costs for negotiation, monitoring and enforcement will be significantly greater for
those managers who are resistant to corruption because of heightened perceived risks
which managers prone to corruption don't experience.

In addition to the fact that firms from less corrupt home countries face
disadvantages, in general, when entering corrupt environments, I argue that the effect will
be even more pronounced in countries with a combination of high corruption and high
transparency. These risks are likely to be higher for firms originating in less corrupt
developed countries due to concerns of breaking the home country anti-corruption laws,
such as the US FCPA. Higher risks are associated with higher costs, which can be a
reason for these managers to avoid high transparency environments. At the same time,
managers who are willing to engage in corruption may steer the firm to opaque
environments in order to protect their ability to extract private benefits, even if
transparency can increase firm’s value or reduce cost of capital (Leuz & Wisocki, 2006).

In summary, in high corruption environments, two major effects of transparency
can occur — transparency can attract MNEs willing to engage in corruption as well as

deter MNE:s resistant to clandestine dealings with the government. The attraction of
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greater investment from more corrupt firms has the potential to crowd out the less corrupt
firms. When MNEs are willing to engage in corruption, transparency provides a roadmap
for whom to approach and what to do in order to be successful in the local environment.
For example, some governments reveal detailed extractive industry’s project information
that can reveal bribery when there is one. Although any government is likely to try to
conceal to some extent wrongdoings of its officials, a free media increases the risk to
reveal such information to the public.

For example, even the US government treats negatively access to websites that
publish government files and prefers that the public remains unaware of the information
contained in some of these files. However, the US government does not shut down such
websites and the public has access to them. Similarly, the governments of emerging
market countries who have become more transparent allow the existence of websites such
as Publish What You Pay that reveal the amount paid and officials bribed. Moreover,
these governments allow printed and broadcasted material to reveal to the public news
about corruption. Often such news implicitly or explicitly may point to a particular
governmental department or even a particular individual. Thus, managers become aware
of where to go and whom to bribe.

On the other hand, MNEs who are willing to engage in bribery, but are afraid of
getting caught and penalized as a result of increased transparency, will incur higher costs
because of the need to take extra precautionary measures to avoid being caught. Those
unwilling to engage in bribery may miss business opportunities that can be secured only
via corrupt transactions. Firms who come from relatively more corrupt countries have

strategic options not available to the rest of the firms, because of their lesser concern of
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being penalized at home if they get caught, and because of their capabilities from their
home country environment of relatively similar levels of corruption. Thus, firms from
relatively more corrupt countries can have a competitive edge in more corrupt host
countries that exhibit greater transparency.

As aresult, firms from less corrupt countries may find themselves at disadvantage
in emerging markets that have a combination of high level of transparency and high level
of corruption. Thus, these firms will be less willing to invest in such markets. In contrast,
in relatively less corrupt emerging markets, firms from less corrupt home countries, such
as the US, do not face a disadvantage compared to their rivals from more corrupt home
countries. In such conditions, transparency is likely to lower transaction costs for these
firms. As a result, in cases of low host country corruption, transparency may increase
investment from less corrupt countries’ MNEs. Firms headquartered in the US are clearly
a representative group of such MNEs because the US was the first country to adopt and
implement anti-corruption laws applying not only to government officials but also to

business.

Hypothesis 1A: In more corrupt emerging markets, government transparency

deters investment from US firms.

Hypothesis 1B: In less corrupt emerging markets, government transparency

attracts investment from US firms.
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Transaction costs theory (Williamson, 1975) argues that the transaction costs
firms incur differ depending on asset specificity (Riordan & Williamson, 1985; Teece,
1986). Asset specificity refers to those assets that lose productive value in alternative
uses and by alternative users (Williamson, 1985). A technology that is disruptive carries
high firm asset specificity while a technology that is conventional tends to carry low firm
asset specificity (Christensen, 1996; Song & Thieme, 2008). While conventional
technology is rooted in a narrow asset-base, disruptive technology tends to be rooted in
more diverse asset-base that requires the building of inter-asset specificity such as
managerial competences in technology management and strategic planning (Christensen,
1996: 124). Disruptive technology is more firm-specific and it is a primary source of
firm’s competitive advantage. Firm-level asset specificity influences market entry choice
in terms of location and mode of entry (Hennart, 1991; Gatignon & Anderson, 1988;
Williamson, 1985). Therefore, firms with disruptive technology make different location
choices from firms with conventional technology investments when diversifying
geographically.

The concept of disruptive technology (Christiansen, 1997) is closely related to the
Schumpeterian term creative destruction (Schumpeter, 1942). Disruptive technology is
technology that creates a new business model and value chain, and tends to gradually
displace an existing technology. Conventional technology, as opposed to disruptive,
sustains existing technology through incremental innovation, and in time becomes
threatened with extinction by disruptive technology. A sustained competitive advantage,
based on a particular technology, could become a competitive disadvantage if exploited

with disregard to breakthrough innovations that lead to disruptive technology market
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introduction.

On the other hand, transaction cost economics argues that asset specificity elicits
complex ex ante incentive responses and it gives rise to complex ex post governance
responses (Williamson, 1985). These responses increase contracting hazards (Hill, 1990;
Williamson, 1985) for firms with high asset specificity. Similarly, these firms are likely
to incur higher costs related to monitoring and enforcing a contract. Thus, I argue that in
conditions of high host government transparency, transaction costs for firms with
disruptive technology can be significantly higher than for firms with conventional
technology.

My argument is based on the assumption that firms with disruptive technology
face greater risk of conflict of interests and opportunism in conditions of high
transparency. Opportunism can manifest itself in a business partner taking advantage of
the other firm through shirking, free-riding, or technology imitation (Hennart, 1991; Hill,
1990; Gatignon & Anderson, 1988; Williamson, 1985). Even though government
transparency decreases search transaction costs, both ex ante and ex post transaction costs
that disruptive technology firms incur are significantly higher than the case would be in
conditions of opacity.

Weak formal institutions characterize emerging markets, and government
transparency sheds light on these institutional weaknesses. As a result, MNEs become
more aware of the weak institutions in an emerging market. Disruptive technology firms
will be more cautious about disclosing information than conventional technology firms.

A transparent government will require more information and will pressure

businesses to disclose as much as all other parties concerned deem necessary. Thus,
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disruptive technology MNEs will be more cautious in entering emerging markets with
high transparency. This is due to the fact that these firms will incur higher transaction
costs in the form of legal consult and thorough information selection, for example, in
attempt to minimize a perceived negative effect an information release might have on
their competitive positions (Stevenson, 1980:7).

