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Abstract of Dissertation
Three Essays on Determinants of Outward Direct
Investment: Firm-level Evidence from China

This dissertation consists of three essays examining determinants of outward foreign
direct investment (FDI) from China, especially the role of firm political connections. The
first essay builds a theoretical model based on Helpman et al. (2004) and introduces
another aspect of firm heterogeneity, political connections, in addition to productivity. The
essay models political connections as a special firm characteristic motivated by the
underdeveloped capital market and weak institutions found in most developing countries
such as China. The model demonstrates that the stronger the political connections a firm
has, the lower the productivity threshold is required for the firm to engage in FDI.
Therefore, in the presence of liquidity constraints and fixed costs of FDI, political
connections act as a complement to productivity and increase the likelihood of FDI. In the
second essay, I employ a unique data set of publicly-listed Chinese firms and measure firm-
level political connections using board directors’ political backgrounds. The results in the
non-parametric analysis and discrete-time survival analysis both show support for the
theoretical hypothesis established in the first essay. Using proxies for financial frictions
faced by Chinese firms such as institutional quality and dependence on external financing, I
found that firms benefit more from their political connections when they are located in
under-developed financial markets or when they are in greater demand for external funds.
Therefore, loan financing is identified as the main channel through which political
connections affect firms’ FDI decisions, which results from the financially-constrained

firms and the large amount of initial investment required for first-time FDI. In the third
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essay, | combine external country-specific factors of the potential host countries with
internal firm-specific characteristics of Chinese multinational enterprises (MNEs) to
examine the location decisions of Chinese MNEs. The results show that the cutoff values of
total factor productivity (TFP) and political connections are increasing in tougher FDI
conditions measured by smaller GDP or higher entry cost. The results indicate strong
incentives of Chinese MNEs to invest in countries that are abundant in capital, skilled labor
and natural resources and the political network measured by the foreign aid from China

shows positive effect too.
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Chapter 1: Overview

Rapidly growing direct investment from and among developing economies is a new
trend in transnational investment flows. Foreign direct investment (FDI hereafter) outflows
from developing economies almost tripled the size from $46.3 billion in 2003 to $126.8
billion in 2004." Developing-country outward FDI did contract in 2009 after a five-year
period of rapid growth due to the worldwide financial crisis but the contraction (21%) was
smaller than that of developed countries (48%). FDI outflow from developing economies is
expected to resume its rapid growth faster than that of developed economies.” For example,
in China, non-financial outward FDI increased at an average rate of 65.7% between 2002
and 2008,” and China is ranked top six source economy of FDI outflows in 2008-2009 by
the United Nations Conference on Trade and Development (UNCTAD), only after the U.S.,
France, Japan, Germany and Hong Kong (China).

This new trend of rapid growth in developing-country outward FDI calls for more
research in this area. In addition, recent theoretical and empirical work has focused on the
importance of firm-level considerations especially among developed country multinational
enterprises. Studies on outward FDI decisions of developing economy firms also should
explore firm-level characteristics such as political connections that result from their special

institutional and economic backgrounds. This is especially important given the special

! World Investment Report 2006 by UNCTAD.
2 World Investment Report 2010: Investing in a Low-Carbon Economy by UNCTAD.

3 Statistical Bulletin of China’s Outward Foreign Direct Investment(2008), by Ministry of Commerce of People’s Republic of China,
National Bureau of Statistics of People’s Republic of China and State Administration of Foreign Exchange.
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institutional and economic features of developing countries such as prevalent political rents
and underdeveloped capital markets.

This dissertation contributes to the existing literature in two respects. First, this
dissertation studies the determinants of Chinese firms’ overseas direct investment decisions
and enriches the literature by using developing country firm-level data. It contributes to the
literature in that most recent studies on firm heterogeneity and FDI decision concentrate on
developed countries’ outward direct investment and firm heterogeneity in productivity, for
example, Yeaple (2009), and Chen and Moore (2010). The rapidly growing investment
flows from developing countries have been mostly neglected and thus demand more in-
depth research and careful application of mainstream FDI theories. Moreover, the existing
empirical studies on developing countries are either macro level studies on the aggregate
outward flows of investment, or case studies on a small sample of high profile
multinationals, for example, Buckley et al. (2007) and Morck et al. (2007). Second, this
study extends the literature on firms’ political connections, for example, Li et al. (2008),
Fan et al. (2007), and provides new evidence on the influence of political connections on
firms’ overseas investment decisions. The theoretical and empirical results both suggest
that political connections increase the likelihood of firms’ outward FDI. In sum, this
dissertation contributes to the literature by providing a systematic micro level study on
multinational firms, and a formal test on the role of political connections on Chinese firms’
outward FDI decisions. The unique data set used in this dissertation includes detailed firm-
level financial and subsidiary information, and profiles of all board members and senior
managers, which allows me to include comprehensive firm-specific characteristics in the

study.



This dissertation chooses Chinese firms as research targets for several reasons. First,
the immature capital market and one party rule in China make political connections an
important firm characteristic. The highly politically connected feature of some Chinese
firms versus the others provides sufficient firm variations for empirical studies on political
connections. Second, among developing countries, China’s overseas investment has been
the most controversial in recent years. In some cases, China has been accused of
aggressively exploiting foreign natural resources (mostly South Africa and Latin America),
and in some other cases, Chinese multinationals, especially large state-owned MNEs, are
suspected to obtain excessive support from government, competing unfairly with
developed country MNEs (for example, CNOOC, China's third-largest state-owned oil
producer’s bid for Unocal, a U.S. oil company in 2005). Given the tremendous interests
and debates over the motives of Chinese outward FDI, and the consensus that China’s
outward FDI will continue to expand rapidly in the future, studying Chinese firms’ outward
FDI decision will offer useful insights.

The growing literature on firm heterogeneity and FDI tends to stress the role of firm
productivity in determining firms' decision to invest abroad. However, this may not be
sufficient for explaining developing country FDI, due to the presence of immature capital
markets and institutions that are different from developed country economies. Developing
country economies are relationship-based systems rather than market-based as in developed

countries, as noted by Rajan and Zingales (1998) and Adhikari et al. (2006). This suggests



that political connections, as a measure of the relationship with the party in power, may
matter more in these relationship-based economies.*

Political connections likely are a non-negligible factor in examining developing-
country firms’ outward FDI decisions, given the underdeveloped capital markets, weak
institutions and prevalent political rents in some of the developing countries. China may be
a particularly important example of such factors. Well-connected firms may take advantage
of their political ties with the ruling party and big state-owned banks to reduce financing
cost and more easily acquire desired loans and permits. This, in turn, can reduce the setup
cost of a new overseas plant.

First of all, in the presence of an underdeveloped capital market, political connections
may help potential MNEs to relax their liquidity constraints by getting easier access to
funds on favorable terms. The outward direct investment activity involves large amount of
initial investment, which usually can not be covered by a firm’s own cash flow and thus
requires financing. As argued by Pomfret (2010), the financing cost usually accounts for 40
percent of total cost for an overseas project, and thus is crucial for overseas investment
projects. For firms from developing countries, it is relatively hard to obtain foreign
financing, due to their generally poor credit ratings and lack of past experiences, plus the
potential hidden costs (Leuz and Oberholzer-Gee, 2006) associated with global financing.
As for domestic financing, studies on emerging markets find that politically connected
firms usually have better access to bank loans relative to poorly connected firms. A number

of micro-level empirical studies on developing countries, for example, Mian and Khwajia

4 A number of empirical studies, for example, Faccio (2006), Fan et al. (2007) and Khwaja and Mian (2005) provide evidence
that political connection is an important measure of a firm’s relationship with the government and is also very valuable to a
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(2008), Li et al. (2008), show that the advantage of politically connected firms mainly lies
in debt financing. In China, state-owned or state-controlled banks are the major lenders and
have strong incentives to treat politically connected firms favorably. For example, Wuhan
Iron and Steel Co., a listed firm on Shanghai Stock Exchange, is reported to have acquired
a twenty-one percent share in a Brazilian firm for US$400 million with “below-market-rate
loans provided by China’s state banks”(Pomfret, 2010). The political connections measures
in my data show Wuhan Iron and Steel Co. as a politically connected firm, and thus suggest
a possible linkage between the firm’s political connections and its ability to obtain low-cost
financing.

Moreover, political connections can help a firm obtain the government’s permission to
invest overseas, which in some cases is crucial to the success of overseas Mergers and
Acquisitions (M&A). In October 2009, Sichuan Tengzhong Heavy Industrial Machinery
Co., a Chengdu, China-based private enterprise announced its plan of buying General
Motors Co.’s Hummer brand and the Hummer line of sport-utility vehicles. In February
2010, the acquisition reached an impasse and the merger failed. News sources speculated
that the Ministry of Commerce rejected the application of acquisition although there was
some controversy about the causes of failure. It is apparent from the news that Sichuan
Tengzhong Heavy Industrial Machinery Co. did not communicate well with the local and
central governments that are in charge of this issue. This example shows that even with
enough funding and incentives to invest, Chinese firms still need government’s approval to

engage in overseas FDI. If a firm has politically connected directors with rich experiences

firm, especially in developing countries.



and connections in dealing with the government bureaucracy, then the firm may have a
better chance to get government’s approval for its overseas FDI, and the likelihood of
realizing the overseas investment will be considerably higher than firms without any
political connections.

Given that a firm’s goal is to maximize its overall profits including both domestic and
foreign operations, political connections can have positive effect on the firm’s decision to
invest in foreign production, as predicted by the theoretical analysis in this dissertation.
Although political connections tend to offer more attractive business opportunities locally
and domestically, it does not mean that firms with strong political ties will choose to
expand its business only at home and not to invest overseas. A firm with strong political
connections is not constrained by liquidity and thus has advantage in both domestic and
foreign production. Therefore, expanding the firm’s business overseas can bring more
profits in addition to its domestic profits, that is, domestic production and foreign
production are complements instead of substitutes. Political connections help a firm to
relax its liquidity constraint (Mian and Khwajia, 2008). With easy access to bank loans and
preferential treatments from the government, for example, lower taxes, granting of
important licenses (Leuz and Oberholzer-Gee, 2006), politically connected firms have
many advantages over their poorly connected counterparts when facing the same overseas
investment opportunities, thus politically well-connected firms should be more likely to
invest overseas.

In addition, firms with political ties might have incentives other than profit
maximization to invest overseas. First, politically connected directors might have other

political or financial goals to achieve when deciding about FDI. There is plenty of
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anecdotal evidence suggesting that a successful foreign investment can help a politician get
further promotion, especially since the establishment of “Go Global” policy’ in China. The
director’s decision and efforts to invest overseas can demonstrate his strong support for the
national policy and his superior abilities, both of which constitute good grounds for
promotion. Investing abroad can also make it possible for politicians to expropriate returns
to the firm. Because the operational information in foreign countries is less transparent to
the domestic public and thus less subject to public scrutiny, politicians can have a greater
opportunity to extract rents from foreign subsidiaries to meet their personal financial
desires. Second, politically connected firms might conduct FDI to achieve social goals,
with the support and direction from the ruling party. For example, there has been criticism
that the active Chinese investments in South Africa and other natural-resource abundant
countries are the result of strong support from the Chinese government.

In Chapter 2, I review the related literatures and provide a context for the subsequent
theoretical and empirical studies. Chapter 3 theoretically examines the role of political
connections as a special firm characteristic in Chinese firms’ overseas FDI decision. One of
the hypotheses drawn from the theoretical analysis is that political connections can increase
a firm’s likelihood of becoming a new multinational enterprise. Chapter 4 employs a
unique dataset of the universe of publicly-listed Chinese firms and a discrete-time survival
model to examine the role of firm-level political connections and productivity on firms’

propensity to become new MNEs. Chapter 5 analyzes firm-level and country-level

5 “Go Global” policy was initiated in 1999 and formalized in the tenth five-year plan in 2001. “Go Global” policy is in contrast
to the “Open Doot” policy. The former provides preferential treatments such as foreign exchange assistance and financial
supports for Chinese outward foreign direct investments in some specified industries, and the latter aims at attracting foreign
direct investment flows into China.



characteristics and their influences on Chinese MNEs’ FDI location choices. This
dissertation lends support to the positive role of political connections and productivity in
firms> FDI decisions, and provides evidence for the channel through which political

connections affect FDI decisions.



Chapter 2: Literature Review

This study combines four strands of literature, including the theoretical and empirical
literature of FDI, previous studies with the focus on developing countries’ outward FDI, the
primarily empirical literature on political connections, and studies on developing-country

firms’ financial constraints.

2.1. Theoretical and empirical literature of FDI

There are a large number of papers in the area of foreign direct investment covering
almost all aspects of FDI, for example, the motivations of multinational firms and the
explanations of their geographical choices (for example, Helpman et al., 2004 and Dunning,
2001), the nature of FDI (horizontal versus vertical') (for example, Aizenman, 2001), the
entry mode decisions by multinationals (for example, Sun, 1999) and the impacts of foreign
direct investment on both source and recipient countries’ economies (for example, Buckley
etal., 2007).

The research focus of this dissertation is the role a firm’s political connections play
when it chooses to serve a foreign country via foreign direct investment, in addition to its
domestic production. Although there are other ways for a firm to globalize, such as vertical
FDI or outsourcing abroad, due to the considerable complication of the model and the

derivation of testable hypothesis, the theoretical study in this dissertation focuses on the

! Horizontal FDI occurs when a firm duplicates its production facilities in a foreign country, and vertical FDI refers to the
fragmentation of one or more stages of production from home country to a foreign country in order to take advantage of
lower variable costs in that foreign country.



horizontal FDI decision but will then examine vertical FDI incentive in the empirical
studies later.

Before | review the formal theoretical models of FDI, it is necessary to provide a
broad framework for studies on FDI. Dunning (1977) proposes three pre-conditions
(necessary conditions) for a firm to become a multinational enterprise (MNE), which are
better known as the OLI framework, that is, ownership, location and internalization
advantages. An ownership advantage refers to some intrinsic characteristic of a firm that
leverages its investment abroad, for example, patent, trademark and managerial expertise.
A location advantage is better known as the “proximity-concentration hypothesis”
(Brainard, 1997), which refers to the decision between FDI and exports. Directly investing
and producing in a host country outweigh producing domestically and exporting to that
host country, when trade barriers and trade costs are high or when the factor prices are low
in the host country. Lastly, an internalization advantage concerns the tradeoft between FDI
and licensing arrangements. Even if producing abroad is more profitable than exporting, a
firm still needs to make a choice between FDI and licensing some foreign firms in the host
country. A firm internalizes its foreign production and becomes an MNE, when FDI is
more advantageous than licensing arrangements. Most theoretical and empirical studies on
MNE:s thereafter are based on Dunning’s framework.

Krugman (1983) and Markusen (1984) lead the theoretical studies on horizontal FDI.
Markusen (1984) is one of the first who provides rigorous modeling of the intangible assets
hypothesis. The intangible assets hypothesis is one of the widely acknowledged
justifications for the existence of horizontal FDI. It states that when a firm possesses

substantial intangible assets, such as proprietary technology or trademarks, it is sometimes
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better for the firm to directly invest and produce in a foreign country rather than exporting,
in order to fully exploit the “scale economies of multi-plants” in combination with its tariff-
jumping incentive.” In a two-good two-country model, Markusen examines how the
“public goods” feature of headquarter activities, known as “knowledge capital” (Markusen,
1995), such as research and development (R&D) and managerial skills, can affect the
general equilibrium outcomes. He assumes two countries have identical endowments and
tastes, and thus focuses on horizontal FDI. Markusen develops the “reference equilibrium”
with duopoly firms from two countries and the “multinational enterprise equilibrium” with
one monopoly firm serving two countries. By comparing two equilibrium outcomes, he
demonstrates that in the presence of a “public good” which, once it is produced, can be
shared at zero cost by multiple plants of a single firm, horizontal FDI is superior to the
duopoly case in terms of technological efficiency and world welfare.

Although Markusen (1984) justifies the gains from horizontal FDI, he treats the
existence of MNE as given. Horstmann and Markusen (1987) endogenize FDI decision and
build a dynamic model with firm’s strategic behavior. Their model incorporates both firm-
level and plant-level fixed costs and trade costs such as tariff and transportation costs, and
introduces a tradeoff of proximity (investing abroad to avoid trade costs and to exploit
multi-plant scale economies) versus concentration (exports and concentrating on domestic
production to exploit plant-level scale economies). However, Horstmann and Markusen
(1987)’s model focuses on host country market and strategic entry of a single MNE. They

assume the MNE is a pre-existent exporter to the host country, and thus can not provide

2 By establishing factories in a foreign country and directly selling to the local market, a multinational enterprise can avoid
paying tariffs and other trade costs that it would incur when exporting the same good to this foreign country.
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satisfactory explanation for the coexistence of domestic producers (that only serve the
domestic country), exporters and MNE:s in a single industry, as observed in the real world.

Horstmann and Markusen (1992) further endogenize market structures in a two-
country two-good model by allowing multiple equilibria to emerge due to relative changes
in key parameters, which include firm-specific fixed costs (knowledge capital), plant-
specific fixed costs, and symmetric transportation costs. The outcomes from the two-stage
non-cooperative game depend on firms’ strategic behaviors and do not necessarily yield
highest possible profits for the firms in the Cournot-Nash equilibrium. They endogenize
FDI decisions in both countries and demonstrate that when there are small changes in key
parameters, the equilibrium market structure can shift, for example, from an exporting
duopoly to a monopoly MNE or even duopoly MNEs. Although this model allows for the
equilibrium with two MNEs from two countries, like their model in 1987, it still can not
account for firm heterogeneity within an industry.

Brainard (1993) contributes to the literature by allowing both endogenous emergence
of MNEs and endogenous number of firms in a monopolistic competition setting. She
examines the proximity-concentration tradeoff in a general equilibrium model with 2
countries and 2 sectors, one of which is the differentiated good sector. Although the
coexistence of exporters and MNEs is a possible equilibrium outcome, the model assumes
symmetry among firms producing different varieties, and thus does not allow for
heterogeneity in firms.

Melitz (2003)’s dynamic industry model allows for heterogeneous firms to coexist in
the sector of monopolistic competition, which results from the uncertainty about firms’

productivities when they pay for the entry costs. Melitz’s model predicts the critical role of
12



productivity in determining a firm’s business activities. More productive firms will enter
the export market whereas the least productive firms will exit the industry. Based on Melitz
(2003)’s study, Helpman et al. (2004) offer a simple and easily tractable multi-country
multi-sector model focusing on the proximity-concentration tradeoff, and examine the
effect of firm-level heterogeneity in productivity on exports versus FDI decision. Their
model demonstrates the important role that heterogeneity in firm-level productivity plays in
determining FDI and exporting. Their results show that firms with the highest level of
productivity choose to directly invest in foreign countries instead of exporting, when the
profits from tariff-jumping (proximity) outweigh those from plant-level scale economies
(concentration).

Based on the theoretical literature, the empirical research mainly examines two distinct
types of FDI (horizontal FDI and vertical FDI). Empirical evidence is found for horizontal
FDI. For example, Brainard (1997) examines the trade-off between proximity and
concentration using 1989 U.S. trade data disaggregated at industry level. She finds that
MNE’s production is positively correlated to trade costs and negatively correlated to
investment barriers and scale economies at plant level. She also finds that foreign countries
similar to the U.S. are more attractive to MNEs, which suggests that horizontal FDI is
common among the U.S. MNEs. There are also findings that explain the coexistence of
both horizontal and vertical FDI. Carr et al. (2001) use a “knowledge-capital approach” to
generate theoretical hypotheses for both types of FDI, and find empirical evidence for the
coexistence of horizontal and vertical FDI motives.

In the more recent literature, researchers start to examine the role of firm-level

characteristics in determining FDI, especially firm heterogeneity in productivity, since the
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seminal papers of Melitz (2003), who incorporates firm heterogeneity in productivity into a
trade model, and Helpman et al. (2004), who further extend Melitz’s model by including
choice between exports and FDI. A number of empirical studies including, for example,
Girma et al. (2004) and Mayer et al. (2010) find supporting evidence on the superior
productivity of MNEs in comparison with non-MNEs.