Using a simple “prisoners’ dilemma” game, Andrew Schnackenberg (2002)
provides evidence that players with higher levels of transparency will be at a competitive
disadvantage relative to less transparent players because the player “confessing” loses
while the player withholding the truth wins. Similarly, some MNEs may prefer to be less
transparent in order to maintain self-serving advantageous information asymmetries with
the public and the competition. These firms will prefer to enter countries in which the
government is relatively opaque. The logic is that if the government does not provide
information to interested stakeholders, that government is likely not to pressure MNEs for
business disclosures. On the other hand, a government that is striving to be more
transparent will have to collect more information and will pressure businesses to disclose
as much as all other parties concerned deem necessary. For example, a more transparent
government will require more detailed financial, ethics, labor, and environmental
disclosures from businesses.

Different political and market forces shape different business disclosure
regulations across countries. These differences, in turn, can lead to different outcomes for
the firms. For example, varying country financial reporting requirements and disclosure
regulations can lead to differences in stock market relevant information and firms’

valuations across countries (Alford et al., 1993; Ashbaugh & Pincus, 2001; Hung &
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Subramanyam, 2007). This is a primary reason driving the transition to adoption of
International Accounting Standards (IAS). Firms’ total asset and book value as well
variability of book value and income are significantly higher under IAS than they are
under the German accounting standards, for instance (Hung & Subramanyam, 2007).

Feltham, Gigler and Hughes (1992) demonstrate with an economic model that
some firms oppose the imposition of mandatory reporting by accounting rule-making
bodies in order to deter competition; these firms can go as far as to distort first-period
production in an attempt to influence entrant beliefs about the (un)attractiveness of the
market. Given that competitors can observe disclosure, firms are resistant to reveal
information even if that information can be viewed positively by the capital markets and it
can increase the value of the firm (Hayes & Lundholm, 1996). A rival firm would choose
to enter the firm’s market if the firm makes high profits (Wagenhofer, 1990).

Given that firms in disruptive technology operate in a new industry, most of these
firms, when expanding geographically, are likely to be early entrants in an emerging
market in their particular industry. For these firms, the threat of new rivals’ either among
local and multinational conventional industry firms converting to disruptive technology or
among new firms in their disruptive industry can have more impact on profitability than it
would on the profitability of conventional technology firms, given the benefits from the
interaction between a new market and a new technology. Thus, higher proprietary costs
can make disclosure of information less likely for disruptive technology firms
(Wagenhofer, 1990). This is due to the fact that disclosure will result in loss of
advantageous information asymmetries and can lead to an increase in conflicts of interests

among partners. In sum, disclosure of information leads to significantly higher transaction

97



costs for firms with disruptive technology than it does for firms with conventional
technology.

Firms incur direct costs of collecting, evaluating, and providing information to
regulators, as well as costs from inadvertently providing information to rivals when they
are required to disclose information (Hermalin & Weisbach, 2012). Costs of disclosure
regulation differ widely across firms (Leuz & Wisocki, 2006). Transaction costs will be
higher for firms with a disruptive technology investment because the uncertainties
associated with government revealing required information about the firm will be
magnified by the uncertainties associated with the radical change of the technology it
owns. Bringing a new technology is related not only to patents and technical know-how
but also to building a new supply-chain, operations processes and distributions channels
that a firm may prefer to keep secret until it rips the results of its pioneering work in an
emerging market.

In a country where the government practices shed light on MNEs, firms that are
pioneers in their field are likely to exert more managerial time and effort and incur higher
legal and accounting consultation fees before providing required by the government
information. The reason would be that such firms would be more sensitive to disclosing
any information assuming that information they disclose might inadvertently haunt them
and weaken their profits in the future. This sensitivity would also lead to an increase in ex
ante costs related to partner selection, communication, negotiation, and contractual detail.
These firms will consider that they have to be extra vigilant in protecting their firm
specific asset after the contract is signed. In such cases, transaction costs associated with

monitoring will significantly increase.
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Moreover, firms’ transparency is associated with free-rider problems (Coffee,
1984). Similar firms to the one that discloses valuable positive information can benefit
from lower cost of capital (Lambert et al., 2006) and more investment inflows (Admati &
Pfleider, 2000) without incurring any disclosure costs. Thus, the firm that discloses
information loses. Firms in disruptive technology industries would benefit the most from
a freeriding on information disclosed by a rival, and the firm that discloses will lose more
than it would a firm in conventional technology. Differently from conventional
technology industries, disruptive technology industries lack historic information. Thus,
the degree of market impact of news about disruptive technology firm would be relatively
higher than the degree of market impact of news about conventional technology firm.
Overall, the net effect of high government transparency would be negative on disruptive
technology FDI to emerging markets. At the same time, that transparency can have a
positive effect on FDI in conventional technology as the conventional wisdom suggests.

However, the result will be the opposite in conditions of opacity. Although
government opacity increases transaction costs for MNEs that are accustomed to
transparency in their home countries, firms in disruptive technology can reduce their ex-
ante and ex-post costs in conditions of opacity in emerging markets relative to conditions
of transparency. For investors with firm specific assets, opacity might be a blessing in
disguise. Firms with disruptive technology will have a better chance of keeping their
business less exposed to the public because the government is unlikely to pressure
businesses to collect and reveal high quantity and quality of information.

On the other hand, government opacity can create barriers for firms in

conventional technologies that would not have existed if sufficient, accurate and clear
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information has been available. At the same time, protection of information is not
essential for conventional technology firm’s survival as it is for a firm in disruptive
technology. As a result, the net transaction costs for firms in conventional technologies
will be higher in conditions of high opacity. The net effect will be lower FDI in
conventional technology than the host country would have received if government
transparency were high.

In summary, on one hand, transparency reduces transaction costs related to initial
entry and search while, on the other hand, transparency can increase transaction costs for
disruptive industry MNEs. I argue that when government increases its transparency via
giving information to the media, providing data to multilaterals and to the public as
required by the Requests for Information laws, governments start soliciting more
information from private firms. Such information pressures can come in the form of
stricter accounting, capital markets, environmental sustainability, ethical or labor
reporting requirements. In extreme cases, it can be information that requires firms to
reveal the nature of the technology they plan on bringing in a country.

Firms are generally reluctant to reveal more information to government and the
public than they deem necessary. Practitioners in the field, such as Transparency
International (TT) staff, report that when working on collective action among businesses
they encounter resistance among a large number of firms to reporting any information (TI
staff informal interview, June 12, 2015). I argue that the nature of firm’s technology —
conventional vs. disruptive — influences the difference in firm’s attitude to transparency
because disruptive technology carries higher asset specificity which is associated with

higher transaction costs. Since more transparent governments solicit more information
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from private firms, disruptive technology MNEs might be more reluctant to invest in

transparent countries than would be firms with conventional technology.

Hypothesis 2A: In emerging markets, government transparency deters investment

in disruptive technologies.

Hypothesis 2B: In emerging markets, government transparency attracts

investment in conventional technologies.
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4. DATA,METHODS AND ANALYSIS

Data

This study utilizes a factorial survey as a data source.'” Surveys are appropriate
for measuring attitudes and decisions. Due to the lack of existing data on top executives’
choices to invest abroad given varied degrees of host government transparency and
business corruption, developing new primary database is necessary for obtaining data to
test the hypotheses of this study. A survey instrument is deemed best for this research
given the sensitive nature of the questions and the likelihood that privacy and anonymity
will predispose survey respondents to be more sincere than they would be in a face-to-
face interview. Surveys are an excellent way to measure opinions and decisions of a
target population. I develop four survey scenarios based on the key independent and
control variables of interest to my dissertation. The survey questions are designed to
assess top executives’ decisions to invest abroad. The questions are close-ended and
consist of core questionnaire and manipulation checks. Manipulation checks are
necessary to minimize bias and misunderstanding through incomplete information
retrieval and integration, known in the survey literature as “satisficing” (Krosnick, 1991).

The survey is based on between subjects design leading to presenting only one
vignette per panel group. A Likert scale (1932) is developed for respondents’ answers on
the questions testing their decision to invest in an emerging market country.

The scenarios are as realistic as possible and the wording is intentionally indirect.

The survey consists of four different scenarios testing executives’ decisions at different

2 The survey received IRB approval
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settings of the variables corruption and transparency, given respondents self-reporting of

their own firm’s use of conventional vs. disruptive technology.

Survey Design Table

Transparency
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T scenario 2 scenario 1
C
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o
>
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S scenario 4 scenario 3

Therefore, the survey provides a total of four treatments of the key country-level
independent variables corruption and transparency. This design allows me an opportunity
to test for interaction effects between host-country government transparency and
corruption, as well as an interaction with the key firm-level independent variable
technology type on managers’ investment decisions. Key host country macro-economic
conditions are set as constants across all scenarios.

A pre-test was given to GWU students and local area business people to validate
the survey and scales. All subjects who were asked to complete the survey did so. A total

of 47 responses to the preliminary test were collected. The intended outcome was to test
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for reliability of the factors in the survey instrument. The outcome from the pre-test was
satisfactory.

Since the first three questions are about technology, I coded the first three
questions responses to be consistent in scale. The order of the responses for the 2nd
question was reverse-coded because "Strongly Agree" for the 1st and 3rd questions
implies disruptive (radical, novel) technology, while "Strongly Agree" for the 2nd
question implies the opposite (conventional). So I used reverse coding for the three

questions loading on the technology type factor as follows:

For QI and Q3:
Strongly agree = 1
Somewhat agree = 2
Neither agree nor disagree = 3
Somewhat disagree = 4

Strongly disagree = 5

For Q2:
Strongly agree = 5
Somewhat agree = 4
Neither agree nor disagree = 3
Somewhat disagree = 2

Strongly disagree = 1
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In the pre-test, the Cronbach's alpha coefficient associated with the responses to
the three questions related to technology is 0.75. Similarly, I coded the four questions
about investment decision, and the Cronbach's alpha coefficient obtained was 0.81. The
alpha coefficients suggest that the items have relatively high internal consistency. Note
that a reliability coefficient of 0.70 or higher is considered "acceptable" in social science
research situations (Schmitt, 1996).

After the successful validation of the survey via the pre-test, I employed the
services of the survey firm Qualtrics. Qualtrics targeted panel of top executives engaged
in international business and with an office in the US. A total of 567 surveys were sent
out electronically by Qualtrics. The response rate of the Qualtrics’ panel was 89 percent.
Of the 507 participants who responded, 59.2% qualified as top executives involved in
international business. The respondents who qualified amounted to 300. All 300
respondents completed the survey (0% dropout rate). I dropped thirteen subjects due to
low quality responses. The dropped subjects were replaced with additional 13 subjects
Qualtrics provided. Of the final set of subjects, 95 percent are representatives of firms
headquartered in the US with the remaining five percent being representatives of a
subsidiary located in the US. Only three subjects responded that they were not involved
in the decision to invest abroad despite the fact that they were involved in international
business.

The four treatments were administered by Qualtrics in a randomized manner to a
panel dispersed geographically throughout the United States. The treatments reflect the
two key independent variables of interest in this study — host country corruption and

transparency. The panel was divided in four groups with each respondent having an
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equal chance of receiving any one of the four treatments. As a result, a randomization
based on industry, firm size (number of employees) and the subjects’ involvement in
international expansion decisions is evident from Table 3.1 in the Appendices section.

I coded the results from the survey, and developed a database with the factors that
load on each variable of interest. Consistent with the pre-test results, the questionnaire
items indicate high reliability. Cronbach's alpha coefficient associated with technology
type is 0.73, and the Cronbach alpha associated with the investment decision is 0.93 and
0.95 with identical average interim covariance value of 1.08. It should be noted that the
first alpha value related to the investment decision is a statistics related to the first three
questions identifying the decision to invest while the second alpha value is related to all
four questions identifying the decision to invest. This implies an excellent reliability and
internal validity of the dependent variable instrument.

I coded all responses corresponding to “Strongly Agree” and “Agree” as “0”.
Then, I calculated the mean of all four items loading on the FDI decision variable. For
robustness checks, I also created an additional variable based only on all responses
corresponding to “Strongly Agree” to invest (coded as “0) vs. the rest of the investment
choices (coded as “1”’), and named this robustness-check variable DecisionStrong.