The subsequent studies also show that variation in firm-level productivity together
with difference in country-level factors play an important role in explaining individual
MNE’s location choice. Yeaple (2009) uses census data of year 1994 on all the U.S. MNEs,
and studies their location choices based on Helpman et al. (2004)’s model. His study shows
that variation in country-level characteristics determines different cutoff values of
productivity for different countries, and only firms with productivity higher than the cutoff
value can invest in a specific country. Thus, highly productive firms can invest in more
countries and generate more sales relative to less productive MNEs. Yeaple also
investigates the aggregate structure of the U.S. MNEs activities, and he finds that countries
with more favorable FDI conditions such as larger market demand can attract more firms,
but the overall average productivity falls accordingly. Chen and Moore (2010) introduce
firm heterogeneity into their study on French MNEs’ location decision in 2005, and they
further examine the interactions between firm-level and country-level characteristics based
on Helpman et al. (2004)’s model. They find that the effects of host-country factors vary
with firms’ total factor productivity (TFP hereafter). Firms with higher productivity are
more likely to invest in tougher countries with smaller potential markets or greater fixed

costs of investment.
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2.2. Literature on developing countries’ outward FDI

A relatively small number of studies examine developing countries’ outward FDI.
Most FDI studies on developing countries focus on host-country welfare effects of inward
FDI and neglect the expanding outward FDI flows from developing economies.

Despite the lack of formal theoretical studies in this area, it is agreed that MNEs from
some developing countries bear special features that are distinguishable from their
developed country counterparts. Thus the commonly used models on FDI can not fully
account for the motivations behind outward FDI flows from the developing countries,
although MNEs from two different types of source countries also share some common
characteristics.

A few researchers have offered theoretical explanations for the formation of
developing country MNEs. There are generally two distinct but interrelated theories on
developing country MNEs. One is the investment development path (IDP) theory proposed
by Dunning (1981). A second theory by Wells (1983) is an application of the product cycle
model (PCM).

Dunning (1981)’s IDP theory is an application of his OLI framework and provides a
dynamic view on MNEs’ activities interacting with home country’s economic development.
The updated IDP theory classifies a country’s investment development into five stages,
which correspond to a country’s propensity to do outward or inward investments. The IDP
theory thus can only account for the dynamic position that a whole country takes in FDI
flows but neglects individual firm’s decision-making process.

On the other hand, Wells (1983) focuses on special features of developing country

MNEs such as small-scale, labor-intensive technology and special institutional
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backgrounds of their home countries. Wells (1983)’s assumptions on developing country
MNE:s lead to the conclusion that outward FDI from developing countries tend to flow into
other smaller and lower income developing countries where the developing country MNEs
have a comparative advantage, and thus can not provide justifications for worldwide
developing country outward FDI nowadays.

Empirical research on developing country MNEs generally follows an eclectic
approach and combines several motivations either common to or different from developed
country MNEs. The existing studies also generally follow Dunning (1977)’s OLI
framework but focus on the special ownership advantages a developing country MNE
possesses. A few country case studies identify some unique motivations for developing
country outward FDI.

Han and Brewer (1987) examine Korea’s aggregate outward FDI data from 1970 to
1982 and find that government support to specific industries such as the natural resource
and construction industries help lower costs and enhance competitiveness overseas. They
suggest that government support can be viewed as a special feature of the ownership
advantages Korean MNEs possess. The same FDI motivation stemmed from government’s
favorable financial and tax treatments is noted earlier by Ghymn (1980) in the study of
Korean construction MNEs.

Yeung (1994) summarizes the prior theoretical and empirical literature on developing
country MNESs and points out that one of the distinguishable characteristic of developing
country MNE:s is that they are strongly influenced by their home country governments.
Yeung argues that the developed country based studies on developing country MNEs

generally overlook the special cultural, social and institutional contexts in their home
16



countries and firm-specific features, and such kind of studies consequently generate
considerable biases in their conclusions. Yeung further suggests that the studies on
developing country MNEs pursues a firm-level and an interdisciplinary approach that
draws from disciplines such as international business, industrial economics and political
science.

Buckley et al. (2007) strengthen the study on developing country MNEs by proposing
special motivations and empirically testing the hypothesis using aggregate Chinese outward
FDI data. The motivations are generally related to the special home country capital market
and institutions. As Buckley et al. suggest, the imperfect capital market, which is common
among developing countries, can provide firms special ownership advantages in terms of
below-market rates and soft budget constraints. Host country political risk is used as a
proxy for the soft budget constraints and state support possessed by Chinese MNEs. Their
study implies the important role that firms’ political connections can play in their outward
FDI decision and the necessity of including this important factor when applying the
conventional theory of FDI on developing country MNEs.

There are also studies trying to examine MNEs’ overseas locations from aspects other
than the mainstream economic factors, especially the network hypothesis. Yeung (1997)
surveyed high-level executives of 111 headquarters and 63 subsidiaries of Hong Kong
based MNEs that operate in the ASEAN (The Association of Southeast Asian Nations)
region. He finds that network relationships affect the location choice and entry mode of
Hong Kong outward FDI, in addition to the market access and comparative advantage
motives. The network relationships in Yeung’s paper can be described in three aspects. At

the country level, it refers to the political connection with the foreign governments in order
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to better adjust to the foreign regulatory and institutional environments. At the firm level, it
is the social (for example, Chinese ethnicity) connection with the local business network,
and the personal connection with the executives in foreign subsidiaries. Yeung argues that
the studies on MNEs from newly industrialized countries should not just follow the
mainstream theoretical frameworks, but also need to consider the cultural and social
sensitivities rooted in those countries. Belderbos and Sleuwaegen (1996) find that although
Japanese FDI in developed countries in Europe and the U.S. are mainly determined by
firm-specific intangible assets, for example, R&D, the investments in the Southeast Asia
region is mainly driven by the networks within Japanese business groups, which can help to
relax liquidity constraints. Bandelj (2002) presents empirical evidence on the impacts of
social connections on variations of FDI inflows into eleven transition countries in Central
and Eastern Europe. Bandelj finds that country-specific characteristics such as GDP per
capita have less explanatory power than relation-based factors, which include political,
business and cultural connections such as foreign aid, migration and cultural ties.

The importance of business and social networks between Southeast Asian countries
and China is also highlighted by some empirical studies on international trade flows, for
example, Redding (1995). Rauch and Trindade (2002) quantify the business and social
networks by co-ethnic networks. They argue that the ethnic Chinese are forming a stronger
international network through the World Chinese Entrepreneurs Convention (WCEC)3 and

it is easier to be identified than other types of networks. They find that ethnic Chinese

3 WCEC holds biennial meetings for Chinese entrepreneurs around the world. It aims at establishing networks and promoting
cooperation among Chinese entrepreneurs running businesses worldwide. The founders of WCEC include Singapore
Chinese Chamber of Commerce and Industry, The Chinese General Chamber of Commerce (Hong Kong) and Thai-
Chinese Chamber of Commerce.
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networks, which are proxied by the product of Chinese population shares in two countries,
significantly promote bilateral trade in heterogeneous products.

In sum, the empirical literature on developing country MNEs commonly use either
industry-level aggregate data or firm case studies and suggests the importance of special

factors such as cultural and political connections.

2.3. Studies on firms’ political connections

This dissertation is also related to the literature of firm political connections. Existing
empirical evidence in this literature suggests that political connections play an important
role in firm performance. Some authors, including Roberts (1990), Fisman (2001), use an
event study approach and show that the value of political connections can be reflected by
stock market reactions to unexpected political events. Others, for example, Li et al. (2006)
find political connections to positively affect firms’ overall performance, such as
profitability and sales growth.

Some studies focus on the value of political connections and examine how firms’
share prices respond when there were outside shocks or abnormal events. Johnson and
Mitton (2003) provide evidence that political connections can affect the expected future
value of a Malaysian firm, given the imposition of capital control and the financial crisis
(1997-1998). Fisman (2001) examines how firms’ stock prices responded to rumors about
President Suharto’s health conditions in Indonesia and finds that politically well-connected
firms’ market value relies heavily on their political connections. As a matter of fact,
empirical studies show that political connections are valuable to firms not only in

developing countries with weak institutions, but also important for firms in developed
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countries such as UK (Faccio, 2006) and US (Roberts, 1990; Goldman et al., 2009). Even
in developed countries like United States, strong political connections can help a firm get
preferential treatment from government. Roberts (1990) examines the change in stock price
of US firms that were related to Senator Henry Jackson and that of firms that were related
to Senator Henry Jackson’s successor. He finds that the sudden death of the senator
significantly lowered the market value of related firms and the senator’s successor’s related
firms benefited instead from this news. Goldman et al. (2009) explores the responses of US
firms’ stock prices to the announcement of nomination of a politically experienced director
and finds positive relationship. They also show that when the Republican Party won in
2000 Presidential Election, firms that are connected to the Republican Party gained values
while firms connected to the Democratic Party lost values.

Some researchers try to explore the channels through with political connections can
affect firms’ performance. They focus on the special institutional backgrounds of firms and
find the advantage of politically connected firm lies in debt financing, for example, lower
interest rate, easier access to funds.

Studies on micro-level data provide abundant evidence on the debt financing
advantage of politically connected firms. Khwajia and Mian (2005), Mian and Khwajia
(2008) study loan-level data of Pakistan firms and provide evidence that politically
connected firms, especially those in emerging economies with imperfect credit markets,
have advantages over their poorly politically connected counterparts in terms of financing.
Mian and Khwajia (2008) find that politically connected firms in Pakistan can fully hedge
against the unanticipated liquidity shocks passed on from their lenders, because they can

borrow more from other banks with less liquidity supply shocks. Khwajia and Mian (2005)
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show that politically connected firms are able to borrow 45% more with default rates 50%
higher than non-politically connected firms, and this favorable treatment of greater access
to credit is only provided by national banks other than private banks. Claessens et al. (2006)
look at the stock returns to Brazilian firms and find that firms contributing to federal
deputies elections expected significantly higher stock returns. They also find that after each
election, firms that contributed to the election significantly increased their bank leverage,
which indicates that debt financing is an important advantage of politically connected firms.
Charumilind et al. (2006) ‘s study reveals that politically connected Thai firms acquired
more long-term loans with less collateral in comparison with their non-politically
connected counterparts.

Cross-country firm-level studies further imply that firm political connections matter
more in an economy with weaker institutions. Faccio (2009, 2006) employs a cross-country
firm level study which includes 20,202 publicly traded firms from 47 countries and
identified 541 firms that are connected to top politicians, which represents 7.72% of the
world market capitalization. She finds that politically connected firms get easier access to
credit and also enjoy lower taxation, and also finds that politically connected firms account
for higher percentage of total market capitalization in countries with higher level of
corruption and weaker institutions. Shleifer and Vishny (1994) also points out that
politicians have more influence on business activities when institutions in a country are
weak. Boubakri et al. (2008) use a sample of 245 newly privatized firms from 41 countries
(both developed and developing) and find these firms are highly leveraged but have a poor
accounting performance. Faccio et al. (2006) examine 450 politically connected firms from

35 countries. They find that political connections increase the chance that a firm gets
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financial assistance from the government in the difficult times, that is, governments are
more likely to bail out politically connected firms. This government support implicitly
guarantees potential lenders the stability of politically connected firms, which in turn can
facilitate debt financing of politically connected firms.

Research on Chinese firms find evidence on the value of political connections and
also support the arguments on the debt financing advantage of political connections. Choi
and Zhou (2001) study a survey data set of 1440 entrepreneurs in China and find that as the
private business developed, entrepreneurs with political connections earn more profits than
their non-connected counterparts. Park and Luo (2001) use survey data on 128 Chinese
firms and find evidence that guanxi, that is, connection, with government authority plays
important role on improving firms’ performance in terms of market expansion and
competitiveness. Cull and Xu (2005) use a survey of Chinese firms and find that firms that
have informal connections with (that is, make informal payments to) government officials
can borrow more from banks, but they didn’t find a significant effect of a CEO’s past
political experience on firms’ leverage. Li et al. (2006) points out that entrepreneurs’
political participation is determined by their institutional environments. They argue that by
participating in the two important political organizations in China, that is, People’s
Congress (PC) and Chinese People’s Political Consultative Conference (CPPCC), firms
can not only gain some political power by themselves, but also build up connections with
key government officials, which can all help firms to overcome the state or market failures
due to the underdeveloped markets and legal system. Li et al. (2006)’s empirical results
suggest that the underdevelopment of credit market in China plays a more important role

than that of product market in determining the value of political connections. Li et al. (2008)
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not only find a positive relation between political connections and profitability in Chinese
private firms, but also identify the channel through which political connections help firms;
namely, the favorable treatment a political connected firm can get from banks or other state
institutions in its initial investment. Bai et al. (2006) study the effect of political
connections on access to bank loans using a survey data set of 3,073 private firms in China.
Their results show that politically well-connected firms have easier access to bank loans.

The argument about the debt financing advantage of politically connected firms makes
sense especially for developing economies with incomplete capital markets. For example,
in China, about half of total new loans are issued by the “Big Four” state-owned
commercial banks* and the share of “Big Four” can be higher for business loans. State-
owned firms account for 73% of short-term loans between 2001 and 2004, as documented
by China’s Financial Statistics Yearbook 2005. The state-owned banks tend to lend to
politically connected firms without appropriate risk assessments, and the large volume of
non-performing loans the “Big Four” currently hold can to some extent reflect the
favorable treatment a politically well-connected firm can potentially obtain in China’s
credit market.

In addition to the advantage in debt financing, politically connected firms can also
benefit from other types of government’s preferential treatments, for example, Adhikari et
al. (2006) find that politically connected firms in Malaysia tend to get a lower effective tax

rate. Johnson and Mitton (2003) argue that government tends to provide more subsidies to

4 China’s Big Four state-owned banks include Agricultural Bank of China, Bank of China, China Construction Bank
and Industrial and Commercial Bank of China.
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favored firms, which can take the form of government bailouts, repeated debt rollover, and
government purchase of problematic assets.

Firms connected with the party in power can also gain through their ability in knowing
in advance or even affecting government policies. Hillman (2005) examines the role of
politically connected directors following the resource dependence theory. He argues that
even with the global wide privatization and deregulation, firms’ activities still heavily
depend on government policies. Hence, by inviting former government officials into its
board, a firm can gain advantage over the other firms in terms of information about public
policy in progress, access to politicians in power, and even possible influence on political
decisions, all of which can eventually benefit a firm financially. Hillman (2005) further
looks at the board composition of firms. He makes a comparison between two different
groups of firms, one is from heavily regulated industries, and the other is from lightly
regulated industries. He finds that firms in heavily regulated industries tend to have more
former government officials in the board. And he also finds that having former government
officials as directors improves performance of a firm in both groups, with the effect being
stronger in the heavily regulated industries.

Drawn from the studies on political connections, I argue that because an individual
firm’s political connections contribute to its market value or overall performance, it should
be viewed as a type of firm-specific asset or a kind of ownership advantage which can in
turn affect a firm’s FDI decision. This argument is especially true for firms in developing
countries, where political rents are prevalent and consequently political connections matter
as well as fundamentals such as productivity. If this argument holds, then not only firms

with superior technology (that is, high productivity) can become MNEs, but firms with
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strong political connections can also choose to engage in FDI because their political assets
can to some extent compensate for their technology disadvantages. Hence, I introduce
political connections into the FDI model with heterogeneous firms and treat it as a type of
intangible assets which can reduce or ease the investments that a firm needs to set up new

plants.

2.4. Research on financially constrained firms and trade patterns

As reviewed previously, the most important channel through which political
connections can affect firms’ FDI decision is by relaxing the firm’s liquidity constraints
and receiving finance for the large amount of fixed costs needed for FDI. Hence, it is
necessary to review research on financially constrained firms and trade patterns.

A number of studies document the presence of credit constraints in developing
countries such as China, for example, Hericourt and Poncet (2007), Poncet et al. (2010).
Empirical studies reveal a strong correlation between credit constraints and investment
activities of firms. For example, Hericourt and Poncet (2007)’s study shows that the more
financially constrained a Chinese firm is, the less investments it will make.

Chaney (2005) is one among the first who formally introduces a firm-level liquidity
constraint into an international trade model. In his paper, Chaney (2005) introduces
liquidity constraints at firm level into Melitz (2003)’s model and finds that when fixed
costs of exporting are present, liquidity constraints at the firm level determine that some
firms will not be able to export, even if exporting is potentially profitable for them. The

model shows that firms need to be not only productive enough, but also able to obtain
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sufficient cash flows in order to begin exporting. Hence, the less liquidity constrained a
firm is, the more likely this firm can export.

Manova (2008) further extends Melitz (2003)’s model and introduces -credit
constraints into a model with different levels of financial vulnerability and contractibility
across sectors and across countries. Her model predictions and empirical results suggest
that financial frictions can account for the stylized export patterns observed in data.
Financially developed countries are more likely to export to more countries and have larger
exporting volumes in financially vulnerable sectors. The model in Manova (2008) however
is partial-equilibrium and does not incorporate the free entry condition of firms, although

this does not affect the results qualitatively.
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Chapter 3: Political Connections and Productivity:

Theoretical Examination on Firms’ Outward Direct Investment Decisions

This essay builds on Helpman et al. (2004)’s model on FDI and introduce another
aspect of firm heterogeneity, that is, firm’s political connections, in addition to firm’s
productivity. Political connections in the model are treated as a type of intangible assets
which can reduce the investment costs of a firm. I then let firm-level political connections
interact with productivity, which is treated as a major factor of driving FDI in the recent
literature. The model demonstrates that the higher political connections a firm has, the
lower productivity threshold is required for the firm to engage in FDI, which suggests that
political connections can work as a complement to productivity and thus enhances a
developing country firm’s competitiveness in the global market.

This essay is organized as follows. Section 3.1 builds up the theoretical framework.
Section 3.2 examines equilibrium outcomes and Section 3.3 studies comparative statics and
draws theoretical hypotheses for the empirical work later in the dissertation. Section 3.4

concludes.

3.1. Theoretical Framework

The theoretical framework in this essay is built on Helpman et al. (2004). As reviewed
in Chapter 2, Helpman et al. (2004)’s model is one among the earliest that incorporates
firm-level heterogeneity in studies on FDI determinants and it is relatively easy to derive
testable predictions for the empirical studies.

In order to incorporate firms’ special characteristics in developing countries with

underdeveloped capital markets, I include firm-level liquidity constraints in the model and

27



create another aspect of heterogeneity in firms by introducing political connections into the
model. Political connections as a firm-specific asset can relax a firm’s liquidity constraint
and thus cause firm-level heterogeneity in their liquidity constraints. I then let firm-level
political connections interact with firms’ heterogeneity in productivity and examine their
effects on firms’ FDI decision.

3.1.1. Firms

There are N countries in the world and labor is the only scarce factor used in
production in all countries. Because I assume symmetry among all the countries, I will
focus on home country in the following analysis. The endowment of labor in home country
is L and wage rate is w, thus no superscript will be used for home country variables. When

there is a foreign country involved, a superscript /' will be used.

There exist two sectors within each country. Sector 1 is in perfect competition and
produces a homogeneous product (good 1), which can be traded freely. The homogeneous
product in sector 1 serves as the numeraire in this model. The technology for producing
good 1 is of constant returns to scale and the wage rate in a country equals the units of good
1 produced by one unit of labor. Sector 2 is in monopolistic competition and produces a
continuum of differentiated products, denoted as v. Each firm (i) in sector 2 produces one

distinct variety (v,) of the differentiated good 2 and faces a downward-sloping demand

curve in each country.

Now let us focus on the monopolistic competition sector. Firms in sector 2 differ in

two aspects, which are represented by two random variables ¢ and &. First, firms have
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different levels of political connections ¢, governed by a cumulative distribution function
of Z(9) . ¢ is observed before the firm pays the entry cost and enters the industry. Second,

firms differ in their efficiency of production, which is measured by their productivity € and

is observed after the firm enters the industry.

The definition of costs is crucial to the theoretical predictions in this essay. There are
potentially four types of fixed costs for firms in sector 2, which include entry fixed cost 1.,
domestic overhead fixed cost f,,, additional fixed costs of exporting f, , and additional
fixed costs of FDI £, . I assume for simplicity and tractability that /., f,, f, and f, are the

same for all potential entrants, exporters and outward investors to the same foreign country.

Entry fixed cost f, includes all investments needed for a firm to start the business,
such as large-scale equipment and buildings, R&D investment, etc, all measured in labor
units. After firm i pays its entry cost, it observes its productivity 8,, which is a random draw
from the cumulative distribution function F'(d). The heterogeneity in productivity brings
variability in firms’ variable costs per unit of output, and I assume that 8, does not change

with output level or production locations.

Once firm i observed its productivity, it can decide whether to stay or exit. If it decides
to stay in business, it has to pay for the overhead fixed costs f, as long as its production
continues. In addition to domestic production, firm i can also choose to serve one or more
foreign countries via exports or FDI. A firm needs to obtain additional cash flows if it plans
to export or invest abroad, because there are two types of additional fixed costs associated
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with serving foreign markets. f, is fixed costs of exporting to a given foreign country. It
mainly includes the foreign distribution and servicing network and the cost of adapting
products to meet the needs in a specific foreign market. Alternatively, firm i can directly
invest in and serve a foreign country by establishing a subsidiary in that country. f; is the

additional fixed costs of FDI, which involves not only the overhead fixed costs as in

domestic production, but also a large-scale investment in the new foreign plant.