The independent variables are host government transparency and country
corruption, both of which are captured in the four scenarios (treatments), as well as
technology type (disruptive and conventional). The technology-related questions were
three, as mentioned above. The three questions scores were averaged based on a 5-item
Likert scale results, and the variable was coded as Technology Type and contained values
for disruptive technology (0), conventional technology (1). The four corruption-

transparency paired treatments took values 1-4. Scenario two and four include high
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transparency while corruption varies from high (2) to low (4). These treatments measured
high transparency and were coded as Transparency (1). Thus, I refer to scenario 2 as
High Transparency- High Corruption. Scenario one and three include low transparency
as the independent variable, while corruption varies from high (1) to low (3). These
treatments measured low transparency and were coded as (0) transparency. Respectively,
scenario one is addressed as Low Transparency-High Corruption and scenario three as
Low Transparency-Low Corruption.

The existing literature finds that various macro-economic indicators may affect
FDI inflows across countries and studies apply only those indicators that are most
appropriate for the purposes of their research depending on the nature of the subject
matter (Chakrabarti, 2001). The most commonly used macro-economic controls
specifically related to the entry decision are economic size (GDP), GDP per capita,
population, political risk, and ease of doing business indicator. These factors were included
in the four scenarios and were fixed/identical across all four treatments. Firm-level controls
are also included: industry; size of company (number of employees); number of foreign
countries the firm has subsidiaries in (number of foreign subsidiaries). Subject-level controls
include the executive’s position in the firm, work experience abroad, and going to college
abroad or to high school abroad (grouped in education abroad), and whether or not the
executive makes the final decision. It should be noted that slightly more than half of the
respondents are C-suit executives and more than half of all respondents are the final

decision-makers regarding their firms’ FDI entry choice.

Methods and Analysis
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Experimental survey ordinal data studies lend themselves to ordered probit
regression analysis (Greene, 2009; Jensen et al., 2010). Accordingly, I utilize ordered
probit regression with robust standard errors to control for heteroskedasticity.
Robustness checks using both ordered probit and ANOVA are also added. The results

are reported in Appendix 2.

The first Hypothesis model is defined as follows:

Top Management Decision = a + bl Transparency+bkControl variables+ e

To test the first hypothesis, I split the data into highly corrupt emerging markets
(testing whether transparency deters investment) and less corrupt emerging markets
(testing whether transparency attracts firms). The total number of observations for highly
corrupt markets is 147, while for less corrupt markets the number is 153. I exclude firms
whose headquarters are outside of the US. Thus, my final samples contain 140 and 145
observations respectively. The primary results indicate that, in less corrupt emerging
markets, increasing transparency from low to high leads to an decrease in the probability
that US firms will decide not to enter an emerging market. In highly corrupt emerging
markets, I do not find significant results. A robustness check with the same set of only
US firms, using ANOVA test supports the primary findings.

Additional ordered probit robustness tests are performed using all observations
(95% US firms and 5% firms with subsidiaries in the US). The results are reported in
Appendix 2. I first perform a robustness check with the same data split as the one I used

in the primary test of the hypothesis 1 — the data is split between highly corrupt and less
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corrupt emerging markets. The results support the primary findings even after including
technology type as a control variable. I also performed robustness checks using only the
responses of C-suite executives (51 percent of all observations) and only the responses of
those who are the final decision-makers (52% of all observations). These robustness
checks were consistent with the primary tests findings as well.

Based on the primary findings and the robustness tests results, I conclude that
high transparency attracts US firms to enter an emerging market country with low
corruption. In other words, I find strong support for the hypothesis 1.2 while the
hypothesis 1.1 is not supported.

Clearly, other factors besides the level of host country corruption and
transparency affect executives’ decision to expand abroad. In the model testing the
second set of hypotheses, I include Technology Type as a binary variable: (0) disruptive

and (1) conventional.

Top Management Decision = a + bl Transparency + b2Technology Type

+ b3Transparency*Technology Type + bkControl variables + e

The primary test includes all observations and controls for corruption with
transparency varying from low (0) to high (1). The ordered probit model results in non-
significant results for the direct effect and interaction effect of the key variables
technology type and transparency. Thus, hypothesis 2 is not supported by the primary
test. A robustness check with ANOVA and just US firms based on a data split between
highly corrupt and less corrupt countries results in non-significant interaction effect as

well. However, the ANOVA test in the sample yields some support (p<0.10) that
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disruptive technology firms are less likely to invest when transparency increases in less
corrupt emerging markets. The coefficient for Transparency is positive while technology
is held at the level of disruptive technology indicating that increasing transparency from
low to high increases the probability that US firms will not invest in emerging markets
with relatively low corruption levels. The rest of the results are not significant (p >0.10).
Thus, I cannot be reasonable certain that there is an interaction effect of technology type
and transparency on firms’ FDI entry decisions. The study is underpowered due to
limitations of access to top executives involved in international expansion decisions, and
the small number of observations can be driving the lack of significant results.
Understanding how transparency and technology type affect firms’ FDI entry
decisions adds value to both business executive and policy-makers. Unfortunately,
disruptive technology is a relatively novel term and common understanding of that term
is yet to emerge among both business executives and policy-makers. The survey
provided a clear definition and examples of both disruptive and conventional technology
concepts. However, subjective interpretations are likely and could depend on
unobservable factors that cannot be captured in a short survey. The survey was limited to
five minutes to assure higher response rate among subjects, such as C-suite executives,
who are unlikely to invest more time in responding to a survey. My analysis of the data
suggests that 60 % of the respondents believe that their firms’ primary technologies are
disruptive. At the same time, the respondents indicated that more than 60% represent
large firms across all industries. Generally, large firms are not disruptors and the sample
was a random representation of the general population of large US firms. This fact alone

raises a red flag that some of the executives may have unintentionally inflated the level of
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disruptiveness of their firms’ primary technologies. For example, it is likely that a
representative of a large university, such as GWU, that offers online courses would select
disruptive technology when in fact GWU is not a disruptor but an organization using
conventional business model based primarily on classroom education. Similarly, a
representative of Wells Fargo that has larger brick-and-mortar footprint than any other
bank in the US may select that the firm’s primary technology is disruptive thinking of the
fact that Wells Fargo offers online banking. Thus, the non-significant results are likely
an issue of measurement.

Following the old adage “Don’t tell me what your priorities are. Show me where
you spend your money and I’ll tell you what they are,” I believe that the non-significant
results can be inconsistent with the FDI location choices executives make in reality.
Generally, top level executives who are aware of what is right and what is wrong are
likely to choose a politically-correct answer when in fact they may act in discord with
that answer when faced with that choice. It is feasible to assume that an executive may
fear to provide survey responses, though officially anonymous, that can potentially
compromise her/his integrity and position. In a world of Wiki-leaks, no one can be
completely confident in the anonymity of online information, and we can safely assume
that high ranking executives are concerned about taking unnecessary risks. Just like in
voting, completing a survey does not provide any direct benefits to the respondents. The
Bradley effect theory (Hopkins, 2009) related to voting polls may very well apply to
surveys on corruption and transparency. My results indicate that I should consider the
incentives of respondents — executives have nothing to gain from answering truthfully a

sensitive question but they have a lot to lose if they answer a question against their firms’
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official policies. Surveys on corruption generally suffer from false response issues due to
the fact that bribery is considered illegal and unethical, and it is unrealistic to expect that
corporate leaders will self-incriminate themselves admitting that they would chose to
invest in a relatively more corrupt country.

In addition, the survey literature acknowledges that for questions that require
either recalling very specific information or making cognitive efforts, individuals may
give inaccurate responses unintentionally (Carmines & Stimson, 1980; Jensen et al.,
2010). Although impossible to control in a survey, all of the above issues are certainly a

limitation to the measurement accuracy of the technology type variable.

5. CONCLUSION

The essay offers a set of arguments about how an increase in host-country
government transparency can affect US executives’ decisions whether to invest in an
emerging market typically characterized with significantly higher level of corruption than
the US. Complete transparency is impossible due to cost issues, and undesirable due to
security issues. The challenge of democratic governments is to find the right balance.
Complementarity between host government transparency and low business corruption
decreases transaction costs for MNEs.

Given the paucity of prior research on the topic, the study makes several
significant contributions to the literature and to policy development. This study offers a
novel application of transaction cost theory by applying it to government transparency. It
also challenges the tenet that government transparency increases FDI. The findings

indicate that government transparency has a positive effect on FDI only in conditions of low
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corruption. Transparency on its own cannot increase FDI from relatively clean countries such
as the US.

Although beneficial to practitioners and scientific knowledge, the paper suffers
from several key limitations. The findings should be interpreted with caution because the
survey has several significant limitations, most of which result from the inherent
limitation of the nature of survey data collection as mentioned above in the analysis of
the results section. Another limitation of the survey is that it mentions the Ease of Doing
Business as one of the factors that are unchanged across the four scenarios/treatments.
Although the level of that factor is very neutral, it should be noted that the Ease of Doing
Business indicator is calculated including level of corruption as a factor. Thus,
respondents may have been influenced in their interpretation of the level of corruption in
a country by the information the survey offered on the Ease of doing business.

This essay unbundles the generic theme of FDI into specific technology types of
FDI — conventional and disruptive. However, deeper understanding of the nature of the
firms’ technologies is needed to make certain that the measure for technology type is
accurate. Additional survey and focus group interviews can significantly change the
results. Also, a survey of firms from France or other civil law countries should be
conducted to provide data for future research that can extend the external validity of this
essay. Future research should also unbundle the influence of Ease of Doing Business
indicator from the effect of the corruption indicators on executives FDI location selection

decisions.

Moreover, the arguments supporting the hypotheses are grounded in transaction cost

theory that assumes that individuals are risk-neutral (Williamson, 1985). Therefore, this
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study does not factor managers’ risk-aversion levels. However, in reality managers are not
risk-neutral. Risk-averse managers may make different decisions than risk-seeking
managers (Chiles & McMackin, 1996). Future research could address this aspect of
decision-making when choosing investment location by testing a model factoring
differing managerial risk preferences. In addition, firms’ entrepreneurial orientation may
play a role in the executives’ decisions whether to expand abroad. Proprietary data can
be made available to test to what degree executives’ entrepreneurial orientation can play
arole in their decisions to enter or not an emerging market. Finally, government
transparency and corruption are just a couple of many factors affecting MNE’s location
choice. Firms consider the competitive environment, the threat of substitutes, the power
of consumers and supply chain partners, as well as the threat of new market entrants
when making decisions to expand internationally. Ideally, managers have information on
the above variables and enter them in their powerful analytical models that can predict the
best strategic choice. However, these models often underestimate uncertainty. In
conditions of high uncertainty, such as that in emerging markets, firms would greatly
benefit if they pay significantly more attention to factors, such as corruption and

transparency, in their analysis of locations for geographic expansion.
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Dissertation’s Contributions, Implications and Future Research

Firms’ FDI investments to emerging markets are critical to economic
development and to the firms’ business growth. Decisions involving location selection
and amount of investment once the location has been selected are highly complex and
dependent on macro-economic, industry, and firm factors. How do these factors
interplay with countries’ institutions is an important issue in the international business
and policy literature? My research reveals that country-level institutional distances play a
significant role in the investment decision which is consistent with the established
literature. Among my findings key contributions is that the institutional distance effect is
contingent upon the nature of firm’s technology disruptiveness. In a world of Disruptive
technology, such as massive open online courses that threaten business schools, virtual
cryptographic currency that threatens clearinghouses, or investment fintech that threatens
investment banks, studying the differences between conventional businesses and
disruptors in terms of their FDI choices is important to economic progress.

In the energy sector, disruptive renewables technologies threaten the existence of
conventional energy industries. Consolidation, vertical integration, new service models
are efforts that the conventional energy firms undertake in response. Focus on the
renewable technologies in particular in this research contributes to the environmental
sustainability literature by pointing in direction to the fact that good environmental
sustainability policies alone are not likely to attract FDI to emerging markets unless these
policies are in alignment with strong anti-corruption institutions.

In addition, this dissertation research has theoretical contributions to the strategy

location diversification literature. The theoretically-grounded propositions in the first
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essay point that transparency avoidance and corruption are non-market strategies. A
discord between the results of the second and the third essay indicates that firms may be
resistant to admit but nevertheless may invest when an opportunity presents itself in
corrupt countries. Decoupling between culturally and legally accepted rhetoric and
actions is a possible explanation for the results of the survey. Anecdotal evidence also
reveals that firms from developed countries with very low corruption and strict anti-
corruption laws will not voluntarily admit of accepting corruption as part of their
business practices abroad. For example, the German MNE Siemens, AG has been
convicted on numerous corruption charges around the globe indicating a systemic
practice of using corruption as a non-market strategy. Clearly, Siemens has followed the
US SEC reporting requirements during the period of its corrupt acts and yet, it has
managed to conceal its illegalities. In other words, hiding behind financial transparency
and pretending to be clean while engaging in systemic corruption was an integral part of
Siemens’ non-market strategy.