As implied by a number of empirical and theoretical studies such as Chaney (2005),
Hericourt and Poncet (2007) and Manova (2008), the additional fixed costs of serving
foreign countries together with the underdeveloped capital markets in the home country can

prevent some firms from exports or FDI, even if it is potentially profitable.

I model this special feature by incorporating a liquidity constraint into firms’ profit
maximization problems. I assume that after observing their productivities, firms firstly
make a decision on their stay in business and their profit maximizing domestic production,
given the domestic demand for the varieties they produce. Then, a firm decides whether or
not it will export or invest abroad, depending on the potential profits and given liquidity
constraints. Note that for simplicity and tractability, this theoretical model abstracts from
the alternative firm motivations other than profit maximization. The alternative motivations

could be related to social or political goals such as employment maximization.

In order to simplify the model, I assume that no firms have enough cash flows to
internally finance the fixed costs of domestic production, exports or FDI, but all firms can

finance their variable costs with their cash flows from operation. The assumption that all
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firms are liquidity constrained can be relaxed by introducing firms’ heterogeneity in their
reliance on external financing, which will substantially complicate the model and is not the
focus of this essay. Therefore, all firms at the home country are assumed to be liquidity

constrained if they want to produce either only for domestic market or for exports and FDI.

The liquidity constraints result from the upfront costs /., f,,, fy and f, that firms
cannot finance internally with their own cash flows at the beginning of production activities
but can cover when their revenues, either domestic or foreign, are realized. Because this is
a static framework as in Helpman et al. (2006), which implies that firms’ decisions in each
period are independent, the borrowings from outside sources have to be paid back at the

end of each period. Hence, firms are assumed to borrow from outside sources to finance f,
fp» fy and f,, and then, at the end of each period, firms need to pay back the principal

and the corresponding interest to the outside lenders.

For simplicity, I also assume that political connections take effect through the net
interest rate a firm needs to pay. The possibility that firms may actively pursue political
connections in order to get lower interest rate is not explored in this essay for simplicity.
However, the possible endogeneity issue of political connections is explored in the

empirical study in Chapter 4 and Chapter 5.

When a firm has to borrow from outside sources, in the case of developing country
firms, the lenders are usually domestic financial institutions. Political connections play an
important role when firms want to borrow from domestic financial institutions. As

reviewed in Chapter 2, political connections can relax the liquidity constraints by lowering
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interest rate and granting easy access to funds. According to the empirical literature,
developing country firms rely heavily on domestic financing and are less likely to borrow
from overseas for their investment projects mainly for two reasons. First, it is because of
their overall poor credit ratings and lack of financing experience overseas. Second, it is also
because the less developed financial markets and weak institutions in their home countries

make it hard for the foreign lenders to enforce the contracts with developing country firms.

I incorporate this feature by including g(¢) as a benefit of political connection when a

firm faces liquidity constraint. The net interest rate a firm needs to pay for the external

financing is thus» — g(¢@), where r is assumed to be the market rate of business loans in

the home country.

The heterogeneity in firm-level political connections causes different financing costs
when a firm does not have enough internal cash flows and have to borrow from external
sources. The model abstracts from the possibility that a firm generates enough cash flow to
finance its investments and thus does not need political connections, but the relationship
between a firm’s reliance on external financing and its political connections is explored

empirically in Chapter 4.

I assume g(¢)is a strictly increasing and concave function of political connections ¢,
where g'(¢) > 0,2"'(¢) <0 and g(¢) > r,¢ —> . Hence, g(¢) represents the benefit of
political connections and acts as a deduction in the net interest rate a firm pays for the

external funds. When the political connections of a firm is extremely strong, the firm gets

to use external funds for free, that is, g(¢) equals interest rate . The lower bound of g(¢)
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depends on the degree of financial development of the home country. In the extreme case,
when the home country has a poorly developed financial market and weak institutions,

firms with no political connections have to pay above market rate for their borrowings from

domestic financial institutions, which means g(¢) — g“,¢ — 0, where the lower bound

gc is country specific with the range of (—0,0] and depends on the financial development
and institutional quality of country c¢. The more developed the financial market and

institutions are, the higher g“is.

Therefore, even if it is potentially profitable for a firm without political connections to
export or invest abroad, the impossibility of financing the extra fixed costs through its own
cash flows and the high financing cost of external funds may prevent the firm from
becoming an exporter or multinational enterprise. For every one dollar investment a firm
plans to make, the firm needs to pay 1+ 7 — g(¢) . I can then define G(¢) =1+ r — g(¢), then
G'(9)<0,G"(¢) >0 and G(¢) > 1,¢ > . G(#) is the actual amount of money a firm
has to pay back for each dollar it borrows, and thus the fixed cost multiplied by G(¢)

measures the total cost of investment, taking into consideration the financing cost.

It is highly possible that political connections have a greater impact on the financing
of domestic investments than on that of exports and FDI, and the effects of political
connections overseas can also vary depending on the different modes of serving foreign
markets. Therefore, I incorporate differential effects of political connections using a set of

parameters 77, i, p for domestic production, exports and FDI, which can thus allow for
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variance in the effectiveness of political connections in domestic and overseas business. All

parameters 77, i, p are greater than zero and less than or equal to one. These effectiveness
parameters serve as a multiplier of G(¢), thus the lower the parameter is, the stronger

effect the political connection has, and 7 is assumed to be less than g and p.

In sum, firms face different liquidity constraints given different level of political
connections. It is assumed that no firm can generate enough cash flows internally for the
upfront fixed costs of domestic production, exports or FDI. Thus all firms face liquidity
constraints no matter if they only sell domestically or want to additionally serve foreign
countries. Given the underdeveloped financial market and weak institutions in the home
country, firm-level heterogeneity in political connections determines that firms are

financially constrained at different degrees.

3.1.2. Consumers
Following Helpman et al. (2004), I assume that consumers have identical and

homothetic tastes with the uniform utility function in any country:

a

U= xl"(fly(v)ydv)y

Where x is the consumption of homogeneous good produced in sector 1 and y(v)is

the consumption of differentiated good produced in sector 2 with the number of » varieties

available in the country.
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As in the standard monopolistic competition model, preferences across varieties are

thus assumed to be in the constant-elasticity-of-substitution (CES) form with the elasticity

o 1 .
of substitution equals o, where o = > > 1. The income share spent on the homogeneous
e

good is exogenously determined to bel —« , and thus « share of income is assumed to be

spent on differentiated goods in sector 2.

The assumption of identical and homothetic preferences yields homothetic demand in
each country, which means that the consumers’ relative demands only depend on relative
prices, not on their income levels. Hence, in any given country, each consumer faces the

same prices and demands the same proportion of goods.

I can then derive the demand for variety v by solving the representative consumer’s

utility maximization problem.

First, I log-linearize the utility function and define V' =log(U) as a measure of utility,

and then the transformed utility function is:
V=(-a)logx+Z -log(fly(v)ydv)
v -

The consumer maximize 14 subject to the budget
constraint p - x + L p(v)-y(v)dv < E, where p_is the price of sector 1 good, and p(v)is

the price of variety v, nis the number of varieties available in a given country, Eis the

aggregate expenditure in this country.
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Dividing the first order conditions with respect to two varieties v, and

v, yields ) =[p(vi)J , which is equivalent to pv) y(v,) :{p(vi )J for any i
y(vj) p(vj) p(vj)'y(vj) p(vj)

and j, then I take inverse of the above equation and sum over j and get the demand for the
variety i:
[ pO)-y()av

y(v;) = b, )
L p() 7 dv

Because the income share spent on the composite of heterogeneous goods in sector 2
is exogenously given by the Cobb-Douglas form of the utility function as « , 1

have L p(v)-y(v)dv=ca-E . 1 then define B :L. Thus, for an individual

[ Py~ dv
producer in sector 2, he takes B as given, which simplifies the demand for variety v in a

given country as:
y(v)=B- p(v)"?,where o >1 is the elasticity of substitution across varieties.

The symbols and their meanings are summarized in Table 3.1.
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Table 3.1 Table of Notations

Symbol Meaning

N Number of countries in the world
L Labor endowment
w Wage rate
superscript f Denote the foreign market
Vi A distinct variety of good 2
¢ Political connections
0 Productivity
Z(¢) Cumulative distribution function of political connections
F(©) Cumulative distribution function of productivity
fz Entry fixed cost
fp Domestic overhead fixed cost
fy Fixed cost of exporting
f; Fixed cost of FDI
G(¢) The actual amount of money a firm has to pay back for each dollar it borrows
n Effectiveness factor of political connections on domestic production (applied as a multiplier of G(¢))
u Effectiveness factor of political connections on exports (applied as a multiplier of G(¢))
p Effectiveness factor of political connections on FDI (applied as a multiplier of G(¢))
X Consumption of homogeneous good 1
y(v) Consumption of variety v of differentiated good 2
n Number of varieties available in sector 2
o Elasticity of substitution across varieties
The share of income spent on good 2
P Price of good 1
p(v) Price of variety v of good 2
E Aggregate expenditure
o Domestic profits
Tx Export profits
T FDI profits
T Trade cost in the form of iceberg transportation cost, 7 > 1
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3.2. Equilibrium Outcomes
Now based on the theoretical framework, I can solve for the profit maximizing prices

and production and then examine the potential profits and firms’ choice of production.

3.2.1. Domestic production

For any firm i/ in sector 2, it maximizes its domestic profits

T, = p(vi)y(vl.)—y(‘}é’ﬁ—nfDG(w subject to the market demand for its

1

brand y(v,)=B-p(v,)”° . The profit maximizing price is p, = and profit

X | =

w
01'

o L w) ) e . ) )
maximizing outputis y, = B(Ej y? . Thus, in the equilibrium, firm i’s domestic profit is

7, =A6,°" —nf,G(p), where 4 = B(w)' ™ 1_—7 (1)

1-o

3.2.2. Exports

Firm i can also choose to export, which can possibly earn additional profits for the
firm. I assume trade costs across countries take the form of iceberg transportation costs
withz > 1, that is, in order to export one unit of product to a foreign country, a firm has to
ship 7 units from its home country, and 7 —1 units are lost in transit. The longer the
distance between home and foreign countries, the larger 7 is. Since I assume same market
structures in all countries, market demands faced by the exporters in the destination country

are determined similarly as in domestic country.
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Profits of exporting for firm i isz, = p(v, )y(vi)—%y(vi) —,Lq’XG(glﬁ). The foreign
market demand facing firm i is y(v,)= B’ - p(v,)"?, where the superscript f* denotes

. o . L 1
foreign market. Thus, the profit maximizing price of exports is p, :%-— and the

iV
additional production for exporting is y :B’(%J y? . In the equilibrium, firm 7’s
potential additional profits by exporting is
* 4 f l-opo-1 f _nf 1’51_}/
7y =A'7t"70°" — uf ,G(¢), where 47 = B’ w = )

3.2.3. FDI

An alternative way to serve foreign markets is to engage in FDI, which also incur a
fixed cost f;. f, is typically higher than f, , because it includes not only the costs of
setting up distribution and servicing networks, but also a large amount of initial investment
in a new factory in a foreign country. As argued previously, political connections help a

firm to relax its liquidity constraint. Therefore, the potential profits of FDI for firm i is

S
T, = p(v,.)y(vi)—% y(vl.)—pf,G((,lﬁ) , where I assume that firm i keeps the same

productivity level in the foreign country and w with superscript f denotes foreign country

wage rate.
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Facing the foreign market demand y(v,) = B’ - p(v,)"?, the firm maximizes its FDI

!
profits at the equilibrium price p; = % . For simplicity, I assume that FDI production

1
4
only serves the foreign market and does not get sent back to the domestic market. Thus, the

additional profit from overseas production is

r,=A4"6"" —/fIG(¢), where 4/ =B/ - (w/)"™° A=r

1-

3)

AR

3.2.4. Production decisions
Firm i’s production decisions are based on the potential profits expressed in terms of

its productivity, political connections, various fixed costs and other country-specific

characteristics as in equation (1), (2) and (3). If 7, is not negative, the firm will continue
producing domestically, otherwise, it will stop producing and exit. Moreover, if 7 is non-
negative and greater than ﬂ; , then it will export, but if 72'; is less than zero, then the firm

only sells domestically. When 7, is larger than 7, and is non-negative, the firm chooses to

invest abroad instead of exports to make more money in addition to domestic profits.
Hence, the conditions for domestic production, exports and FDI can be expressed in terms
of country and firm specific variables based on the equilibrium profits in equation (1), (2)
and (3). For simplicity, it is assumed that demand levels are the same in all countries and

the homogeneous good is produced by the same technology everywhere and freely traded,

then wage rate is equalized and thus 4= A4’ = 4”".

For domestic production to continue, 7, = 4 HI.H -1, DG(¢) >0.
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For firm i to export in addition to  domestic  production,

*

7y =A7"70°" — uf \G(¢)>0 and 7} > 7;.

For firm i to invest abroad in addition to domestic production,

7, =A0°" — of,G($)>0 and 7, > 7.

The above conditions are for an individual firm’s choices. Recall that o is the
elasticity of substitution and is greater than 1, then 6°' is increasing in productivity and
can serve as an productivity index, the higher #°' is, the higher productivity is. G(¢)is
greater than one and decreasing in ¢, as ¢ approaches infinity, G(¢#) approaches one.

Then, based on the above three conditions of production, I can describe the market

structure of the whole sector of monopolistic competition as follows."

nf,G(4).

Firms exit the market when they are least efficient, that is, 7' < g

Firms only produce and sell domestically when their productivities

Satisfy%@ <! < M .

Ar"™
Firms produce domestically and also export to foreign markets

when

WG _ gt (2= 1)),
At T A—At"™

I Given the assum}?tion of symmetry among countries, the sufficient condition for the three conditions to hold is
P
Wo <t <pf;
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Lastly, firms serve a foreign country via FDI instead of exports

(of, = 1/ )G(#)

when 677" > =
A—Ar°

Intuitively, holding everything else fixed, least efficient firms with lowest level of
productivities can not make profits and thus exit the market. Most efficient firms with
highest level of productivities will conduct FDI in addition to their domestic production
and make biggest profits. For firms with productivities in between, there also exists a
threshold of exports. Firms with productivities below this threshold will only serve the
domestic market, and firms with productivities above the threshold will also export and

make higher profits.

Therefore, I can define three cutoff points of productivity,@,,, 8, and @, , as functions
of political connections and other country-specific characteristics. 8, is the value of
productivity when domestic profits equal zero, thus firms with political connections equal
¢ and productivity lower than 6, exit the market. 6, is where exports profits equal zero,
and 6, is the productivity level for exports and FDI profits to be equal, given a value of

political connections. Therefore, the cutoff productivities for domestic production, exports

and FDI for firms with political connections equal ¢ ared,, 6, and 8, respectively, and

they are all functions of political connections ¢ .

o 1f,G(9)
05 === (4)
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9;‘—1 — MXG(¢) (5)

ATI_O-

ot _ (2 = 1)G(9)
! A-A7"°

(6)

Hence, firms with political connections equal ¢ and productivity between 6,, and 6,
only produce domestically; firms with political connections equal ¢ and productivity
between 6, and 6, export in addition to serving domestic market; firms with political
connections equal ¢ and productivity higher than 8, engage in FDI in addition to domestic
production.

3.2.5. Free entry condition and number of entrants

In order to further solve the general equilibrium model and derive testable predictions,
Trade cost 7 is assumed to be symmetric, that is, it is the same between any two countries.
For simplicity, recall that it is assumed that political connections do not affect entry costs,
furthermore, the distribution functions of political connections and productivity, that is,

Z(¢) and F(0), are assumed to be independent of each other. Then I can solve the free
entry condition for firms with political connections equal ¢, which requires that the

expected profits equal their entry costs.

Je = [, (467" ~nGlg)f,))dF (6)

+(V —1){ [ Hﬁj ~ HG(#)f }dmm + [ 40,7~ 0G0, )dF@}
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Note that firms know their political connection ¢ before they pay the entry costs,
hence, ¢ is treated as given in the above equation. Also recall that firms only observe their
productivity after they pay entry costs, so the profits on the right side of the equation is
expressed in expected terms. The potential profits are decomposed to expected domestic
profits when firms’ productivity is higher than &,, with political connections equal ¢, and
expected profits from exporting to N —1foreign countries when productivity falls between

6, and 6, , and expected profits from FDI to N —1foreign countries when productivity is

greater than 6, .

To further simplify the free entry condition for firms with political connections equal
¢, 1 defineV(0) = f x°'dF(x) . Since F(6)is the cumulative distribution function of

productivity ando > 1, V(@) can be interpreted as the mean productivity of firms within a

certain group.

Then, the free entry condition for firms with political connections equal ¢ can be
simplified as below. Intuitively, after observing its political connections ¢, a firm chooses

to pay the entry costs only if the expected return equals the entry costs. The right side of the
equation is the expected return from domestic production, exports and FDI, net of the

corresponding financing costs and fixed costs.

fE = AV(QD ) + 77G(¢)fDF(9D) - 77G(¢) D
+ (N =DV (0,) =V (0,)]+ AV (0,)+ (of, — 1 )G(B)F (8,) + uG($) [+ F (6, ) - pG(4) ]}
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Now I integrate the above equation with respect to political connection:

AV (0,)+nG(8)f,F(6,)-nG(#)f,
fo= [+ =DlUr17(0,) -V (0)1+ 4V (6)) dz(@) (7
+(gf, - W )GG)F(6,) + uG(h) [ F(0,) - pG(9)f, }

Therefore, given the distribution functions of political connections and productivity,
and functional form of G(¢), three types of fixed costs, three effectiveness factors 7, 1, o,
and parameters 7,0, | can firstly solve for 4, using equations (4), (5), (6) and (7). Then,
the three cutoff values of productivity, that is, 8, , 6, , 6, , for firms with political
connections equals ¢ can be solved. An additional assumption has to be made on the
financial development of different countries in order to have 4 to be identical across
countries, because recall that the upper bound of G(¢) when ¢ approaches zero is country-
specific and depends on the financial development and institutional qualities of a given
country. The higher developed the financial market and institutions are, the lower the upper

bound of G(¢)is, which represents the net interest rate paid by firms for external financing.

Thus, for simplicity, it is assumed that all countries have same level of financial

development and institutional qualities.

Note that 6,,,6, ,0, are all functions of political connections, so I can integrate them
with respect to political connections ¢ to get the expected cutoff productivities in a country,
given the distribution function of political connections and values of other parameters. Let

0, .0, and 6; denote the expected cutoff values of productivities that are independent of
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political connections and determined by A and other parameter values that are solved from

the system of equations (4), (5), (6) and (7).

The last step of solving the general equilibrium is to determine the number of entrants

. : -E° .
in each country. Recall that for any country ¢, [ have B = S N , where n_ is the

[P av

number of varieties available to consumers in country c, either produced by domestic

producers, or imported from a foreign country, or produced by a foreign MNE’s subsidiary

in country ¢; p(v) is the equilibrium price of variety v ( p; =p, = and

SRS
X | =

, where w denotes the equalized wage rate) and E° is the aggregate

expenditure in country c.

In equilibrium, aggregate expenditure equals aggregate income, hence, £ = L° for

1—y

-0 2

any ¢, c=1,2,...,N. Also recall that 4 = B - (w)'"° - where w is equalized among

countries and determined by the productivity in the numeraire sector, which is treated as
exogenous. Hence, once 4 is solved from the system of equations (4), (5), (6) and (7), B is
also solved, which implies that B is also the same for all countries. The number of available

varieties n, varies with country size and distributions of productivity and political

connections.

Assuming & is independently and identically distributed among firms, I have:
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o . w A e AN W) ”
[\ )7 =n; f By dF(9)+Zn{f; B(%J dF () + E)B[%j dF(G)]

Jj#c
Where n;. is the number of entrants of domestic firms in country ¢ and »7. is the number of

entrants from country c into country j, j #c. 6,60}, and 8; denote the expected cutoff

values of productivities for domestic production, exports and FDI and are independent of
political connections. The left side integral of the above equation is the total expenditure on
heterogeneous products in a given country, and the right side is the disaggregated expected
value of the total revenue, given the independent and identical distributions of #. It can be

further simplified

w

[\ P av= B[éjm ng ¥ (03)+ B[ i j > nir @)+ @ - ey
=1 w

J#c

Recall that in the equilibrium, total expenditure equals total income and & share of
the total income is allocated to the consumption of heterogeneous products, that
1s, L p(v)?dv = Bal® . For any country c, where c=1, 2,..., N, the above equation can be
written as

V(0y)-ni + Y ni (0 + eV (05) -V (6; )]}{KJ ol
4

Jj#c
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Let V), denote V(0;)+7" [V (0%)-V(6;)] and V, denoteV (0, thenn., c=1,

2,...,N, are solutions to the linear system

Ve Vi
Ve Vo
VI()J( V/i(
Vi
VD
Let| ™
Vic

0 1
Vix ng
. 2
. n
E
o .
VIX
0 N
VD ng
o o
VIX "' VIX
po . .
P :
M [
. Vi
o o
V[X VD

Then the inverse matrix is

-1

1

=V,.v, which is a square matrix.

TV (N =]

Vo +(N=2)V Vi
- VI?( VDO + (N - 2)V1?(
- VI‘))(

o
- VIX

o
_VIX

Vs +(N=-2)V;

Recall that (6) = [ x™'dF (x), so V'(8)=—-0°" <0 and "'(6) =~(c =18 <0.

Therefore, V' (0)is decreasing and strictly concave iné.

Then the condition (1-z" )W (87)+7" "V (0%)<V[1-7")0; +770,1<V(67)

must hold for the strictly concave function, given that 8, <8} <6,

. Therefore,

V5 >V and the Nx N matrix of V' is nonsingular. Thus the solution to the system is

unique.

48



Hence, for any country c, the number of entrants is

o-1

ng

aw _
0 o 0 o o— : VO +(N_2)VO 'Lc _Va . L‘I
V5=V, +(N=-W3]1y 1 {[ D IX] X ; }

Because V) >V >0, and 0<y <1, w>0, >0, for a country to have positive

number of entrants, the condition that [V[‘,’ +(N=2)V 5 ] L' >VS- ZL-’ must hold, which

Jj#c

L S Ve
ZU Vo+(N=-2)V2

J#c

can be expressed as . The right-hand side of the inequality is less

than

, so when labor endowments are the same or about similar in all countries, this

condition is satisfied and all countries have their domestic firms.

3.3. Theoretical Hypotheses

3.3.1. Theoretical hypothesis on the role of political connections

From equations (4), (5) and (6), I can take derivatives of the three cutoff productivities
(in exponential forms) with respect to political connections. Because G(¢) is assumed to be

monotonically decreasing in political connections, the signs of the derivatives are all

unambiguously negative.

007" _nfy

o6~ 4 G'(¢) <0 )
80;71 _ ,fo 'TOLI el

o0~ 4 G'(¢) <0 )
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E ]671 /f‘] X :
= -G' ¢ <O,Slnce of, > 4 andz >1,(7 >1 10
a (1 1_0-) ( ) f} .f‘X ( )

Hence, all the three cutoff values of productivity are decreasing in political
connections, which means that productivity and political connections work as complements
in their effects on firm’s overall performance and production decisions, both domestically
and overseas. A politically well-connected firm can stay in business even if its productivity
is well below others, while a poorly connected firm can expect bankruptcy under the same
situation. Similarly, better politically connected firms tend to export or invest abroad than
others with low political connections. This complementariness between political

connections and productivity can be better illustrated in Figure 3.1 and Figure 3.2.
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Figure 3.1: Three profit lines for a given value of political connections

R 7y o o

-n 'fDG(¢)
-1 £,G(9)

~p-£,G(g)
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Figure 3.2: Effects of changes in political connections on three profit lines

_n'fDG(¢2)
_77'fnG(¢1)

_ﬂ'.fo( 2)
*/I'fo( 1)

-p-£,G(g,)

-p-£,G(4)

If political connections are held constant, then I can draw a set of profits lines as in
Figure 3.1.2 The variable on the horizontal axis is the productivity index @°~', which is an
increasing function of productivity because o >1. The use of productivity index is for
simplifying the expressions because of the straightforward relationships between #°' and
G(¢) in equations (4), (5) and (6), and there is no change in the qualitative results if

productivity itself is used here. The vertical axis represents various profits measured in

2 It is still assumed that countries are symmetric and the homogeneous good is produced everywhere and traded freely, hence,
— gl — g
A=4" =47.
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labor units. The slopes of the domestic and FDI profit lines are the same, which is A, and
the slope of exports profit line is 47", where 7 >1 and & > 1. Therefore, domestic profit

line (7,,) and FDI profit line ( ;) are parallel to each other and export profit line (7, ) is

flatter than them, because 7' 7 is less than 1. By the assumption thatzf,, < uf, < pf, , that is,

FDI is more costly than exporting and domestic production, the relative positions of profits
lines can be determined. The FDI profits curve starts from below the other two profits

curves on the y-axis and domestic profit line is on the top of the others.

Figure 3.2 shows two sets of profits lines. The set of solid lines (all labeled with
subscript 1) correspond to the lower level of political connections ¢, , and the set of dotted
lines (all labeled with subscript 2) correspond to higher political connections ¢, ,
where @, < ¢@,. When political connections get larger, that is, ¢, < ¢, , all profits lines are
lifted higher (dotted lines are all higher than corresponding solid lines) and the three cutoff
values @, , 6, and @, are all pushed back, that is, the productivity requirements for

domestic production, exports and FDI all become smaller, although in different magnitudes,

as suggested by (8), (9) and (10).

It is clear from Figure 3.2 that political connections increase the likelihood of each of
the three types of activities, that is, domestic production, exports and FDI. First, political
connections increase the possibility that a firm stay in business. As can be seen from Figure

3.2, the cutoff point for domestic production shifts back from 6, to ,,,. Thus a firm in
group 2 (with higher political connections ¢, ) with productivity between 6,,, and 8, will

continue operating and even earn profits, while another firm in group 1 (with lower
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political connections ¢, ) with the same productivity will not survive even in domestic
market, because of its negative operating profits. Similarly, political connections increase
the chance that a firm will not only serve domestic market but also expand its business
overseas, as evidenced by the shift from 8, to6,,. Moreover, the backward shift of the
cutoff point &, suggests that political connections increase the possibility of FDI. For
example, a firm in group 1 with productivity of ,, + A (where A is an infinitesimal
positive value) will choose to export instead of investing abroad because exporting is more

profitable, whereas a firm in group 2 with the same productivity but higher political

connections will choose to invest abroad with higher possible profits.

In sum, Figure 3.2 shows that political connections improve a firm’s performance
(measured by profits) both domestically and overseas by enhancing a firm’s productivity
advantage and increasing the chance of survival, exports or FDI. Politically well-connected
firms make more profits than other firms with the same level of productivity. Therefore, I

can draw an important proposition for the later empirical study.

Proposition 1: Firms with higher political connections are more likely to directly

Invest overseas.

3.3.2. Productivity, political connections and country-level characteristics
In this section, I establish additional propositions for the hypotheses examined in the
subsequent empirical studies. First, testable predictions for variations in the cutoff
productivities across countries can be derived from equation (6). Equation (11) is the log-
linearized form of equation (6), where A can be a proxy for the demand in potential foreign

market, 7 is a proxy for the trade costs, f, is a proxy for FDI entry cost.
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Ing, =

1 >
G_I[In(G(¢))+ln(pf, —,qu)—lnA—ln(l—z'1 )] (11)
Based on equation (11), the following proposition can be established for the subsequent

chapters.

Proposition 2: The cutoff productivity of FDI is decreasing in the host country’s
potential market demand, increasing in the host country’s FDI entry cost and decreasing in

the trade cost.

Furthermore, if we define a specific functional form of the productivity distribution,
then as proposed by Chen and Moore (2010), we can expect to observe that the distribution
function of MNEs’ productivity in countries with tougher FDI conditions (measured by
lower market demand, higher entry cost or lower trade costs) will first-order stochastically

dominate the distribution function of productivity in ‘less tough’ host countries.

Proposition 3: Firms with higher productivity are more likely to conduct FDI and are
more likely to invest in countries with tougher FDI conditions such as smaller market,

higher entry cost and lower trade costs.

The testable predictions for the cutoff political connections can be derived similarly as
with productivity. The analysis on the production decisions in Section 3.2.4 shows that a
firm will choose to invest abroad instead of exports if the FDI profits are higher than that of

exports. This condition can be expressed as below.

4077 — pf,G(p) 2 47707 — 1f . G(9)

Therefore, the cutoff political connections ¢, should satisfy the following equation.

407 (1-7")
G = + - 12
(4,) s (12)
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Firm i chooses FDI instead of exports if G(¢l. ) < G(¢, ) , holding everything else fixed.

Recall that G(¢) is decreasing in ¢, thus the necessary condition for FDI is ¢, > ¢, .

Equation (12) allows us to derive propositions for the subsequent studies. The

derivatives of the cutoff political connections with respect to the country-level

characteristics are as follows. Note that 7 > 1,6 >1, and 1-7"7 > 0.

og, _ o4, oGlg,)_ 1 e'(1-7)

_ 0
oA 0G4) oA G@) o -

o4, o4, 0G(g,)_ 1 40°'(1-7)

- >0
of, 0oGlg,) o, G(8) (of,—ufy)

a¢1 _ 8¢1 'aG(¢1) 1 'AHU_IT_U(O-_I)

or oG(g,) or G'p) o -ufy

<0

Based on the above inequalities, the proposition for the effects of country-level

variations on the cutoff political connections is as below.

Proposition 4: The cutoff political connections of FDI are decreasing in the host
country’s potential market demand, increasing in the host country’s FDI entry cost and
decreasing in trade costs.

3.3.3. Political connections and financial development

In this section, I use comparative statics on the number of entrants to analyze how the
effect of political connections varies with financial development across countries. Recall
that given the distribution and expected cutoff values of productivity, the number of
entrants in any country c is determined by the labor endowments in the world. However,

countries may also differ in their overall distributions of political connections ¢ which can
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cause different expected cutoff values of productivity, although the cumulative distribution

of ¢ is treated as given and identical across countries in solving the general equilibrium.

In order to analyze the effect of political connections across countries with different

financial developments, I abstract from firm-level heterogeneity in political connections by

substituting mean level of political connections ¢ into equation (4), (5) and (6) and then
assume that countries differ in their firms’ mean level of political connections ¢ . Let §D ,
0, and @, denote the cutoff productivities that are functions of mean level of political
connections ¢ . As shown in equations (8), (9) and (10), all three cutoff values of

productivity, 8, , 8, and @, , are decreasing in ¢ , which can consequently affect the

number of entrants in equilibrium in any country and thus affect the potential domestic

varieties that a consumer can choose from in a given country.

Now if we replace the expected cutoff productivities in #¢ with 8, , 6, and@, , then
n’, is dependent on countries’ mean level of political connections ¢ . Before I solve for the
partial derivative of n¢ with respect to ¢ , I firstly need to solve the derivatives of V'(6,,),
V(@,)and V(0,) with respect to ¢ . LetV,, ¥V, and V, denoteV(8,), V (6, )and V(6,)
in the following analysis. From equations (4), (5) and (6) and the definition of V(&)

8170 _ _TZfD 'G'(¢7)-§D >0
op Ao -1)

6I7X — _MX 'G'(J)'gx >0
od A(c-Dr"™°
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o, _ (=) G-, _,

op Alc-D1-7")

From the general equilibrium results, the number of entrants can be written as

7, + V-2, ] -7, YU

—o-1 — Yc
Y Vp =V )lVp +(N =1V ;] A
awd*l . _ _ .
Where W=%2—50 , Y =[/,+WN-27,)L-V,-3L , and
}/ Jj#c

2=, =V, + (N =7 ], with 7y =7, 77 (7, = 7).

o Z - oz Ye
Hence, 6”5 =W- o¢ 26¢ . The sign of O depends on BY_ —a—{YC.
o¢ o0¢ o0¢ o0¢

Recall that Z > 0 because,, >V, > 0. And recall that if T assume that the differences in
labor endowments are not too large, that is, countries have similar labor endowments, then

Y“ >0 forany ¢, c=1,2,...N, so every country has positive number of entrants.
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OV L7y + (N =2, + 2 (N =)y ~ D=7, + 7 (7 ~ VIS

a¢ Jj#c
_ e W=D, —#fx )G'($)0, + 1« G ($)0, 1+ 1f,G'($)0,
A(c-1)
T (pfl _MX)G'(¢)0] +MXG'(¢)9X ZLj
A(G - l) j#c
oz

%5 20,V +(N =2V, [V, +7 7 (Vy =V)OI+ (N =2V, [V, +77°(V, =V, )]
—2(N=DV, +2" 7V V)OIV, +777(Fy =V, )]

:%{[270 +(N—2)I71x]7[fD§D +[(pf1 _lufx)gl +luf)(§x][(N—2)I7D —2(N_1)[7[X]}

The sufficient condition for %>0 is that (N -2V, >2(N-1)V,, , that is, the

: : v, -V,
curvature of the function V' (8) satisfies that—2—" > N >1.
V. T N-2

If I further assume that countries all have same labor endowment, that is, L° = L for

any country ¢, ¢c= 1,2,...N, then

a(;;TC :Z'G'(a)[(pr _Mx)a +(§X _§D)77f0]<0

c

on . .
Hence, af < 0 when countries have similar labor endowments and the curvature of

V(6) satisfies that VD__—V’X >1.
VIX

The negative effect of countries’ mean level of political connections on the number of
domestic entrants indicates that the varieties produced by domestic firms vary across

countries. In countries with underdeveloped financial market and weak institutions,
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political connections matter more than in countries with sophisticated financial market and
well-developed institutions. Consequently, the overall political connections among firms in
less developed countries should be higher than that of developed countries, because of
prevalent political rents and firms’ actively seeking political connections. Therefore, the
model predicts fewer varieties supplied by domestic producers in countries with
underdeveloped financial market and weak institutions where political connections matter

more.

The negative effect of political connections on the number of domestic entrants
proposes an important policy implication. When a country’s financial market is to a large
extent underdeveloped and its government policies are lack of transparency and fairness,

this country tends to have a higher mean level of ¢ , that is, strong political connections are

common among firms, since firms can only survive and engage in international business
with help from their government ally. In this situation, there are fewer domestic firms in
this country and thus fewer domestic varieties for consumers to choose from. If the
government’s goal is to support domestic business, then the country should try to improve
government’s transparency and competitiveness in the financial markets by making them
more profits-oriented rather than politics-oriented. It would also help if the country can
reform in some of its political and financial institutions to eliminate or minimize the
political rents-seeking problem and thus make the political connections of firms less

effective and less desirable, which consequently can lower the overall level of ¢ and thus

increase the number of domestic producers.
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3.4. Conclusion

This chapter builds a model based on Helpman et al. (2004). The research focus in this
chapter is the effects of political connections on FDI decisions, and the interaction between
political connections and productivity when it comes to firms’ production decisions.

In order to incorporate firms’ special characteristics resulting from the
underdeveloped financial markets and weak institutions, I include firm-level liquidity
constraints in the model and create another aspect of heterogeneity in firms, that is, political
connections, in addition to productivity. Political connections as a firm-specific asset can
relax a firm’s liquidity constraint and therefore generate firm-level heterogeneity in
liquidity constraint.

Several propositions are derived from the model, and will be tested in the subsequent
chapters. Increased political connections and higher productivity are expected to increase
the likelihood of FDI. Moreover, the threshold values of political connections and
productivity for FDI are expected to increase in the host country’s ‘toughness’ of FDI

conditions as measured by lower demand, higher entry cost or higher trade costs.

The theoretical prediction on the role of political connections is consistent with the
literature on developing-country MNEs, that is, political connections help firms to engage
in FDI. With underdeveloped financial markets and weak institutions in China, it is
common that political rents are prevalent. Due to lack of political connections, productive
firms who should be qualified for exports or FDI may not be able to get enough funds to
cover the extra upfront costs and thus have to lose the chance of earning higher profits. On
the other hand, firms with strong political connections can easily circumvent the lack of

efficiency and then invest in overseas markets. In the end, the overseas subsidiaries which
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are operated by less efficient firms and supposed to earn more money turn out to lose
money. This ironic situation of less efficient Chinese overseas subsidiaries is not rare and
can sometimes be found in news or anecdotes. Therefore, the theoretical results in this
chapter have important implications for the development of financial market and
institutions. A healthy and developed financial market and good institutions can improve
the quality of a country’s overseas subsidiaries and also improve the overall

competitiveness of its firms.

The theoretical predictions in this chapter are based on the assumption that the firm’s
goal is to maximize profits. The equilibrium outcome can be different if a firm has an
alternative goal other than profit maximization. In an extreme case, if we assume that all
politically connected firms aim to maximize their domestic employment instead of their
overall profits, then these politically connected firms will concentrate on domestic
production and export instead of investing abroad. In this case, we would observe less
FDI in equilibrium, and only firms without political connections are likely to invest
abroad when FDI yields higher profits than exports. The above assumption can be relaxed
so that politically connected firms have mixed goals of operation. For example, we can
assume that politically connected firms aim to maximize the combination (or the weighted
sum) of overall profits and domestic employment, where the weights depend on the
strength of political connections. Firms with stronger political connections likely would
have higher weight on employment maximization and lower weight on profit

maximization. With this less-restrictive assumption on firms’ goals, we would observe
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more FDI in equilibrium than in the extreme case, but the overall FDI volume is still

lower than in the previous theoretical model with profit maximization settings.
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Chapter 4: Determinants of Qutward Direct Investment:

Firm-level Evidence from China

In this chapter, I examine the influence of political connections on Chinese firms’
outward foreign direct investment decision, in addition to that of productivity. While the
firm heterogeneity in productivity has been explored extensively in recent studies on FDI,
the difference in firm-level political connections has been ignored in the literature so far.
The combination of imperfect capital markets and credit constraints in China makes such a
connection potentially important. As predicted by the theoretical model in Chapter 3, in the
presence of liquidity constraint and fixed costs of FDI, strong political connections act as a
complement to productivity and increase the likelihood of FDI.

Using a unique data set of publicly-listed Chinese firms, I measure firm-level political
connections with board directors’ political backgrounds. The empirical results in this
chapter lend support to the theoretical hypotheses in Chapter 3. Not only productivity, but
also political connections increase the likelihood of a firm becoming a new multinational
enterprise.

The analysis on Chinese MNEs will be conducted in light of the theoretical predictions
drawn from Chapter 3 and the literature on both developed and developing country MNEs
as reviewed in Chapter 2. A whole sample of publicly-listed Chinese firms, both MNEs and
non-MNEs will be used to study the factors that motivate Chinese firms to invest and
produce abroad in addition to their domestic production. Section 4.1 overviews the

development of Chinese outward direct investment and related policy evolutions; Section
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4.2 illustrates the importance of political connections in China. Then I draw from the
empirical literature and propose measures of firm-level political connections based on the
political hierarchy in China; Section 4.3 illustrates the empirical framework drawn from the
theoretical model and related literatures, and then proposes the empirical model; Section
4.4 describes data sources and data statistics; Section 4.5 reports the empirical results and

summarizes the findings; Section 4.6 concludes.

4.1. Development of Chinese Outward FDI

Outward foreign direct investment emerged in China in late 1970s after the ten-year
Cultural Evolution and started to expand rapidly only in recent years, especially after the
launch of the “Go Global” policy, which was initiated in 1999 and formalized in the tenth
five-year plan in 2001. The dramatic increase in Chinese outward FDI' flows starting from
2003 can be seen from Figure 4.1. China’s FDI outward flow in 2008 exceeded 55 billion
US dollars, which more than doubled that of 2007 and is almost equal to its inward FDI in
2003. During 2002 and 2008, the average growth rate of Chinese overseas FDI is about

65.7%.

! Ministry of Commerce of the People’s Republic of China and National Bureau of Statistics of China jointly established
“Statistical System of Outward Direct Investment” in December, 2002. The definition of outward direct investment,
statistical guidelines and accounting methodology in the established system are based on standards used by OECD and IMF
in their publications. According to the basic concepts and explanations in Section 3 in the publication, China’s Outward FDI
refers to the investments conducted by Chinese mainland corporations toward foreign countries and regions (including
Hong Kong, Macao and Taiwan) and targeted at controls of overseas enterprises. Overseas subsidiaries, affiliates and
branches with ownership by a Chinese corporation of 10% or more are all counted as directly invested foreign enterprises.
Subsidiaries refer to enterprises owned 50% or more by a Chinese corporation, affiliates include firms with a Chinese
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Figure 4.1 Chinese Outward FDI Flows 1979-2009
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Data source: International Financial Statistics, International Monetary Fund, Statistical Bulletin of China’s Outward Foreign Direct Investment®.

Although the current outward FDI stocks from China are still modest relative to that of
developed countries, the growth rate of FDI flows is predicted to keep increasing in the
future and Chinese MNEs start to play an important role in the world’s direct investment
activities. Figure 4.2 shows the outward FDI flows from China (excluding Hong Kong,
Macao and Taiwan) relative to the average outflows from developed countries and that
from developing countries (excluding China). The outflow of investments from China
started to exceed the developing country average level from early nineties. Then starting

from year 2003, Chinese outward FDI flows far exceeded the average outward FDI flow

ownership between 10% and 50%, and branches refer to overseas offices and distribution networks established by a Chinese
corporation.