The empirical results indicate that firms like Siemens that are headquartered in
civil law countries invest more in corrupt emerging market countries than do firms from
common law countries. Firms from common law countries, and in particular from the
US, are more likely to invest in emerging markets with less corruption. Thus, my
dissertation contributes to institutional theory by finding that MNEs cross-border
investments differ in their sensitivity to host-country institutions depending on the nature
of their home country legal systems.

The dissertation has also methodological contributions including novel to the FDI

strategy literature Bayesian analysis and multi-method empirical tests that add robustness
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to the results. Finally, the dissertation offers empirical contributions. Using both data per
investment deal and proprietary survey data is a significant advantage of this research.
Such data has been rarely utilized individually and together in the FDI strategy literature.
Deal-level secondary data in combination with TMT-level survey data complement each
other and allow for testing of firms’ decisions about both FDI location selection and
amount per cross-border deal.

The dissertation has several practical implications that can be of interest to
business executives, policy makers and the society at large. For business executives the
implications are that without them taking responsibility for corruption in the markets in
which they operate, corruption will continue to thrive. The myth that government
officials alone should be held accountable for high corruption should be replaced with a
shift of the attention towards corporate corruption. Only by instilling strong intra-firm
ethics and compliance cultures, MNEs will be able to avoid going down the corruption
path.

The dissertation can guide policy-makers in their pursuit of government
transparency by alerting them of the dangers they can face if their anti-corruption
institutions are weak. The implications of the research are that governments should strive
for progress in transparency in alignment with anti-corruption institutions. Transparency,
by itself, can shed light on corruption, but it cannot decrease it. Moreover, transparency,
by itself, cannot attract more US firms to invest in emerging markets. The probability of
US firms entering an emerging market increases only when transparency is coupled with
low corruption. In corrupt countries, improving anti-corruption institutions should be a

prerequisite to attracting FDI from clean firms, and from firms investing in disruptive
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technologies. In the age of disruption, a paradigm shift to embracing disruptive
technology is needed among policy makers who are on the side of progress and economic
development.

This dissertation provides a fertile ground for several streams of future research.
First, the theoretical propositions can be parsed and tested empirically as reliable
measures of strength of RTI laws, cultural dimensions of emerging market countries,
level of country organized crime, as well as media release of corruption information
become available. Second, the second essay’s findings external validity can be tested in
the context of the financial sector which with its clearly defined fintech and traditional
financial services businesses lends itself nicely for measurement of disruptive vs.
conventional business models. Finally, the hypotheses of the third essay can be re-tested
with a survey of French or other civil-law country to see if institutional differences might
change the findings. Moreover, more precise measure of technology disruptiveness is
needed. Focus groups with CEOs should be the source of more precise distinction
between disruptive and conventional technology. Moreover, a study on the intersection
of entrepreneurship and strategy -- the effect of firm’s Entrepreneurial Orientation on FDI

location choice -- is likely to add value and explanation to the results of the third essay.
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APPENDIX 1.
Table 2.1: Variables

Variable

Description

Unit Measure

Source

Dependent Variables

FDI Amount of FDI from firms Millions of $US S&P Capital 1Q
headquartered in a developed Database
country flowing to emerging market
countries

Independent Variables

Host Corruption (First set of Pervasive Corruption Level Level from 1-10 (inverted) TI CPI

lhypotheses)

Corruption Distance (Second set of [Difference between home and host | Level from 1-10 (inverted) TI CPIL

hypotheses) country pervasive corruption

Home Country Rule of law Strength of law enforcement Range from -2.5 to +2.5 IWorld Bank

(hypothesis 1a). IWorldwide

Governance

Indicators (WGI)

Home country legal system
(hypothesis 1b).

Civil law and common law legal
systems

Dummy variable

Type of technology

Disruptive and Conventional

Dummy variable for renewables
and conventional energy

S&P Capital 1Q

Instrumental Variable

Number of parking tickets

Parking violations of UN diplomats
in NYC

1-10 indices

Fisman & Miguel
(2007)

Control Variables

Firm Size INumber of employees # S&P Capital 1Q
Firm Age INumber of years since founding # S&P Capital 1Q
Host Political risk Degree of Political Constrains 1-10 Polcon

endowment

Host GDP The monetary value of all the Millions of $US World Bank data
finished goods and services
produced within a country's borders
calculated on an annual basis.
Host GDP per capita Median income per capita annually $US World Bank data
Host Oil & HostGas Country natural resource BTU World Bank data

Host renewable energy country
attractiveness (RECAI)

Macro, energy market and
technology-specific indicators

1-10 indices

Ernst & Young
Index (2003- 2014)

crisis)

2008-2015(after)

Host Government Transparency Availability of credible aggregate 0-1 HRYV index
economic data
Period (before/after the financial 2001-2007(before) Dummy variable Capital IQ database
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Table 2.2: Descriptive Statistics and Correlations

Mean estimation

Number of obs

345

Mean  Std. Err. [95% Conf. Interval]
fdi 118.5846  8.536046 101.7951 135.374
hostcorr 6.260985 .0659303 6.131308 6.390663
corrdistance 3.465043 .1008281 3.266726 3.663361
rol 1.239855 .0405581 1.160082 1.319628
lsystem .5884058 .0265335 .5362176 .640594
techtype .3130435 .0250027 .263866 .362221
fdi hostcorr corrdi~e rol 1lsystem techtype hostgdp
fdi 1.0000
hostcorr -0.1839 1.0000
corrdistance -0.1834 0.6932 1.0000
rol -0.1224 -0.0485 0.2106 1.0000
lsystem 0.1745 -0.2066 -0.3737 0.1545 1.0000
techtype -0.0109 0.0853 0.0260 -0.0100 -0.1188 1.0000
hostgdp 0.0095 -0.2640 -0.0590 0.0339 -0.2542 -0.3874 1.0000
gdp_cap 0.1461 -0.2913 -0.1655 0.1251 0.2055 0.0528 -0.2001
hostoil -0.1527 0.2903 0.2485 -0.2055 -0.3137 -0.0660 0.0061
hostgas -0.1908 0.3480 0.3093 -0.2266 -0.4104 -0.0736 0.1480
hosttransp~y 0.0618 -0.2163 -0.1997 0.2185 0.3438 0.0329 -0.3393
polrisk 0.1335 -0.1678 -0.0898 0.2518 0.2114 0.1825 -0.1438
recai -0.1952 0.2414 0.1545 -0.3254 -0.3310 0.0915 0.2372
firmage 0.1793 -0.2224 -0.0418 0.0283 0.2248 -0.2320 0.1930
firmsize 0.1909 0.0517 0.0588 0.1035 0.2326 -0.1075 -0.1306
gdp_cap hostoil hostgas hosttr~y polrisk recal firmage
gdp_cap 1.0000
hostoil -0.2518 1.0000
hostgas -0.4497 0.9137 1.0000
hosttransp~y 0.3889 -0.6742 -0.7039 1.0000
polrisk 0.5104 -0.6240 -0.6004 0.6399 1.0000
recai -0.4689 0.6112 0.7644 -0.6466 -0.6128 1.0000
firmage 0.0389 0.0826 0.0041 -0.0129 -0.0635 -0.0347 1.0000
firmsize 0.0977 -0.0317 -0.0876 0.0224 0.2273 -0.2474 0.1482
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Table 2.3. Number of Observations Annually (by Type of Technology)