2 The Statistical Bulletin of China’s Outward Foreign Direct Investment is jointly published by Ministry of Commerce, National
Bureau of Statistics and State Administration of Foreign Exchange at the end of September every year starting from 2003.
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from developing countries and exceeded the developed-country average outflow in 2008

and 2009.

Figure 4.2 Chinese Outward FDI Flows relative to the World 1979-2009
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Data source: International Financial Statistics, International Monetary Fund

The composition of Chinese outward FDI flow volumes can be seen from Figure 4.3.
The relative weights of manufacturing, construction and transportation sectors have been
fairly constant, while wholesale and retail and mining sectors have been expanding, and
communication and business service sectors have been shrinking in Chinese outward FDI

flows.

In terms of the number of MNESs, according to the 2008 Statistical Bulletin of China’s
Outward Foreign Direct Investment, 42.7 percent of the total number of Chinese MNEs is

in the manufacturing sector, which mainly includes industries such as apparel and other
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textile products, electrical and electronic equipment, industrial machinery and equipment,
transportation equipment and primary metal industries. The next largest sector is wholesale
and retail sector, which has 28.2% of the Chinese MNEs. Then follow construction sector
that hosts 4.8% of MNEs, and business service sector with 4.5% and mining sector with

4.2%.

Figure 4.3 Sectoral Composition of Chinese Outward FDI Flows
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Data source: Statistical Bulletin of China’s Outward Foreign Direct Investment 2003-2008.

The development path of Chinese outward FDI has been strongly influenced by
government policies and can be roughly divided into five stages. Outward direct investment
emerged in 1979 as one of China’s long-term development strategies and had remained
strictly under state control until 1985. As can be seen from Figure 4.1, the outward FDI
flows between 1979 and 1985 is very limited and only a few government appointed state-

owned corporations were allowed to make investment abroad at that time. Chinese
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government started to encourage outward FDI from 1986. More firms, both state-owned
and non state-owned, became MNEs and annual outward FDI flows grew gradually from
1986 to 1991. Starting from 1992, there was a surge in Chinese FDI in companion with
rapid domestic liberalization, which brought concerns about capital flights and potential
losses of state assets and thus resulted in stricter approval process of outward FDI.
Consequently, Chinese annual FDI flows slowed down from 1995 and remained almost
constant during 1995-2000. Lastly, “Go Global” policy of 2001, together with the join-in in
WTO and higher world demands for Chinese products, stimulated a big surge in Chinese

outward FDI in recent years.

4.2. Importance of Political Connections in China and Proxies of Political Connections
4.2.1. Importance of political connections in China

Firms were solely state owned in China before the economic reforms, which started
from 1978. As the restructuring of the economy progressed, private-owned firms emerged,
although mostly in small scale. The majority of firms in China remained solely state-owned
until the share issue privatization, which was realized through the establishments of
Shanghai and Shenzhen Stock Exchanges in 1990 and 1991 respectively. By the end of
2008, there were about 1574 companies listed in China’s stock markets and the total market
capitalization was over US$ 2 trillion. Chinese companies also began to list on Stock
Exchange of Hong Kong from 1993.

The privatization of state-owned enterprises mostly took the form of public offerings

on the stock markets. The state remains controls over a firm by either directly holding large
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block of shares which are called state shares’, or consigning shares to some large state-
owned enterprises (SOE), which are called state legal person shares but are also deemed as
state-owned shares. State shares and state legal person shares are usually not transferable
and are subject to trading restrictions. Not only can the state remain its control over a firm
by holding large block of non-transferable shares, but it also has rights to appoint CEOs of
publicly-listed firms (Fan et al. 2007). Political connected CEOs tend to appoint more
politically connected directors, which can further strengthen the state’s control over a firm
and enhance a firm’s political connections.

The special institutional background of China determines that politically connected
firms are more likely to get favorable treatment from the government and also from the
state-owned banking system. Studies reviewed in Chapter 2 show that political connections
are widespread around the world and especially important for firms in transition economies,
mainly because of their weak institutions. Li et al. (2008) argue that ill-functioning markets
and weak legal systems are main reasons why political connections are valuable to firms in
transition economies. Khwajia and Mian (2005), and Bai et al. (2006) find positive
relationship between political connections and favorable treatment a firm can get from
government banks.

In China, the state used to control all the resources in the past. During economic
reforms, state control still persists in some key markets (Li et al., 2008). The government’s
intervention in the allocation of material and financial resources results in malfunctioned

markets and prevalence of political rents. Firms with strong political connections have

3 State shares are held by authorized state agencies, for example, Administrative Bureau of State Assets, which was established
in 1988 and acts as the owner of state property.
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easier access to materials and funds, and they can also get around heavy government
regulations that are common in China. With fewer obstacles in obtaining resources, less
regulations, and more protections from the government, politically well-connected firms
have more advantages over their poorly connected counterparts when competing in both
domestic and foreign markets.

Chinese state-owned banks also favor political connections. First, due to the
overlapping of positions in government and state-owned banks, an employee of a state-
owned bank can provide politicians loans on favorable terms in exchange for a promotion
to a government position (Cheung et al., 2005). Second, as predicted by Acemoglu and
Verdier (2000)’s model, strong government intervention in China is also a reason for the
prevalence of political rents and misallocation of resources. Local governments control
large amounts of funds in order to intervene economic activities. To attract those large
funds into their deposits, state-owned banks often provide preferential financing to
politically-connected directors in order to build up connections and eventually make local
governments their clients.

Hence, the special institutional background of China determines that political
connections are an important firm characteristic that needs to be considered in studies on
Chinese firms.

4.2.2. Proxies for political connections

This section reviews how the related empirical studies measure political connections,
and then draws from the literature and proposes the measures of political connections in

this study.
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Most studies on political connections use a dummy variable to proxy the
connectedness, that is, an indicator which equals one if there is at least one politician
among the board of directors, and zero otherwise. For example, in Mian and Khwajia
(2008)’s study on Pakistan firms, they use a dummy of political connections as one of
important firm attributes and define a politician as one who participated during general
elections at national or provincial level. Johnson and Mitton (2003) follow the analysis by
Gomez and Jomo (1997) to identify firms that have connections with government officials,
and then they set the political connections dummy to one if it is politically connected. Choi
and Zhou (2001) code the political connections dummy as 1 if a Chinese entrepreneur had
been a cadre in a party or state organization. Adhikari et al. (2006) also use a dummy which
equals one if any director or major shareholder of a Malaysian firm has close personal
connections with politicians, they further use the percentage of government ownership as
one of their measurements of political connections. Fan et al. (2007) define the political
connections dummy as whether or not a Chinese firm’s CEO has been an officer at any
level of governments (central or local). Faccio (2006, 2009) defines a firm as politically
connected if one of its controlling shareholders (holding at least 10% of the voting shares)
or top directors, for example, CEO, Chairman, (Vice-) President or secretary of the board,
is a top politician, for example, a minister, a member of the parliament or Chief of the State,
or if he/she is closely related to a top politician. Boubakri et al. (2008) construct their
dummy of political connections by looking into the firms’ annual reports for the experience
profiles of directors in order to identify politically connected directors; they also employ
the percentage of board directors who are politically experienced as an alternative measure

of political connections of a firm.
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There are studies that try to further quantitatively measure firm-level political
connections, that is, the intensity of political connections. The measurements they use
include counts of votes, counts of politically connected directors, the amount of
contribution to elections, or an index.

Khwajia and Mian (2005) measure political strength of a firm by the votes obtained
by board members, the wins of directors in elections, or the directors’ connections with the
party in power. Fisman (2001) uses the Suharto Dependency Index provided by a
consulting firm in Jakarta. The index numerically rates (from 1 to 5) the degree of
dependency of large Indonesian firms on the government and thus reflects the strength of
political connections. There are also articles using campaign contributions as proxy for
political connections. Claessens et al. (2008) measure Thai firms’ political connections by
their contributions to federal deputy candidates, and thus higher contributions represent
greater connections with politicians. Goldman et al. (2009) also use political contributions
by U.S. firms as an alternative measure of their political connections.

In order to measure the strength of political connections, some studies look further
into firms’ board composition by examining the past political experience of firms’ board
members, for example, Agrawal and Knoeber (2001), Bai et al. (2006). In his study on 300
American firms, Hillman (2005) counts from each board the number of directors who are
former politicians at local, state or national level and use this variable as a measure of a
firm’s political connections. He also includes total board size as a control in his study.
Goldman et al. (2009) also look into firms’ board compositions. They hand-collected
political background data of all board members for 500 U.S. publicly traded firms in the

S&P500 for the years 1996 and 2000. Then based on this information, they sort firms into
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two groups, one is more connected to the Democratic Party and the other is more connected
to the Republic Party. They then use a categorical variable and also a dummy variable of
board connections in the multivariate analysis.

For the studies on Chinese firms’ political connections, there are generally two types
of data sources. In the studies on publicly-listed firms, either annual public reports (Chen et
al., 2005), or IPO prospectus (Fan et al., 2007) are used. In the studies on private firms,
survey data are used, for example, Bai et al. (2006) and Li et al. (2008). Both types of data
sources help to reveal directors or managers’ political backgrounds, although unlike in
democratic countries, there is no public campaigns in China and thus no political
contributions or votes data can be explored in measuring firm-level political connections.

Because the research question in this essay is about the determinants of Chinese firms’
outward FDI decision, and the FDI data is only available for publicly-listed firms. Based on
the availability of data, and also in order to quantitatively measure firm-level political
connections, the proxies of firm-level political connections are constructed from profiles of
board directors in publicly-listed firms’ annual reports”.

publicly-listed Chinese firms are obliged to publicly reveal the background
information (for example, work experience, education, age, gender, title or rank in past and
present jobs) of all board members and senior managers, under supervision of the China

Securities Regulatory Commission (CSRC)’.The CSMAR database consistently has data

4The directors’ profiles information is provided by Shenzhen GTA Technology Company Ltd from their China Stock Market
and Accounting Research database (CSMAR). The CSMAR database is broadly used in studies on Chinese publicly-listed
firms, see Sun and Tong (2003) for example.

5 In October, 1992, the China Securities Regulatory Commission (CSRC) and the State Council Securities Commission (SCSC)
were established to regulate securities markets in China. In April, 1998, CSRC and SCSC were merged to become a ministry
rank unit directly under the State Council and a centralized securities regulatory system was formed. With 13 functional
departments, 3 subordinate centers and one special committee, plus 10 regional offices in key cities and a missionary office
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on profiles of all board members and senior managers from year 2004 to 2007, from which
I can identify politically connected directors and the past political experiences they had.
Several proxies for firm-level political connections are constructed using firm-director
level panel data in CSMAR database. First, a political dummy variable is created, which
equals one if for a given year, a firm has at least one director with past political experience,
that is, he/she has worked as a government official (cadres), and the dummy variable equals
zero otherwise. To further quantify firm-level political connections, the number of
politically connected directors and their respective ranks as high-level officials are
considered. The quantitative measures include the total number of politically connected
directors on the firm’s board in a given year and the weighted number of politically
connected directors on the firm’s board in a given year. The weight is the highest rank in
the political hierarchy that an individual director has ever held.® The percentage of
politically connected directors in the board and the weighted percentage using the highest
rank as weights are also used as alternative measures of political connections, and the
estimation results are found to be similar. Lastly, an alternative measure of political
connections is constructed using the count of board directors with memberships in People’s
Congress (PC)’ at any level (national or local), or in Chinese People’s Political

Consultative Conference (CPPCC)® at any level.

in every province, CSRC has authorities such as drafting laws and regulations on securities markets, supervising information
disclosure of listed companies, investigating and penalizing any activity that is against securities laws and regulations.

¢ The higher the rank is, the larger the weight is. The weight equals 3 for Bu, 2 for Ting and 1 for Chu. Please see Appendix I
for an overview of the Chinese political hierarchy and the interpretation of corresponding ranks.

7 As stated in the Constitution of the People’s Republic of China, state power is always held by the people, the political system
of China is basically in the form of a system of People’s Congresses (PC). PC at all levels (national and local) are constituted
through democratic elections (not limited to Communist Party members) and as the legislature of China, PCs create and
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In order to understand the political connections measures, let us take a company for
example. Shenzhen SED Industry Co. Ltd is listed on Shenzhen Stock Exchange. In year
2006, this company had 4 politically connected directors among 18 board members and
senior managers, which include Bao’an Tong (Board Chairman), Yusheng Chang
(Chairman of Supervisors), Yongping Zhang (Vice Chairman of Board) and Xiangdong
Fang (Director). The political connections dummy variable equals 1 for this company in
2006. The highest rank that Bao’an Tong has ever held in the government is Ting in
Ministry of Electronics Industry (MEI) and the weight for this political position is 2. The
highest rank that Yusheng Chang has ever held in the government is Ting in Ministry of
Machine Building and Electronics Industry (MMBEI), thus the weight is 2 for this position.
Yongping Zhang was Vice Mayor of the People’s Government of Qufu City in Shandong
Province, which is Ting in political rank and thus has a weight of 2. Xiangdong Fang
served as a Chu in Ministry of Machine Building and Electronics Industry and has a weight
of 1. Hence, the weighted number of political directors is 7 for Shenzhen SED Industry Co.
Ltd in 2006. The percentage of politically connected directors in Shenzhen SED Industry
Co. Ltd is then 22% and the weighted average is 39%. Lastly, because none of board
members held a membership of PC or CPPCC, the alternative measure of political
connections, which is the number of members in PC and CPPCC, is 0 for this company in

2006.

oversee the administrative, judicial and procuratorial organs of China. Leadership changes in governments at any level
usually occur at PC sessions.

8 CPPCC is a political advisory body in China and “analogous to an advisory legislative upper house” (Wikipedia). Delegates to
CPPCC include both Communist Party members and non-members and they are not limited to government officers.
CPPCC sessions at national level are usually held at the same time with the National People’s Congress and they make
important political decisions together.

76



All the measures described above are used in the empirical analysis. Depending on
different research models and purposes, the dummy of political connections and
quantitative measures of political connections are used accordingly.

There can be measurement error in political connections variables however, due to
some hidden connections of board members that cannot be revealed simply by their past
political experiences. For example, if a director is a family member or was a college
classmate of a high-level government official, but has never served in any government
body, then the measures of political connections in this study cannot reflect this personal
connection and thus the coefficient estimate of political connections tends to be biased
downward. With time variation in the observations, this issue can be moderated to some

extent.

4.3. The Empirical Framework

In this section, the empirical model is built and propositions about the determinants of
Chinese new MNEs are proposed in light of Chapter 3 and the theoretical and empirical
research on both developed and developing country MNEs.

4.3.1. Empirical Model

Because of the nature of the data (that is, I can observe the establishments of overseas
subsidiaries over time) and the research question I want to address (that is, what factors
determine a firm becoming a new MNE), I build a discrete-time survival model using
complementary log-log regression, where the event is defined as a firm doing its first-time

overseas direct investment, that is, becoming a new MNE.
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Survival model is used instead of logistic regression model, mainly because of the
censored observations in the data set. The data has censoring issue due to the observation
window (2004-2007). For example, by the end of the study period, some firms can remain
only producing domestically, but this does not necessarily mean that they will never
conduct FDI in the future. This is a common type of right censoring. Although logistic
regression model is the commonly used method when the dependent variable is binary, the
logistic regression cannot address such kind of censoring issues in the data. On the other
hand, survival analysis can also deal with dichotomous outcomes and at the same time is
able to account for censoring by analyzing the time to an event. Therefore, given the data
structure and the research question, survival analysis is used in this study.

I choose discrete-time survival model instead of continuous time survival models such
as Cox proportional hazard model for several reasons. First, it is because the survival times
are interval censored. Although the underlying process is continuous-time, that is, a firm
can open its first overseas factory on any date during a year, I can only observe the year in
which the first-time outward FDI occurred, not the specific date. Second, it is also because
there are many tied events in the same year (see Table 4.1), that is, many new MNEs
emerged in the same year. Moreover, because the survival times are interval censored
rather than intrinsically discrete, I use a discrete-time complementary log-log model instead
of discrete-time logistic model. According to Allison (1995), the underlying model of a
discrete-time complementary log-log model is a continuous-time Cox proportional hazards
model, which is appropriate for the firm-year data used in this study. The coefficients of
independent variables in a complementary log-log model are also easier to interpret than in

a logistic model, and they have the same meanings as in a Cox proportional hazards model,
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that is, holding everything else constant, given a one-unit increase in an independent
variable, the underlying continuous-time hazard will be multiplied by exponentiation of its
coefficient estimate, which represents the relative risk.

If we assume that events are generated by Cox proportional hazards model in
continuous time, then the corresponding discrete-time complementary log-log model used
in this study can then be written as

log[— log(1- p, )] =a(t)+ B TFP, + B, politicalconnection, + [3, firmkl,

+ p,age, + Psedu, (1)

Pit s the conditional probability of firm i1 doing its first-time overseas direct
investment in year t, that is, becoming a new MNE, given that this firm has never made
overseas FDI before year t. The explanatory variables are explained in details in the next
section, and the theoretical hypotheses on their impacts on FDI decisions are also reviewed.

The coefficients of independent variables are identical to the underlying continuous-time

proportional hazards model and thus have the same interpretations. a(t) s discrete-time
baseline hazard integrated over each year, which is a function of time.
The complementary log-log model can be transformed to

p,=1- exp{— exp[a, + B, TFP, + B, politicalconnection,, + f, firmkl, + [,age, + Psedu, ]}
The estimation method used in complementary log-log model is maximum likelihood, so

there might be concerns about the violation of the basic assumption when constructing
likelihood function, that is, the independence of multiple observations for a single firm.
However, Allison (1995) shows in his book that independence assumption is not violated in
complementary log-log model using multiple observations for every single firm, because

the creation of multiple observations is based on “factoring the likelihood function for the
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data” by the definition of conditional probability. Therefore, if no firm has more than one
event (which means that a firm drops out of the sample once we observe its first-time FDI)
within the observation window, then there is no violation of the independence assumption.

4.3.2. Determinants of Chinese new MNEs: hypotheses

To explain individual firm i’s decision of outward FDI, a variety of firm-specific and
time-variant characteristics are included in the model.

First, the theoretical model in Chapter 3, which is based on Helpman et al. (2004), has
the same prediction with the recent theoretical and empirical literature on the role of
productivity, that is, the productivity of a firm is positively correlated with the likelihood of
this firm making overseas FDI. So the coefficient of total factor productivity (TFP) is
expected to be positive and significant.

Second, the theoretical hypothesis in Chapter 3 suggests that the political connections
of a firm are positively correlated with the likelihood of this firm to directly invest abroad.
So I expect to see positive and significant coefficient estimate of political connections.
Furthermore, based on the assumptions on the special institutional background and the
advantage of debt financing of politically connected firms, I also explore how the effect of
political connections varies with institutional qualities and with firms’ dependence on
external finance. Significant coefficient estimate of the interaction term between political
connections and institutional quality, or between political connections and dependence on
external finance is consistent with the previous theoretical hypotheses. I expect to see that
firms in less-developed financial markets or in greater needs of external finance can benefit

more from their political connections.
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Note that the theoretical model abstracts from the costs associated with political
connections, especially the costs when politically connected firms invest overseas. For
example, the failure of CNOOC’s bid for a U.S. oil company, Unocal, in 2005 and the
withdrawal of Huawei from acquiring a U.S. computer company, 3Leaf Systems, in 2011
both imply that politically connected firms may face additional costs relative to non-
connected firms when they invest overseas. The politically connected firms may enjoy
excessive support from the government and thus compete unfairly on the market.
Consequently, the host country government may reject the applications for mergers and
acquisitions by the politically connected firms. Therefore, the potential costs of political
connections can result in a negative effect of political connections on the likelihood of FDI.
If the overall effect of political connections on the likelihood of FDI is positive in the
empirical findings, then it suggests that despite of the downward bias by the potential cost
of political connections, political connections still significantly increase the chance of FDI.

Third, proxies for human capital of firm’s board directors and senior managers are
controlled in the model, which include average education level of directors and managers
and average age of directors and managers as a proxy for experiences. I expect to see
positive signs of the coefficient estimates.

Lastly, firm-level capital labor ratio is included to control for any vertical FDI
incentive of the firm. The sign of this variable is ambiguous. If the coefficient estimate of
this variable is significant and positive, it suggests that capital-intensive Chinese firms tend
to invest overseas in order to take advantage of capital abundance in developed countries.
However, some findings on developing countries’ outward FDI suggest the opposite. For

example, Wells (1998) applies product cycle model (PCM) on developing country MNEs
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and reveals some special features of developing country MNEs such as small-scale, labor-
intensive technology. Hence, negative and significant coefficient estimate suggests that the
comparative advantage of Chinese MNEs still lies in labor-intensive technology and it
strongly affects firms’ outward FDI decision.