Year Conventional Disruptive
2001 20 3
2002 8 3
2003 12 5
2004 10 4
2005 10 7
2006 19 6
2007 9 8
2008 27 10
2009 24 11
2010 23 6
2011 12 9
2012 25 8
2013 9 11
2014 13 11
2015 14 8

Total 235 110
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Graph 2.1 Scatter Plot of FDI ($US) and Host Country Corruption Level
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Table 2.4. Robustness Check Results of 2SLS Regression with Robust SEs

VARIABLES Dependent variable FDI$
Corruption 3.195 6.884
(8.121) (8.444)
Corruption*RoL. -1.963**
(0.938)
Corruption*legal
system 1.621**
(0.781)
GDP -0.000 -0.000
(0.000) (0.000)
GDP per capita 0.006%*** 0.003*
(0.002) (0.002)
Oil endowment -0.014 -0.009
(0.008) (0.008)
Gas endowment ~ 0.014%*** 0.010%*
(0.005) (0.006)
Transparency -106.365* -12.225
(63.731) (62.027)
Political risk 8.183 38.236
(58.948) (60.707)
Firm age 0.285 0.529%*
(0.239) (0.244)
Firm size 0.001** 0.00 1 ***
(0.000) (0.000)
Period 17.752 33.338*
(17.266) (18.454)
Constant 40.784 31.575
(63.648) (65.513)

Standard errors in parentheses
*%% n<0.01, ** p<0.05, * p<0.1
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APPENDIX 2

Table 3.1. Randomization per Treatment Group

Scenariol

Scenario?

Scenario3

Scenariod

To what extent are you involved in
firm's decisions to expand abroad?
Check all that apply.

Not involved
2 1.03% 1 0.61% 0 0.00% 0 0.00%
| PARTICIPATE IN DECISIONS REGARDING
WHICH FOREIGN MARKET my firm
selects to establish new facilities or
subsidiaries (country selection
decisions). 37 18.97% 4 25.00% 40 20.73% 47 22.07%
| PARTICIPATE IN DECISIONS HOW MY
FIRM ENTERS foreign markets e.g.
exporting, joint venture, wholly owned
subsidiary, etc. (foreign market entry
mode) 53 27.18% 35 21.34% 47 24.35% 59 27.70%
| MAKE THE FINAL DECISION regarding
foreign investment opportunities for my
firm 3 16.92% 33 20.12% ;3 22.28% 45 21.13%
| CONDUCT RESEARCH regarding foreign
markets my firm may consider 40 20.51% 3B 2034% 3 17.62% 37 17.37%
Approximately, how many employees
does your firm have?
one-50 5 66T% 1 154% 15 19.48% 8 976%
51-500 2800 18 25.3% 18 233%% 7 0.9%
500-1000 5 2000% 18 25.3% n 285M% 16 1951%
More than 1000 3 4533 T 2 285M% 31 37.80%
What is your industry?
Software andor hardware 16 21.3% 6 845% 9 1169% 1 BA%
Biotechnology 1 1.33% 4 5.63% 2 2.60% 4 4.88%
Electric and electronic products 9 12.00% 0 14.08% 5 6.49% 5 6.10%
Pharmaceuticals 3 4,00% 1 1.41% 0 0.00% 1 1.22%
Renewable Energy andjor Utilities 2 2.67% 0 0.00% 5 6.49% 6 7.32%
Other Services v 16.00% 18 2535% 8 10.39% 16 19.51%
Extractive (oil & gas, mining) 0 0.00% 3 4.23% 0 0.00% 1 1.22%
Manufacturing 16 21.33% 11 154% 18 23.38% 7 8.54%
Agriculture & Food 2 2.67% 0 0.00% 1 1.30% 1 1.22%
Financial Services 7 9.33% 3 4.23% 14 18.18% 9 10.98%
Transportation 1 1.33% 3 4.23% 4 5.19% 2 2.44%
Health/social care 3 4.00% 3 4.23% 4 5.19% 6 7.32%
Retail and Wholesale Trade 3 4,00% 7 9.86% 4 5.19% 1 13.41%
Real Estate 0 0.00% 2 2.82% 3 3.90% 2 2.44%
Number of Observations 75 100.00% 71 100.00% 77 100.00% 82 100.00%
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Graph 3.1. Top Management Team Positions
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Table 3.2.

Key variables descriptions and correlations

Description | range mean Direction
Variables
Transparency | 0-1 2.52 Low(0), High (1)
Technology 0-1 0.4 | Disruptive(0), Conventional (1)
FDI decision 1-5 2 Yes to No
FDIdec~n transp~y corrup~n techtype Services Manufa~g Mining
FDIdecision 1.0000
transparency -0.1096 1.0000
corruption -0.0537 -0.0120 1.0000
techtype 0.1372 0.0086 0.0688 1.0000
Services 0.0722 0.1311 0.1307 0.2235 1.0000
Manufactur~g -0.1004 -0.1607 -0.1177 =-0.2295 =-0.9723 1.0000
Mining 0.1196 0.1249 -0.0559 0.0244 -0.1223 -0.1132 1.0000
numberofco~s -0.1800 -0.1188 0.1361 -0.0623 -0.0800 0.0592 0.0888
size -0.2648 -0.0232 -0.0607 -0.2553 -0.3091 0.2855 0.1016
position 0.0467 0.0279 0.0060 0.0567 0.0754 -0.0517 -0.1006
workedabroad -0.2269 0.0205 0.0693 -0.0423 -0.0462 0.0523 -0.0255
FinalDecis~n -0.0994 0.0120 0.1380 -0.0545 0.0098 0.0052 -0.0635
Education -0.0960 -0.0629 0.1096 -0.0729 0.0211 -0.0087 =-0.0525
number~s size position worked~d FinalD~n Educat~n
numberofco~s 1.0000
size 0.2554 1.0000
position -0.0937 -0.1831 1.0000
workedabroad 0.1371 0.2278 -0.1445 1.0000
FinalDecis~n -0.0553 0.0475 0.1832 -0.0693 1.0000
Education 0.1302 0.0532 -0.1325 0.1765 -0.0203 1.0000
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Hypothesis 1 Primary Results
Table 3.3.