I specify a fully non-parametric baseline hazard by creating duration-interval-specific
dummy variables for each year at risk. The maximum survival years in my data is 4, so four
dummy variables of years are included in the regression.

I also control for the geographic location of the company’s parent firm in mainland
China by including provincial and regional dummy variables. There are twenty-three
provinces, four municipalities directly under the jurisdiction of the Central Government
(Shanghai, Beijing, Chongqing and Tianjin), five autonomous regions and two special
administrative regions (Hong Kong and Macau) in China. There exist large variations
across different provinces and regions in terms of institutional qualities and market
conditions. Firms located in the designated coastal cities or special economic zones are
expected to be more likely to invest overseas. Because these regions are mostly the hubs of
economic booms in China, and they offer more preferential policies and provide more
related services to facilitate both inward and outward FDI, moreover, they usually have
better institutions in terms of legal systems and also mature market systems. This set of
dummy variables can also control for other time-invariant regional factors, including, but
no limited to, the time-invariant spillover effects from inward FDI to outward FDI. Because
the inward FDI concentration ratio is much higher in the designated coastal cities or special
economic zones than the inner part of China, and the more foreign investments in the

neighborhood, the more likely that the local firms can learn advanced technology and
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managerial skills, which can be considered as their comparative advantages when they
invest overseas.

In order to control for industry-specific factors, a set of SIC 3-digit industry dummy
variables are also included in the regression. The set of dummy variables controls for all
unobserved time-invariant industry effects. For example, firms in some regulated industries
such as utilities, energy, telecommunication and financial industries (Sun and Tong, 2003)
are subject to heavy government interventions and support and thus are likely to be
influenced by the government on their FDI decisions. Another example of industry-level
factors captured by industry dummy variables is the effect of “Go Global” policy. This
policy aims to promote Chinese firms’ overseas direct investment and then gradually lessen
the reliance of China’s economy on trade, especially exports. The policy specifies
industries that are favored by the government and legislates preferential treatments for FDI
outflows from these specific industries such as tax concessions, preferential loans, and
industry-specific grants. Hence, firms in certain industries can benefit from the “Go
Global” policy and thus have more incentives to become an MNE, which are controlled for

by the set of industry dummy variables.

4.4. Data Sources and Data Description

The data used in this analysis is unbalanced panel data from 2004 to 2007 on a full
sample of publicly-listed Chinese firms that were incorporated in People’s Republic of
China and are currently active. For each firm, there are as many data rows as there are
years at risk of being a new MNE for each firm. The financial and subsidiary data are

available from 1999, but because there are only 4 years of observations on political
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connections variables, which are from 2004 to 2007, the firms included in the regressions
are those who hadn’t made any overseas FDI before 2004. Firms that had already
established overseas subsidiaries before 2004 are excluded from the sample. This study
also only looks at the new entry of firms in overseas FDI, so a firm drops out of the sample
once it made any overseas FDI in a given year, starting from 2004 until 2007.

4.4.1. Data sources

There might be two kinds of concerns on the use of publicly-listed Chinese firms as
research targets, which are addressed as follows. In sum, while there are concerns about the
reliability of data on China’s public companies, given the research question in this
dissertation and the new securities institutions in China, the data used in this study are the
best data available.

First, the use of public firms instead of the whole sample of public and private firms
may cause some bias in the study. However, as argued by Morck et al. (2007), “the biggest
sources of Chinese outward FDI are highly profitable listed SOEs (State-Owned
Enterprises)”, the sample of publicly-listed firms can account for a large percentage of the
overall overseas Chinese FDI, and thus makes my results meaningful for studies on
Chinese MNEs. Moreover, the use of publicly-listed firms also follows the related literature
on firm-level analysis. Because generally it is hard to get reliable firm-level data on private
firms, micro-level empirical research is mostly based on data of public firms, for example,
Adhikari et al. (2006) and Fan et al. (2007). The availability of political connections data
also constrains the sample to publicly-listed firms. Only public firms have obligation to

systematically report their corporate governance information such as directors’ background
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and work experiences, and thus public annual reports can be examined to construct political
connections measures.

Second, people can have concerns about the reliability of financial data of publicly-
listed Chinese firms, given the relatively young Chinese stock markets (with 20 years of
history) and special institutional background of China. Hence, it is necessary to introduce
the regulatory mechanism on the information disclosures of public firms and look at some
data and examples of the penalties on irregularities of public reports.

Right after the establishments of stock exchanges, in October 1992, the China
Securities Regulatory Commission (CSRC) and the State Council Securities Commission
(SCSC) were established to regulate securities markets in China. In April, 1998, CSRC and
SCSC were merged to a ministry-ranking organ directly under the State Council, and a
centralized securities regulatory system was created. With 13 functional departments, 3
subordinate centers and one special committee, plus 10 regional offices in key cities and a
missionary office in every province, CSRC has authorities such as drafting laws and
regulations on securities markets, regulating and supervising the share issuing and trading
activities of publicly-listed firms, supervising information disclosure of listed companies,
investigating and penalizing any activity that is against securities laws and regulations.
Chinese government also promulgated Company Law in 1993 in order to regulate the
newly emerged corporations. The law specifies many aspects of corporate governance,
such as shareholders’ general meetings, board of directors and supervisory board, and their
responsibilities and rights. Chinese government further promulgated Securities Law in
1998 to regulate the stock markets and protect investors. The Accounting Law was then

revised in 1999 to ensure the reliability of public reports issued by listed firms.
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Under the supervision of CSRC, Chinese public firms are obliged to publicly reveal
the financial information and corporate governance information such as work experience,
education, age, gender, title or rank in past and present jobs of all board members and
senior managers. The disclosure requirements by CSRC must be met; otherwise listed
firms violating the rules are subject to fines or even trade suspension.

The regulatory system and corresponding laws guarantee to some extent that financial
and political connections data on publicly-listed Chinese firms are comprehensive and
reliable. According to the data collected from the CSRC and Shenzhen, Shanghai Stock
Exchanges by Xu (2007), from 2002 to 2006, the CSRC assessed fines and imposed
penalties on 72 publicly-listed firms for a total of 167 times. The violations included
missing report deadlines (for example, Chongqing Dongyuan Industry Development Co.
reported 2002 financial data in year 2003 and thus missed the deadline), omitting important
financial information or investment agreements in public reports (for example, Stone
Group Hi-Tech Co. did not reveal five important debts totaling RMB187.5 million (US$
28.4 million)) or reporting false information (for example, Guangxia (Yinchuan) Industry
Co. falsely reported profits of RMB 771.6 million (US$ 116.9 million) in 2001). The
corresponding penalties for the violations include circulations of notice of criticism, public
recommendations of removal of Chairman or directors, fines on firms or responsible
persons ranging from RMB 0.03 million (US$ 4,545) to RMB 0.6 million (US$ 90,909).
For example, as reported by International Finance News on February 9, 2010, the CSRC
assessed fines on two public firms, which are Powerise Information Technology Co. and
Amoi Electronics Co. The Chairman, CEO and directors of Powerise Information

Technology Co. were warned and assessed fines ranging from RMB 0.03 million (US$
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4,545) to RMB 0.3 million (US$ 45,454) and the company itself was assessed fines for
RMB 0.4 million (US$ 60,606) for falsely reporting sales data. The board members of
Amoi Electronics Co. were imposed fines similarly and the company paid RMB 0.6 million
(US$ 90,909) for falsely reporting profits. The consulting firm named Tianjian that was
responsible for auditing Amoi Electronics Co.’s public report was confiscated of its service
fee and paid a fine totaling RMB 1 million (US$ 151,515). Although the monetary
penalties imposed by CSRC in this example are not as significant as the million dollars
fines assessed by SEC on the U.S. public firms, the personal consequences and the
damages to the managers’ or the company’s reputation resulting from their cooking the
books can still to some extent discipline misconduct of public firms and ensure the
reliability of public annual reports.

In order to get a better idea of how effective CSRC is, it might be useful to look at the
actions taken by U.S. Securities and Exchange Commission (SEC) against accounting
irregularities. According to the Accounting and Auditing Enforcement Releases by SEC
from January 2002 to December 2006, the financial reporting related enforcement actions
taken during this time period totaled 1,047. Note that the subjects of the releases can be
either individuals such as CPA or institutes, so this figure might overstate SEC’s
enforcement actions on public companies, and thus can only serve as a rough comparison
with Xu (2007)’s figure. Two primary stock exchanges in the U.S. have combined total of
about 6,473 listed companies, and thus the rate of enforcement actions is about 16.2%

between 2002 and 2006. On the other hand, the fines rate by CSRC in China during the
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same time period is about 13.6%°. The CSRC’s monitoring of public companies and
potential fines imply that publicly reported data on China’s public companies may contain
reliable information appropriate for the analysis below.

4.4.2. Data description

The dependent variable in the empirical analysis is constructed from data on publicly-
listed Chinese firms’ overseas direct investment activities, which are collected from the
Affiliated Companies Information data file provided by Shenzhen GTA Technology
Company Ltd. from their China Stock Market and Accounting Research database '
(CSMAR). Because this data file is extracted from publicly-listed firms’ annual public
reports, the data can only tell if there is any new overseas subsidiary established within a
given year, but not the exact date of opening, which causes the interval censoring problem
and leads to the use of a discrete-time survival model. The location variable in the data file
is used to determine if the newly-established subsidiary is overseas or not.

The data shows active overseas FDI during the observation years. Table 4.1 reports
the number of firms becoming new MNEs between 2004 and 2007 in the sample. Table 4.1
also summarizes the other aspects of overseas FDI activities from 2004 to 2007, which
include the number of firms opening new overseas factories (not necessarily their first-time
FDI) and number of new overseas subsidiaries (one firm can have more than one new
overseas subsidiaries in a given year). From 2004 to 2007, among all firms making new
overseas FDI, about 57% of them are first-time investors. Among all the firms who had

new FDI in a given year, each firm on average opened more than two new factories.

9 According to the National Bureau of Statistics of the People’s Republic of China, there were 1,224 public firms in 2002.
10 The CSMAR database is broadly used in studies on Chinese publicly-listed firms, see Sun and Tong (2003) for example.
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Table 4.1 Statistics of overseas FDI from 2004 to 2007

Year  Number of new MNEs  Number of firms making new FDI  Number of new overseas subsidiaries

2004 40 65 148
2005 22 44 97
2006 30 50 86
2007 64 12 281

The variables of political connections are constructed using the Individual Profile
dataset from CSMAR. The Individual Profile dataset includes all the relevant information
of all board members and senior managers from year 2004 to 2007, which is extracted from
publicly-listed firms’ annual reports.'' Based on the Individual Profile dataset, 1 can
identify politically connected directors and the past political experiences they had. China’s
public firms on average have nineteen directors and senior managers each year, including
board chairman, general managers, and secretary to board of directors, independent
directors, directors and supervisors. The board size ranges from 5 to 45 across firms and
years. The information on public annual reports includes each director’s name, job
description, gender, age, education, duration of current tenure and resume. Directors’
resumes summarize their working experiences and past positions held if they ever worked
in any government organ.

Average age and education of directors and senior managers are calculated as the sum
of all board members’ age divided by the count of members on board, and the sum of all
board members’ education levels divided by the count of members on board, where the
education level is based on a scale of 1 to 5, with 5 being doctorate degree, 4 being master

degree, 3 being college degree, 2 being high school graduate and 1 being below high school.
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Based on the resumes, we can determine if a director has ever worked as a
government official, and also the highest rank he/she has ever held. Based on China’s
political hierarchy (see Appendix I), we assign different numbers as weights according to
the highest rank a director has ever held. The weight equals 3 if a director has ever been a
Minister or Provincial Governor; the weight is 2 if the highest rank is Departmental Head
of government bureau or Mayor; the weight is 1 if he/she has been a Director of
government division or County Magistrate. The lowest level of the political pyramid (Ke)
is weighted at zero because officials at this level don’t have much political power in terms
of getting loans with favorable terms or receiving government’s approval and preferential
treatments when investing overseas, since there is commonly an official ranked at Ke in a
government office of 5 or less staffs. Because a valid measure of political connections is
critical in this study, alternative measures of political connections are used in the
regressions in order to see if the results are sensitive to the measurements. The measures
include the number of directors with political connections; the number of political directors
weighted by their highest ranks; the percentage of directors with political connections; the
weighted percentage of political directors and also a dummy variable which equals 1 if a
firm has at least one politically connected director and 0 otherwise.

Financial data come from two sources, either the CompuSTAT Global database or

Mergent Online database'?, depending on the availability of variables needed in the study.

11 Chen et al. (2005) and Fan et al. (2007) also use Directors’ Profie information on listed firms® public reports in China to
construct political connections variables.

"> Both databases are accessible through the Gelman Library in the George Washington University. Mergent is the first
provider of global public company information in the world, starting from 1981. This database provides detailed information
on 23,000 non-U.S. public companies, which represents “95% of the non-U.S. global market capitalization”. For China,
Australia, U.S., Canada and UK, the data coverage is 100%. The database has detailed financial information (Income
Statement, Balance Sheet, Cash Flows and Profitability Ratios from year 1999 to year 2007) and other information (for example,
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Both of the databases provide financial data on publicly-listed Chinese firms. There are
about 1482 firms listed on Shenzhen Stock Exchange and Shanghai Stock Exchange, and
the total number of firms varies a little across years (for example, 1490 in 2006 and 1492 in
2007), with new firms being listed on Stock Exchanges. This new entry into the sample is
controlled by the duration-interval specific time dummies included in the regression.

Total factor productivity (TFP) is estimated using data from the CompuSTAT Global
database on publicly-listed Chinese firms. Olley-Pakes method (1996) is used in estimating
the production function, instead of the Levinsohn and Petrin approach (2003). The reason is
that the key variable needed to apply Levinsohn and Petrin approach, that is, intermediate
inputs is missing in both the CompuSTAT Global database and Mergent Online database.

Ordinary Least Square (OLS) method cannot be used in estimating production
function because there can be simultaneity issue caused by the correlation between the
error term and the regressors, which can then bias the OLS estimates. Olley and Pakes
(1996) propose to use firms’ investment decisions to proxy the unobservable productivity
shocks. Their approach takes two steps in a semi-parametric manner. In the first step, log-
labor coefficient is consistently estimated. In the second step, the lagged value of the
estimated function of capital and investment from the first step together with the current
value and lagged value of capital stock are used as regressors, and then total production
minus the consistently estimated share of labor is used as the dependent variable. The

second step yields consistent estimate of log-capital coefficient.

Year incorporated, Joint Ventures, domestic and overseas subsidiaries, annual reports, etc.) for all currently active Chinese
public firms. CompuSTAT Global also provides detailed financial information on 1,507 Chinese public firms from 1993-2007.
The two databases are used in this study as complements. In terms of data reliability, the Mergent Online database has been
widely used in corporate business studies, and the Mergent Online database on China’s publicly-listed firms has been explored
by a few studies, for example, Boubakri et al. (2006).
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At last, I get the estimated residual from the fitted production function, which is the
log of estimated total factor productivity'®. The key variables used in the TFP estimation

include total revenue ( y,, ), fixed assets (%, ), employment (/, ) and investment from 2000

to 2007. Data on total revenue, fixed assets and investment are obtained from CompuSTAT
Global database and are deflated respectively using general retail price indices and
investment in fixed assets indices on China Yearly Macro-Economics Statistics (National)
from China Data Online database, with base year being 1999. Employment data are largely
missing in both the CompuSTAT Global database and Mergent Online database and thus
are hand-collected from firms’ annual public reports, which are downloaded from Mergent
Online database. Because only data of total employment are consistently available, total
employment is used instead of production-related employment.

Following the empirical literature, the capital-labor ratio is calculated as fixed assets
over number of employees (for example, Gorriz and Fumas, 1996). Data of fixed assets is
obtained from CompuSTAT Global database and deflated using investment in fixed assets
indices on China Yearly Macro-Economics Statistics (National) from China Data Online
database, with base year being 1999.

The industry dummy variables and provincial dummy variables are constructed based
on the Standard Industrial Classification (SIC) codes and the location of public firms’

headquarters downloaded from Mergent Online database.

13 The production function is assumed to be of Cobb-Douglas form with two factors, capital and labor. Log-linearized function
can be written as ;, = O/ lit + ﬂ : kit + &, , where the error term is the logarithm of firm-level total factor productivity
(TEP).
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Table 4.2-A summarizes the statistics of the key variables used in this study by two

groups, one is firms that became new MNE during the period 2004-2007, the other is firms

remain domestic during the same period.

Table 4.2-A

Summary Statistics

Variables

log of total factor productivity

political connections (sum)

political connections (weighted sum)
political connections (percentage)

political connections (weighted percentage)
political connections (dummy)

political committee memberships

average education

average age

log of capital-labor ratio

3.03
0.82
1.85
3.91
8.74
04

0.19
3.26
471

MNE

Mean Std. dev. Min  Max
0.92 1.16 5.85
1.58 0 11
3.73 0 23
6.83 0 39.29
15.83 0 82.14
0.5 0 1
0.5 0 3
0.35 238 45
3.7 36.71 56.44
0.61 0.03 4.65

0.46

2.24
0.61
1.23
3.25
6.75
0.37
0.14
3.19
46.69

Non-MNE

Mean Std. dev. Min Max
1.43 -6.17 6.98
1.02 0 8
2.14 0 17
5.33 0 57.14
11.26 0 121.43
0.48 0 1
043 0 4
0.33 2 5
3.25 35.83 58.36
0.53 0.0003 6.23

047
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The correlation matrix between productivity and various measures of political
connections is reported in Table 4.2-B and Table 4.2-C for state-owned enterprises and
non-state-owned enterprises respectively. As can be seen from Table 4.2-B, for state-
owned enterprises, there is no significant correlation between total factor productivity and
political connections. For non-state-owned enterprises, we can observe positive correlation
between political connections and TFP at difference significance levels for alternative
measures of political connections. The various measures of political connections are

strongly correlated to each other for both state-owned and non-state-owned enterprises.

4.5. Empirical Results
4.5.1. Non-parametric analysis

In this section, I non-parametrically analyze the difference in productivity and political
connections and other key variables between MNEs and non-MNEs, and also the hazards
of becoming a new MNE for two sub-samples with and without political connections.
Drawn from the empirical literature and previous analysis, the group of new MNEs is
supposed to have superior productivity and stronger political connections than the group of
non-MNEs.

I first use t-tests to compare the means of political connections, productivity and other
control variables of the two groups, that is, MNEs and non-MNEs. The t-tests calculate the
t-statistic and associated p-value for each variable respectively. Then I do two-tailed test
with the null hypothesis that political connections or productivity from the two groups has

the same mean, that is, the difference between the means of the two groups is zero; and
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one-tailed test with the null hypothesis that political connections or productivity in the
group of non-MNEs has higher mean than in the group of MNEs.

Table 4.3 summarizes the results of both two-tailed and one-tailed test results for all
key variables. For TFP, t-tests strongly reject the nulls and suggest that MNEs on average
have higher total factor productivity than non-MNEs. For the four alternative measures of
political connections, political connections measured by sum and weighted sum of political
directors and the weighed percentage of political directors all significantly (at 1% and 5%
level respectively) reject the null that MNEs and non-MNEs have same mean level of
political connections. The null hypothesis that political connections do not matter is
rejected in the one-tailed tests, suggesting that MNEs on average have stronger political
connections than non-MNEs. Capital-labor ratio and average age of directors fail to reject
the nulls in two-tailed tests and thus indicate that MNEs and non-MNEs have no significant
difference in their capital-labor ratio and average age of directors. For average education of
directors, t-test results significantly reject null hypothesis in both one-tailed and two-tailed
tests at 1% significance level and thus indicate that directors of MNEs are on average more
educated than directors of non-MNEs.

I then plot the sample cumulative distribution functions of productivity and political
connections for the groups of MNEs and non-MNEs respectively to graphically show the
differences. The blue dashed line is cumulative distribution function of TFP for non-MNEs
and red solid line is that of MNEs (see Figure 4.4). It is clear that for any given level of
TFP, there is higher probability for non-MNEs to have TFP lower than the given level. In
other words, the cumulative distribution function of MNEs first-order stochastically

dominates that of non-MNEs. In Figure 4.5 and Figure 4.6, the cumulative distribution
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functions of political connections for MNEs and non-MNEs also show similar pattern,
using two alternative measures of political connections, which include the number (sum) of
political directors and the weighted sum of political directors using the highest rank in the
political hierarchy as their weights. Although the discreteness of political connections
makes the curves step-like, it is still observable that for any interval (step) of political
connections, non-MNEs have higher probability of having political connections lower than
the given interval (step), that is, MNEs generally have stronger political connections than

non-MNEs.
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Figure 4.4 Cumulative Distribution Functions of TFP for MNEs and non-MNEs
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Figure 4.5 Cumulative Distribution Functions of Political Connections for MNEs and non-MNEs
(Political connections measured by sum of political directors)
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Figure 4.6 Cumulative Distribution Functions of Political Connections for MNEs and non-MNEs
(Political connections measured by weighted sum of political directors)
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Figure 4.7 and Figure 4.8 also depict the sample hazard and survival probabilities for
two subgroups of firms, one has political connections and the other doesn’t, where I use the
dummy variable of political connections' to distinguish between the two groups. In Figure
4.7, the blue dashed line is the estimated hazard probability for firms without political
connections and the red solid line is that of firms with political connections. The two curves
have similar shapes which imply that they have a common baseline hazard function, that is,
they both start high at the beginning and then after dropping to the lowest point, they both
start climbing up steadily. The estimated hazard probability for firms with political
connections is consistently higher than that of firms without political connections, and this

result is consistent with the theoretical hypothesis. The sample survival functions in Figure

14 The political connections dummy variable equals 1 if a firm has at least one politically connected director in a given year and
0 otherwise.
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4.8 show that firms without political connections (the blue dashed line) tend to “survive”,
that is, remain producing domestically only, longer time than firms with political
connections. In sum, both figures support the hypothesis that politically connected firms are
more likely to start investing overseas directly.

Figure 4.7 Sample Hazard Probabilities for firms with and without political connections
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Figure 4.8 Sample Survival Probabilities for firms with and without political connections
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Therefore, both the t-tests and the graphical analysis are largely consistent with the
hypotheses that MNEs tend to have higher productivity and stronger political connections
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in comparison to non-MNEs, and politically connected firms have higher chance to become
new MNEs than non-connected firms, and results are generally robust to alternative
measures of political connections.

4.5.2. Discrete-time Survival Analysis

The discrete-time survival analysis is conducted using complementary log-log
regression method, where the event is defined as a firm doing its first-time overseas direct

investment, or in other words, becoming a new MNE.

4.5.2.1 Baseline Model

In order to determine the form of the baseline hazard function'’ , 1 first estimate the
baseline hazard and survival probabilities ' for the sample, given the specified
complementary log-log model. As can be seen from Table 4.4, the time period ranges from
1 to 4, corresponding to the observation years 2004-2007. The hazards of becoming a new
MNE go down at first and then go up again. Because of the nonlinear feature of the
baseline hazard function, I specify a fully non-parametric baseline hazard by including four

time dummies in the regression.

15 The discrete-time hazard function is the conditional probability that firm 7 will become a new MNE in year # given that this
firm has never made overseas FDI before year 7 The sample hazard in year 7 is the ratio between the number of event
(becoming a new MNE) during year #and number of firms at risk (never making overseas FDI) at the beginning of year 7

16 The discrete-time survival probability is the probability that firm /7 will remain only producing domestically beyond year % The
sample survival probability for year 7 equals the survival probability in year (#1) times one minus the hazard probability in
year #. The survival probability at the beginning of the observation window (before year 2004) is 1.
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Table 4.4 Discrete-Time Estimation of Baseline Hazard and Survival Functions
Period Prob (Hazard)  Prob (Survival)

0 - 1

1 0.03 0.97
2 0.01 0.96
3 0.02 0.94
4 0.05 0.90

Note: Proportional hazards is assumed using Complementary log-log model.

The complementary log-log regression results of the baseline model are reported in
Table 4.5. Six alternative measures of political connections are used and the regression
results are shown in six columns respectively. For each set of regression, both SIC 3-digit
industry and provincial fixed effects are controlled. The standard errors are robust and
clustered at firm level. The political connections measures include the sum of political
directors on board, the weighted sum of political directors using their highest political ranks
as weights, the percentage of political directors, the weighted percentage of political
directors using their highest political ranks as weights, the political connections dummy
and the indicator of high ranking directors only. I also run the same set of regression using
political committee memberships as a measure of political connections, although this
variable remains insignificant. The reason might be that 89% of firm-year observations
have zero political committee membership and thus there are no enough variations in this
variable to explain the new entry of Chinese MNE. Moreover, as can be seen from the
example in Section 4.2.2 on the alternative measures of political connections of a firm in
the sample, political committee membership tends to bias political connections downwards,
that is, it can be zero even if the firm has a lot of political directors. Therefore, in the rest of

this essay, political committee memberships as an alternative measure of political

103



connections will be dropped and the analysis will focus on the other six measures of
political connections.

The coefficients of independent variables in a complementary log-log model have the
same meanings as in a Cox proportional hazards model, that is, holding everything else
constant, given a one-unit increase in an independent variable, the underlying continuous-
time hazard will be multiplied by exponentiation of its coefficient estimate, which
represents the relative risk. Therefore, the percentage change in the hazard can be
calculated as 100*(exp(the coefficient estimate)-1). If the coefficient estimate is positive,
then the hazard rate is increasing in the corresponding independent variable, otherwise, it is
decreasing in the explanatory variable.

As can be seen from Table 4.5, the coefficient estimate of TFP is highly significant
and has the expected positive sign. The magnitude of the coefficient estimate of TFP stays
around 0.48 no matter which political connections measure is used. The regression results
on total factor productivity are in line with the empirical findings in the literature and also
consistent with the theoretical hypothesis in Chapter 3, that is, more productive firms are
more likely to become new MNEs. No matter which specification of political connections
is used, for one percent increase in total factor productivity, the hazard rate of becoming a
new MNE will increase by about 62%, controlling for other independent variables and
industry and provincial fixed effects.

The coefficient estimates of all political connections measures are highly significant
and have the expected positive signs, which suggest that the empirical results are robust to
alternative measures of political connections. The positive and significant coefficient

estimates of political connections measures are consistent with the theoretical prediction in
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Chapter 3, that is, stronger political connections increase the likelihood of FDI. The
magnitude of the coefficient estimate of political connections varies with different
specifications of political connections and is explained in more details as follows.

First, when the sum of political directors is used as a measure of political connections,
the positive and significant coefficient estimate means that with one more politically
connected director on board, the hazard rate of becoming a new MNE will increase by 31%,
controlling for other independent variables and industry and provincial fixed effects.
Therefore, the effect of one more political director on the chance of becoming a new MNE
is about half of the effect of a one percent increase in total factor productivity. In other
words, holding everything else constant, hiring two more politically-connected directors is
equivalent to increasing TFP by one percent.

Note that because the political connections variable and TFP are scaled differently,
one may doubt the appropriateness of the comparison between the effects of political
connections and TFP. It is true that we cannot directly compare the two non-standardized
coefficients to get the relative strength of the independent variables. In a linear regression
model, we can calculate and compare the beta coefficients of independent variables, where
beta coefficients represent the average change in the standard deviation of the dependent
variable given a change by one standard deviation in the independent variable. In this
survival analysis, due to the nonlinear nature of the model, we can compare the relative
strength of the dependent variables by taking exponents according to the link function (the
cloglog function), instead of using beta coefficients. The coefficients of independent
variables are thus converted to the corresponding percentage change in the underlying

hazard given one unit or one percent change in political connections or TFP. In this way,
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the influences of political connections or TFP on the hazard of becoming a first-time MNE
are converted to the same measure of hazard and thus are comparable to each other. For
example, the effects of political connections and TFP on the hazard rate of becoming a new
MNE are compared in the previous discussion and the effect of one more political director
on the chance of becoming a new MNE is found to be about half of the effect of a one
percent increase in total factor productivity.

Second, I further consider the strength of political connections by weighing political
directors with their highest political rank. The results show that if the political director of a
firm holds a one-step higher rank of political position (for example, promotion from Chu to
Ting), then the chance of the firm becoming a new MNE will increase by 15%'’, holding
everything else equal. Therefore, two-step advance in political hierarchy by a political
director on board is equivalent to hiring a new political director (ignoring the political rank
of the new hire). The percentage measures of political connections can also be explained
similarly. For a one percent increase in political directors, the hazard rate of becoming a
new MNE will increase 5%. If the weighted percentage of political directors increases by
1%, the chance of becoming a new MNE will increase 2.5%. The results using political
dummy as a measure of political connections suggests that by getting some political
connections versus having none, a firm can increase its chance of becoming a new MNE by
63%. In addition, if a firm can get strong political connections by hiring high-level
politicians, then the hazard rate of becoming a new MNE will be significantly increased by

132%.

17 Because the coefficient estimate of political connections measured by weighted sum of political directors is 0.14, the
percentage change in the hazard of becoming a new MNE is thus 100*(exp(0.14)-1), which equals 15%.
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The average education level of directors also has the expected positive sign and
remains significant at 5% level for all six alternative measures of political connections,
while the average age of directors doesn’t show significant influence on firms’ becoming
new MNEs. This result suggests that directors’ education also plays an important role in
influencing firms’ FDI entry decision. The coefficient estimate of average education level
of directors remains around 0.67. For a one-level advance in the average education level of
board members, for example, advance on average from college degree to master degree, the
hazard rate of becoming a new MNE will increase by about 95%, holding everything else
constant and given any measure of political connections. The capital-labor ratio is not
significant and thus there is no evidence of strong vertical FDI incentive. The
insignificance of the capital-labor ratio also suggests that there is no evidence of Wells
(1998)’s theory on small-scale, labor-intensive technology of developing-country MNEs.

For all sets of regressions with different measures of political connections, the
coefficients of the four time dummies become smaller and then larger again from year 2004
to 2007, which is consistent with the estimation of baseline hazards function in Table 4.4
and suggests that the underlying hazard of being a new MNE decreased from 2004 to 2005

and then increased from 2006 to 2007.
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In sum, the results in the baseline model are consistent with the theoretical hypotheses
in Chapter 3 and the empirical findings in the literature, that is, higher TFP and stronger
political connections can both increase the likelihood of firms’ becoming a new MNE. The
results on political connections using alternative measures further suggest that not only the
number of political directors, but also the strength of their personal political connections
plays an important role on increasing the likelihood of conducting first-time overseas FDI.
The results also find evidence for the importance of directors’ education on firms’ outward
FDI decision.

4.5.2.2. Political connections and financial frictions

The theoretical model in Chapter 3 is motivated by the special institutional
background of China. The theoretical analysis assumes that political connections help to
relax the liquidity constraints faced by firms and thus increases the likelihood of a firm
becoming a new MNE. This section tests this assumption using proxies for institutional
quality and dependence on external finance and tries to find evidence for the channel
through which political connections affect firms’ FDI decisions..

Allen et al. (2005) suggest that two types of financing sources exist for Chinese firms.
One is formal financing that refers to bank loans borrowed from commercial banks; the
other is informal financing (“self fund raising”) that includes self-financing with cash flows
from operations and bonds issuance. They show that due to the special institutional
background and state-owned-bank dominated financial market, informal financing is the
major source for a majority of Chinese firms, which accounts for about 80% of total
financing needs. Ayyagari et al. (2008) study a survey data on 2400 Chinese firms and find

that firms which are able to obtain bank loans can gain faster growth. They follow Allen et
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al. (2005)’s categorization on financing sources and show that only 20% of financing needs
of their sample firms were met by bank loans, and about 64% of their investments was
financed by internal funds. Therefore, political connections become especially valuable
resulting from the underdeveloped capital market in China. Politically well-connected firms
have greater chance to borrow loans from large state-owned banks and they are also more
likely to get loans with favorable terms. In Li et al. (2008)’s empirical study, they show that
political connections help firms to obtain large amount of bank loans for their first-time
investments.

The financial frictions or the liquidity constraints faced by firms are unobservable and
should result from the equilibrium outcome of the demand and supply of external funds
(Rajan and Zingales, 1998). Therefore, the tests in this section take two steps. First, |
interact the quality of financial institutions of firms’ locations with political connections
and examine how the supply of external funds influences the effect of political connections.
In less-developed financial institutions, the supply of bank loans is likely to be less elastic,
and thus I expect to see stronger effect of political connections. Second, I study the
dependence on external finance and test if the effect of political connections is stronger for
firms with higher needs for bank loans.

4.5.2.2.1. Political connections and the institutional quality

As reviewed in previous sections, the value of political connections stems from the
special institutional background in China. An immature capital market together with weak
institutions such as legal system make the resource allocation more relationship-based
rather than market-based, and thus grants opportunities for politically-connected firms to

take advantage of their political connections and expand their business activities. This test
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aims to analyze how the effect of political connections on FDI varies across different
qualities of institutions, that is, if firms in weaker institutions can benefit more from their
political connections.

I first assign an indicator of institutional quality to each firm using the NERI INDEX of
Marketization of China’s Provinces 2004 report (Fan and Wang, 2005). This book is
broadly cited by studies on China’s institutional qualities. The comprehensive indices of
this book evaluate many aspects of development in market economy in China’s 31
provinces and regions respectively, excluding Hong Kong, Macau and Taiwan. The
evaluations mainly focus on the relationship between the government and firms, the
development of non-state-owned enterprises, the product markets and factor markets, and
also the legal system in China. Under each category, there are many subcategories such as
the efficiency of loan allocation, or the mobility of labor under the category of factor
market. Because the main channel through with political connections might affect FDI is
the loan financing, the efficiency of loan allocation is thus an essential aspect of
institutional qualities that needs to be examined.

Therefore, the NERI index on the efficiency of loan allocation is used as the indicator
of institutional quality in this test and the firms are matched with the indicator using the
locations of their headquarters. Alternative measures of institution are also tested, for
example, the index on the relationship between firms and the government, and the results
are very similar to the test results using the index on the efficiency of loan allocation.

The data used to construct the NERI index on the efficiency of loan allocation comes
from the People’s Bank of China which is the central bank of China, and thus is

comprehensive and largely reliable. This index ranges from -0.23 to 10, with higher values
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indicating better qualities of financial markets. The median level of the index is 2.37 and
the variance is 5.91, which indicates large variations in institutional qualities across
different provinces and regions in China. Coastal areas such as Shanghai and Guangdong
generally have better institutions whereas western areas such as Gansu and Qinghai have
weaker institutions.

I include both the index itself and the interaction term of the index with political
connections in the survival model using complementary log-log regression. Because the
index is constructed at provincial and regional level, provincial fixed effects have to be
dropped in the analysis and thus only industry fixed effects are included. The results are
reported in Table 4.6. As can be seen from Table 4.6, TFP, political connections,
institutional quality and its interaction with political connections, average education of
directors all have the expected signs and significant with alternative measures of political
connections.

The positive and significant coefficient estimates of institutional quality are consistent
with the hypothesis that better institutions help firms to become new MNEs. The negative
and significant coefficient estimates of the interaction between institutional quality and
political connections imply that the effect of political connections on FDI gets weaker in
better institutional environments. In other words, firms located in poorer institutions benefit
more from their political connections. For example, when political connections are
measured by the sum of political directors, for a firm located in a median level quality of
institutions (which is 2.37), one more politically connected director on board can increase
the chance of becoming a new MNE by 35%. On the other hand, for a firm located in worst

quality of institutions in China (which is -0.23), one additional political director increases
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the hazard rate of becoming a new MNE by 67%, which is about double the effect of the
same political director in a median-level quality of institutions, holding everything else
constant. Similarly, when political connections are measured by the weighted sum of
political directors, for a firm located in a median-level quality of institutions, one-step
promotion up the political hierarchy by a political director can increase the chance of
becoming a new MNE by 17%, whereas for the same promotion in a firm located in
poorest institutions, it can almost double the effect, which is a 30% increase in the hazard
rate of becoming a new MNE.

In sum, the results in this subsection are consistent with the hypotheses that
institutional qualities are an important factor in determining firms’ FDI decisions and that
the value of political connections stems from the weak institutions and financial markets.
For firms located in mature financial markets and good institutions, political connections
do not help much with firms’ first-time FDI. Only for firms located in underdeveloped
capital markets where loans are not allocated efficiently, political connections can help the
firms to relax their liquidity constraints and grant them advantages when competing with

other firms without political connections.
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4.5.2.2.2. Political connections and external financing

This subsection further tests if political connections help more when dependence on
external financing is stronger. It is hard to observe firms’ actual demands for external
finance. Even if we do have data on the turn-down rates on individual firms’ loan
applications, the data is likely to be contaminated because of the intertwining effects of
political connections and institutional qualities. This is especially true for developing
countries with poor institutions and financial markets. The external capital dependence is
more likely to be endogenously determined by the special institutional features rather than
being exogenously determined by the industry-specific technological features as in the
well-developed financial market in the U.S. In China, the actual bank loans that firms
obtained already reflect the favors they got using their political connections, and thus
cannot truly measure the actual financing needs. Therefore, instruments are needed in order
to measure the exogenously determined dependence on external finance.

A possible proxy could be the measure of external finance dependence in a well-
developed capital market. As Rajan and Zingales(1998) point out, in a perfect capital
market, the supply of external funds is assumed to be perfectly elastic, so the firms’
dependence on external funds likely reflects their actual needs for funds. According to
Rajan and Zingales, the scale of initial investment, the periods of cash harvest and the
requirement for follow-up investments are all different across industries, which are
assumed to be determined by industry-specific technological characteristics. If we assume
that the technological differences across industries are similar across countries, then for a
given industry, the U.S. firms’ dependence on external finance could be an exogenous

measure of China’s firms’ external financing needs.

115



Rajan and Zingales(1998) use data on the U.S. firms and identify the median firm’s
share of external financing in each industry, which is proxied by the share of its capital
expenditure financed by funds other than its own cash flow from operation. I borrow Rajan
and Zingales’s results and use it as the proxy for China’s firms’ actual needs for external
finance, and then apply the discrete-time survival analysis using complementary log-log
regression as in the baseline model. The only difference with the baseline model is the
inclusion of the interaction term of political connections and the proxy for dependence on
external finance. The results are reported in Table 4.7.

The results show that the interaction term has the expected positive sign no matter
which measure of political connections is used. The interaction term is significant at 1%
when political connections are measured by the percentage of political directors, and is
significant at 5% for the other three measures but insignificant for the rest of the measures.
The positive and significant coefficients of interaction terms suggest that the influence of
political connections on the likelihood of becoming a new MNE is stronger for firms with
higher demand for external finance. For example, when political connections are measured
by the sum of political directors, for a firm with the median level dependence on external
finance (which is 0.415), one more political director on board increases the hazard rate of
becoming a new MNE by 36.3%, while for a firm with the upper 99% percentile level of
dependence on external finance (which is 0.77), one more political director can increase the
chance of first-time FDI by 72%, holding everything else constant. Similarly, if political
connections are measured by weighted sum of political directors, then for a median level

firm, a one-step advance in political hierarchy by a political director can increase the
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chance of first-time FDI by 17.2%, while for a firm in strong needs of external finance (at
99% percentile), the hazard rate increases by 31%.

It is worth noting that the effect of political connections on the likelihood of FDI is
minimal when the dependence on external finance is zero, no matter which specification of
political connections is used. For example, for political connections measured by the
number of political directors, if the dependence on external finance is zero, then one more
political director can only increase the hazard of first-time FDI by 4%, as compared with
31% in the baseline model. This result suggests that when a firm has sufficient funds to
self-fund its investments, political connections will not help much with its first-time FDI.
Therefore, the results provide support for the argument on the financing channel through
which political connections affect FDI.

In sum, this section finds that the effect of political connections on likelihood of
becoming a new MNE is stronger with the presence of liquidity constraints, which resulted
from both the underdeveloped capital market and the industry-specific financing needs of

China’s firms.
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4.5.3. Sensitivity Analysis

This section aims to address the endogeneity issues with political connections.
Although all the above test results show positive relationship between political connections
and becoming a new MNE, more efforts are needed to draw causal inference of political
connections on firms’ becoming new MNEs. I assume that political connections are
predetermined in the previous analysis, which is reasonable given the institutional
background and corporate history in China (see Section 4.2 for details), but will need more
empirical evidence. In order to empirically address the endogeneity issue of political
connections, I use two methods. One is the nearest-neighbor matching method; the other is
the control function approach.

4.5.3.1. Nearest-neighbor matching method

The previous section analyses the effects of political connections using a discrete-time
survival model. In order to examine if the results of political connections’ influence on
firms’ oversea FDI are robust to different estimation methods, I use nearest-neighbor
matching method to estimate the average treatment effect of political connections on the
probability of becoming new MNE:s.

The covariate matching estimator is developed by Abadie and Imbens (2002), which
allows matching with replacement, that is, an individual observation can be used as a match
for more than once and thus can lower bias. The matching estimator estimates the average
treatment effect by first calculating the difference between the outcome of first-time FDI of
a given observation and the average outcomes of its matches in the opposite treatment
group, then getting the average over the number of observations being matched. I define
the treatment to be having political connections and the control to be without any politically
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connected director on board. The treatment variables is thus the political connections
dummy, which equals 1 when a firm has at least one politically-connected director on
board and zero otherwise.