Ordered Probit test with a sample of US firms only

Low High Corruption
Corruption
-0.596** -0.278
(0.255) (0.261)
-0.431 0.561
(0.567) (0.556)
-5.246 -0.624
(0.508) (0.469)
-4.574x%% -5.023%#
(0.580) (0.400)
-0.286 0.356
(0.5006) (1.129)
-0.943%* 0.008
0.377) (0.395)
2.207*F% 1747
(0.810) (0.492)
-1.055%* 0.504
(0.463) (0.398)
0.166 -5.103%#
(0.843) (0.376)
0.070 0.153
(0.384) (0.527)
-0.325 -5.056%+*
(0.817) (0.509)
-1.014 0.020
(0.738) (0.591)
0.048 0.654
(0.411) (0.521)
0.234 0.653
(0.542) (0.998)
-0.370 -0.779*
(0.350) (0.409)
-0.504 -0.768*
(0.411) (0.429)
-0.651* -0.865%*
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(0.373)
-0.016%*
(0.008)
0.068
(0.393)
0.257
(0.311)
0.074
(0.396)
-0.154
(0.143)
-0.176
(0.391)
-0.589%*
(0.232)
145

(0.417)
-0.005
(0.007)
-0.473
(0.420)
-0.101
(0.317)
0.140
(0.434)

-0.384*
(0.155)
-0.820
(0.618)
-0.109
(0.275)
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Hypothesis 1 Robustness Check #1
Table 3.4

ANOVA test with a samEIe of US firms onlz

Low Corruption High Corruption
-0.166%+* -0.033
(0.059) (0.065)
-0.214 -0.531%*
(0.361) 0.227)
-0.153 -0.499**
(0.359) (0.220)
-0.122* -0.094
(0.063) (0.071)
-0.010 -0.020
(0.091) (0.111)
-0.053 -0.145
(0.125) (0.128)
0.046 -0.003
0.079) (0.095)
-0.028 -0.130
0.073) (0.099)
-0.151%* -0.262%%*
(0.075) (0.088)
-0.150%* -0.062
(0.061) (0.069)
145 140
0.185 0.183

Robust standard errors in parentheses

*** p<0.01, ** p<0.05, * p<0.1

Note: Significant industry results due to small number of observations (1-5) in each industry
category.
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Hypothesis 1 Robustness Check #2
Table 3.5

Ordered Probit test with a sample of all firms

Low Corruption High Corruption
-0.655%** -0.270
(0.249) (0.252)
0.167 -0.015
(0.255) (0.254)
0.137 0.771
(0.525) (0.665)
-0.740 0.680
(0.580) (0.608)
-5.124%%* -0.663
(0.519) (0.476)
-4.)58%*%* -0.593
(0.548) (0.634)
-0.369 0.279
(0.509) (1.117)
-0.920** -0.026
(0.383) (0.397)
2.601*** 1.681%**
(0.798) (0.519)
-0.947** 0.441
(0.435) (0.396)
0.242 -5.091%**
(0.822) (0.392)
0.000 0.166
(0.403) (0.521)
-0.453 -5.063***
(0.761) (0.540)
-0.996 -0.033
(0.727) (0.608)
0.032 0.633
(0.401) (0.529)
0.524 0.558
(0.544) (0.970)
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-0.273 -0.813*

(0.344) (0.429)
-0.321 -0.764*
(0.403) (0.459)
-0.550 -0.866**
(0.379) (0.425)
-0.018** -0.007
(0.008) (0.007)
-0.034 -0.225
(0.387) (0.386)
0.282 -0.003
(0.306) (0.310)
0.068 0.278
(0.395) (0.437)
-0.144 -0.413%**
(0.143) (0.156)
-0.068 -1.174*
(0.387) (0.713)
-0.581** -0.089
(0.226) (0.285)
153 147

Robust standard errors in parentheses

*** p<0.01, ** p<0.05, * p<0.1

Note: Significant industry results due to small number of observations (1-5) in each industry
category.
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Hypothesis 2 Primary Results
Table 3.6

Ordered Probit test

152

0
0)
-0.308
(0.224)
0.483%*
(0.225)
-0.020
(0.305)
0.370
(0.398)
-0.068
(0.379)
-0.976*
(0.400)
-0.700
(0.604)
-0.074
(0.409)
-0.397
(0.272)
1.310%%*
(0.387)
-0.048
(0.285)
-0.484
(0.668)
0.120
(0.309)
-0.675
(0.605)
-0.662
(0.443)
0.208
(0.327)
0.225
(0.412)
-0.501*
(0.259)



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

153

-0.397
(0.294)
-0.716%%*
(0.268)
-0.009%
(0.005)
-0.315
(0.262)
0.059
(0.211)
0.136
(0.260)
-0.207%%*
(0.102)
-0.280
(0.322)
-0.255
(0.164)
-0.644*
(0.391)
-0.332
(0.389)
-0.213
(0.388)
0.253
(0.380)
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Hypothesis 2. Robustness Check
Table 3.7
ANOVA test with a sample of US firms only

Low Corruption
0.135*
(0.079)

0.040
(0.085)
0.058
(0.119)
-0.211
(0.363)
-0.161
(0.361)
-0.105
(0.065)
0.001
(0.093)
-0.017
(0.130)
0.046
(0.079)
-0.021
(0.074)
-0.141*
(0.075)
-0.146**
(0.062)
145
0.193

High Corruption
-0.027
(0.093)
0.229
(0.341)
0.034
(0.133)

-0.530**
(0.231)
-0.495**
(0.229)
-0.094
(0.072)
-0.018
(0.112)
-0.144
(0.130)
-0.001
(0.096)
-0.130
(0.101)
-0.264***
(0.089)
-0.064
(0.071)
140
0.183

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