The theoretical analysis in Chapter 3 and the previous survival analysis both suggest
that for two firms with same level of total factor productivity, the politically-connected one
is more likely to become a new MNE. The survival analysis also shows that average
education level of directors plays an important role in firms’ becoming new MNEs, but
firms’ capital labor ratio and directors’ average age don’t exhibit any significant effect.
Therefore, the matching variables I use include firm-level TFP and director’s average
education level. In order to control for the large variations in provincial factors such as the
institutional qualities and the unobservable industry-specific characteristics, I choose the
provincial indicator and the SIC 3-digit industry code as the exact matching variables. In
other words, within the same industry and province, I match treated firms, that is,
politically connected firms, with control firms which have TFP and directors’ human
capital that is closest to those of treated firms. Because there are more than one matching
variable, a weighting matrix is used, which is defined as the inverse variance and used to
adjust for different scales of matching variables. The estimation dataset is refined in order
to have as good matches as possible for each treated firm in each pool.

The results are reported in Table 4.8-A and Table 4.8-B. Political connections have
significant average treatment effects on firms’ becoming a new MNE in the sample and the
estimated sample average treatment effect (SATE) of having political connections is 0.022.
The chance (or the rate) of becoming a new MNE is 2.2% higher when compared to the

matched firms in the control group (without political connections), and the sample average
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treatment effect is significantly different from zero at the 5% significance level. Note that
the magnitude of the matching estimator is different from that of survival analysis, because
the underlying models and algorithms are different. But the positive and significant result
from the matching estimation is consistent with those from survival analysis, which
suggests that the positive and significant effect of political connections on likelihood of

becoming a new MNE is not sensitive to the empirical model I choose.

Table 4.8-A 1st Stage Results of the Nearest-neighbor Matching Estimation

Dependent variable:Political dummy

Independent variables: coef. s.e.
TFP 0.06*** 0.02
Average education -0.26*** 0.07
Log likelihood -2280
No. of observations 3421

Note: (i) Probit regression results are reported;
(ii)*** *%

, “*and * represent significance level at 1%, 5% and 10% respectively.

Table 4.8-B Nearest-neighbor Matching Estimation of Average Treatment Effect

Outcome variable:becoming new MNE
Treatment variable: political connections dummy H,

coef. s.e.
Sample average treatment effect (SATE) + 0.022** 0.01
No. of observations 2811

Note: (i) nearest neighbor matching estimators are reported;
(i) matching variables include TFP and average education of directors;
(iii)***, **and * represent significance level at 1%, 5% and 10% respectively.
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The matching quality is checked in two ways. First, the diagnostics of covariate
balancing before and after matching is examined, then the propensity score histogram is
plotted by treatment status, that is, with or without political connections.

Several measures of the balancing before and after matching are calculated for TFP
and average education. As can be seen from the last column of Table 4.9-A, the t-test for
equality of means in the treated and non-treated groups before matching rejects the null
hypothesis of equal means for both TFP and average education at 1% significance level,
and the t-test after matching cannot reject the null hypothesis and thus suggest good
matching. Table 4.9-A also shows that the standardized bias before matching is 8.9% for
TFP, and is reduced to 0.1% after matching, where the standardized bias is defined as the
difference in the sample means between the treated and the non-treated sub-samples,
divided by the square root of the average of sample variances in two sub-samples. Similarly,
the achieved percentage reduction in bias is 99% for average education and the after-
matching bias is reduced to -0.1%. According to Caliendo and Kopeinig (2005), if the
mean standardized bias can be reduced to below 3%, then the matching is supposed to be
good. The results in Table 4.9-A thus suggest that the matching estimator is acceptable.
Table 4.9-B shows the Pseudo R square from the probit estimation of the propensity score,
that is, the conditional probability of having political connections, on TFP and average
education before and after matching. After matching, Pseudo R square suggests that TFP
and average education have no explanatory power for political connections and thus
implies good matching on these variables. The likelihood-ratio tests of joint insignificance

of TFP and average education reject the null at 1% significance level before matching but
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fail to reject the hypothesis of joint insignificance after matching, which also suggest good

matching quality.

Table 4.9-A Balancing Property Tests on Nearest_neighbor Matching

Mean Y%reduct t-test
Variable Sample Treated Control %bias |bias||t P>t
log TFP Unmatched | 2.46 237 89 25 0.01

Matched |2.46 246 0.1 98.510.04 0.97

average education Unmatched|3.15 320 -131 -3.68 0.00
Matched [3.15 3.15 -01 99.0 |-0.04 0.97

Table 4.9-B Balancing Property Tests on Nearest-neighbor Matching

Sample Pseudo R? Likelihood-ratio chi-square  prob>chi-square
Unmatched| 0.005 20.90 0.00
Matched 0.00 0.00 0.999

I then plot the propensity score histogram as can be seen from Figure 4.9. The
proportion of firms lying outside of the common support (between 0.2 and 0.5) is very

small and thus poses few problems with matching.
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Figure 4.9 Propensity Score Histogram
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4.5.3.2. Control Function Approach

In order to further address the endogeneity issue of political connections, I use a
control function approach with an instrumental variable (IV) for political connections.

Because the outcome variable is binary (becoming a new MNE or not), the common
technique of IV approach, that is, two-stage least square method (2SLS) can cause large
bias in the estimates. Smith and Blundell (1986) propose a control function approach,
which is also called two-stage residual inclusion (2SRI) approach for addressing
endogeneity issues in models with limited dependent variables. In the first stage, the
possible endogenous variable is regressed on all the other explanatory variables and IVs,

and the residual from the first stage is then included as an additional regressor in the
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second-stage regression. If the residual term from the first stage is insignificant in the
second-stage regression, then the null hypothesis of exogeneity cannot be rejected.

The instrument I use for a firm’s political connections is the peer political connections,
where the peer firms are firms in the same province with a given firm and peer political
connections are constructed by taking average of peer firms’ political connections. I choose
peer political connections as an IV because it is closely related to political connections of a
given firm. As reviewed in the previous sections, institutional qualities vary across
provinces. In the under-developed financial markets and poor institutions, political rents are
prevalent and thus political connections are common. Peer political connections are
expected to be positively correlated with a given firm’s political connections. On the other
hand, peer political connections do not have any direct effect on a given firm’s becoming a
new MNE. Therefore, peer political connections are reasonable IV for political connections.

The results of the control function approach for political connections are reported in
the first two columns of Table 4.10. Both industry and provincial fixed effects are
controlled in both stages of regressions. In the first stage, random-effect generalized least
square (GLS) regression is used instead of fixed-effect because the number of firms (over a
thousand) are far more than the available years (from 2004 to 2007). The regression results
show that the average education and average age of directors both strongly influence firms’
political connections at 1% significance level. The higher the average education of
directors, the lower the political connections a firm has. The average age of directors
positively affects a firm’s political connections. These results indicate that better educated
directors tend to have less political connections while older directors tend to have more

connections with the government. The instrument for political connections, peer political
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connections, is positive and significant at 1% level, which suggests that peer political
connections are appropriate IV for political connections. In the second stage, the residual
from the first stage is included in the discrete-time survival model. Political connections,
TFP and average education of directors remain positive and significant as they are in the
baseline model, and the coefficient estimates are almost constant in terms of magnitude.
The residual term of the first-stage regression is not significant in the second stage and thus
I do not find evidence for political connections to be endogenous.

There are also concerns that TFP might be endogenous. There might be unobserved
confounding variables that affect both TFP and firms’ FDI decision. Drawn from the
empirical literature, for example, Chen and Moore (2010), I use the peer TFP'® as an IV for
TFP. The control function approach results are reported in the last two columns in Table
4.10. In the first stage, random-effect generalized least square (GLS) regression is used.
The average age of directors, firm’s capital-labor ratio and peer TFP all positively affect
firm’s TFP and are all significant at 1% or 5% level. In the second stage, the variables that
are significant in the baseline model remain significant and the coefficient estimates are
almost the same with the baseline model. The residual term from the first stage is

insignificant. Therefore, there is no evidence that TFP is endogenous in the model.

18 Peer TEP is constructed by taking average of firm-level TFP in SIC 3-digit industry level for any given firm.
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I also address the endogeneity of political connections and TFP in a single control
function approach, controlling for industry and provincial fixed effects in all the
regressions. The results are reported in Table 4.11. In the first stage, political connections
and TFP are separately regressed on both IVs and other explanatory variables, controlling
for industry and provincial fixed effects. The estimation approaches are the same as
described before. The results in Stage 1 for political connections show significant and
negative effect of directors’ average education on political connections, and show positive
and significant effects of director’s average age, peer political connections and peer TFP,
all of which are significant at 1% level. The Stage 1 regression on TFP shows significant
positive effects of average age of directors, capital-labor ratio and peer TFP, and also
shows weakly significance of negative effect of peer political connections.

In Stage 2, both of the residuals from the first-stage regressions are included in the
regression. Political connections, TFP and average education of directors remain positive
and significant as in the baseline model, with their coefficients estimates remaining almost
the same in terms of magnitude. Both of the residual terms are insignificant, and thus there

is no evidence of endogeneity of political connections and TFP in the model.
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4.5.3.3. Robustness checks on subsamples

4.5.3.3.1. Exclusion of State-owned Enterprises

State-owned enterprises might have goals other than profit maximization, such as
employment maximization. Their overseas investment behaviors are likely to be different
from non-state-owned enterprises. This subsection focuses on non-state-owned enterprises

and checks the robustness of the survival analysis results.

Table 4.12-A includes the results when the sample is restricted for non-state-owned
enterprises, which are defined as firms with no state-owned shares or firms with state-
owned shares less than twenty percent. This reduces the sample size from 1972 to 1441.
The table shows that the broad results from the previous survival model results on political
connections and TFP still hold. Both the political connections and TFP have positive and
significant effects on the likelihood of becoming a new MNE. The magnitudes of the
effects are slightly higher than those for the whole sample, which implies that political
connections and TFP have stronger effects for non-state-owned enterprises than for state-
owned enterprises. The average education of board members becomes insignificant for
non-state-owned enterprises, which is different from the results on the whole sample. The
directors’ education thus shows no significant influence on non-state-owned enterprises’

overseas investment decisions.

4.5.3.3.2. Exclusion of the strategic industries in ‘Go Global’ Policy

As described earlier in this chapter, the ‘Go Global’ policy specifies a few industries
that enjoy government supports when they invest overseas. These strategic industries are
likely to have different incentives than the other industries. This subsection excludes the
industries affected by the ‘Go Global’ policy and checks the robustness of previous
findings. As can be seen from Table 4.12-B, only 27 out of 1,972 observations are affected
by the ‘Go Global’ policy. The results are almost identical to that of the whole sample.

Therefore, the findings in this chapter are robust to the influence of the ‘Go Global’ policy.

130



‘Alanoadsal 9,0 pue %G ‘% e |oAs| aoueoylubis jussaidal , pue,, ,..(1) :8JON

‘|oAS] WUl JB paIs)sn|o pue jsngos ale sioud plepues(ll)

£8Lye- 9 Lbe- y1°0ve- $9°0v¢- £z'68¢- Z00ve- pooyyayijopnasd 607
S¥61 S¥61 S¥61 S¥61 S¥61 S¥61 SUONEAISSO JO "ON
SOA SBA SOA SBOA SBA SBA 108yja paxiy _m_oc_>ol_a
SOA SOA SOA SOA SOA SOA (Bip-¢ 0IS) 18ye paxy Ansnpul
L00- €20 200" ¥20 $00- ¥20 SO0~ G20 900~ SZO0 00O -+ ojes Jogej-epded 6o
200 SO0 200 G000 000 SO0 9000 SO0 200000 GO0 #000 + obe obesone
»wZ90  TE0 w590 Z€0 w290  TE0 wS90  TE0 «G90 €0 «E£90 + uopeonps obesene
w780 Y20 w8¥0 8000 «x#200 200 xx8700 GO0 L0 L0 «xlT0 + SaINsesw SUOROBUUOD |edhijod
wsB70 710 w80 L0 BP0 VL0 wxbV0 VL0 wwnlP0 VL0 wnnlP O + ddL 6ol
'J900 ‘9's  'J90d X '}900 =X '}909 =X '}909 =X 'Jo00 ubis pejoadxa
Bujues ybiy Awwnp abejusoiad payybiom abejusosad wns pajybiom wns ININ Mau Bulwoosag
9) (S) (%) (€ (2 (1) Juang
Aolod Jeqoio 09, auy ul sausnpul oibsiens ey Buipniox3 sisAleuy [eAuNS Swii-9)0I0sIA  g-ZL'y SIgeL
61'99¢- 92192 91',9¢- 21192 ¥2'99¢- G2'99¢- pooyyeyijopnesd 607
Ll Lrvl Ll Lrpl Lrvl Ll SUONEAISSO JO "ON
SOA SBA SOA SOA SBOA SBA 108yj8 paxiy _m_oc_>ol_a
SOA EEN SOA SOA SOA SOA (Bip-¢ 0IS) 18ye paxy Ansnpul
€€0- ¥0 9¢0- 0 8¢0- L¥0 6£0- 440} ¥0- V0 2¥o- -/+ opels Joge-epded 6o
200-  S00 200- G000 200- SO0 2O00- G00 €00- G000 €00- + obe abesone
S0 Ge0 2SO0 9¢0 LGS0 920 G0 9g'0 G0 980 8¥O0 + uoneonps abesere
w621  9Z0 .6¥0 6000 xxZ00 200 GO0 GO0 xsb'0  LL'O  xa€0 + SaInsesw SUOKOBUUOD |edpijod
wxlG0 VL0 w670 GL'O wxlG0  PL'O wxlGO 71’0 4GS0  GL'0 BP0 + ddL 6ol
}900 ‘9's }J900 ‘9'S }900 ‘9's }J900 ‘9's }J900 ‘9's '}900 cm_w _uwuowaxw
Bupjues ybiy Awwnp obejusosad paybiom abejusolad wns pajybiom wns ININ Mau Bulwoosg
9) (s) (%) (€) (2) (1) Juen3

sosudisjug PauUMO-8)E)S-UON UO SISAleuy [eAng awi-8)aiosid  V-ZL'v 9lqel

-~
0
~—



4.5.3.3.3. Exclusion of the Mining and Agricultural Sectors

The mining and agricultural sectors might exhibit different behaviors when they make
their overseas investment decisions. Firms are not freely able to invest in all countries in
these sectors. For example, firms in the copper mining industry are not likely to invest in
Singapore. It also is very likely that firms in these sectors are supported strongly by the
government and their overseas investment decisions are less affected by their own
productivity or political connections. This subsection excludes industries in the mining and

agricultural sectors and tests the robustness of survival model results.

As can be seen from Table 4.12-C, after excluding mining and agricultural sectors, the
survival model results remain qualitatively the same in terms of the significantly positive
effects of TFP, political connections and average education. Moreover, the political
connections and TFP exhibit stronger effects on the likelihood of becoming a new MNE
when excluding mining and agricultural sectors, which is consistent with the hypothesis

about the government supports and sector-specific characteristics.

4.5.3.3.4. Disentangle the Political Connections and Productivity

The firm-level total factor productivity is the residual term of the production function.
It is likely that this residual term itself is affected by political connections and thus is not a
good measure of TFP. An alternative measure for TFP is used in this subsection. I first
regress TFP on alternative measures of political connections, average education and
average age of directors, and then measures the ‘physical’ TFP using the corresponding
residual terms.

The results in Table 4.12-D show that the effects of the political connections and the
new measures of TFP are both consistent with the previous findings, which suggests that

the TFP measure used in the previous analysis is not strongly affected by political
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connections. The average education has a slightly stronger effect with the new measures of
TFP, which implies that TFP as measured by the residual term of the production function

might capture the human capital of directors.
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4.6. Conclusion

In this chapter, I use a unique firm-level data set of China’s public firms to examine
the role of political connections and TFP on firms’ overseas FDI decision. This study
confines to addressing two questions rose from the existing literature on developed- and
developing-country outward direct investments. The first question is that if the
conventional theories that mostly focus on developed-country MNEs can account for the
expanding outward FDI from developing countries. The findings in this chapter imply the
broad applicability of the mainstream theories. The second question is whether the special
characteristics of developing-country MNEs such as political connections, have strong
effect on FDI decision as predicted by the theoretical model in Chapter 3. The empirical
results show that firm-level political connections is one of the important factors that can
affect publicly-listed Chinese firms’ outward FDI decision, in addition to firm-level
productivity. The results support the theoretical hypothesis that politically-connected firms
are more likely to become new MNEs than their non-connected counterparts. Moreover, |
find that the human capital, measured by the average education level of directors, is also an
important factor in determining Chinese firms’ outward FDI. The additional evidence is
found to support the theoretical hypothesis on liquidity constraints and political
connections. The empirical results show that firms benefit more from their political
connections when they are located in under-developed financial markets or when they are
in greater demand for external funds. The loan financing is thus identified as the main
channel through which political connections affect firms’ FDI decisions, which results
from the financially-constrained firms and the large amount of initial investment required

for first-time FDI.
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The study contributes to the literature of political connections with its in-depth
analysis and solid evidence on the value of a firm’s connections with the party in power.
And this study also contributes to the literature of FDI with the firm-level analysis on
publicly-listed Chinese firms and examination on special firm-level characteristics that
distinguish developing-country firms from their developed-country counterparts. This study
suggests that political connections are critical factors in examining firm behaviors in
developing countries with under-developed capital markets and weak institutions such as

China.
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Chapter 5: Determinants of China’s Multinational Enterprises’
Overseas Geographical Locations

5.1. Introduction

This chapter builds on the findings in the recent literature and my previous essays. I
focus on the determinants of geographical locations of Chinese MNEs’ new overseas
establishments, especially the effects of political connections and TFP on the choice of
destination countries, and also explore the differential effects of country-level
characteristics on heterogeneous firms.

In the recent literature on MNEs’ location decisions, researchers start to consider not
only country-level variations but also firm-level characteristics, especially firm
heterogeneity in productivity, since the seminal papers of Melitz (2003) and Helpman et al.
(2004). Studies show that variations in firm-level productivity together with the differences
in country-level factors play an important role in explaining MNE’s location choices, for
example, Yeaple (2009), Chen and Moore (2010). The recent study by Yuan and Pangarkar
(2010) is particularly relevant to this chapter because they also examine the location
decisions of Chinese MNEs. However, Yuan and Pangarkar (2010)’s study is substantially
different from this essay. First, they focus on the effect of a firm’s or its rival’s previous
FDI experience in a host country, while this essay examines the new entry of firms into a
potential host country. Second, although they also control for firm-level characteristics
such as firm size, the importance of political connections and TFP is not addressed in their

study. Third, the country-level characteristics in their study omit some important gravity
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factors such as tariffs and distances, and they also ignore the network hypothesis that is
broadly proposed by the studies on the developing-country MNEs’ location choices.

TFP and political connections can influence MNEs’ location decisions as
demonstrated by the theoretical analysis in Chapter 3. Firms with superior technologies as
measured by TFP have higher profit margins and thus can invest in countries with tougher
FDI conditions such as higher fixed cost, smaller potential market and lower trade costs.
Similarly, politically well-connected firms are less constrained by liquidity and thus are
more likely to invest in countries with higher entry costs.

Besides firm-level TFP and political connections, and country-level factors that are
commonly used in gravity equations, this essay also tests on the network hypothesis
(Yeung, 1997, Bandelj, 2002). The importance of business, social and political networks
between China and foreign countries, especially Southeast Asian countries, is highlighted
by the empirical studies such as Redding (1995), and Rauch and Trindade (2002). The
network hypothesis proposes that non-economic factors such as cultural and political
connections between the home and the host countries are important for MNEs’ location
decisions. The network hypothesis is relevant to this study because as can be seen from
Figure 5.1, about half of China’s overseas subsidiaries are located in Asian countries',
where the concentration of ethnic Chinese population is usually high and thus social and

business networks are expected to be strong and influential.

1 Asia hosts about 50% of Chinese overseas subsidiaries. Europe, North America and Africa each hosts about 15% while Latin
America and Oceania each hosts about 3%.
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Figure 5.1 Geographical Distribution of China’ s MNEs’
Overseas Establishments

B Asia B Africa B Europe @ South America B North America B Oceania

Data Source: 2008 Statistical Bulletin of China’s Outward Foreign Direct Investment.

The social, business and political networks can help China’s MNEs in different ways.
First, it can help to overcome the informal trade barriers such as information asymmetry
and thus provide better business opportunities. Second, it can help to protect MNEs in the
presence of weak institutions and legal systems. For example, it may help to lower the risk
of expropriations. Last, it can help MNEs to quickly identify good local distributors and
thus lower the cost of the distribution and servicing network (Yeung, 1997). Therefore, the
measures of the cultural and political networks such as the concentration of the ethnic
Chinese population in the potential host countries and the foreign aid provided by China to
the potential destination countries will be included as key explanatory variables in this
study, in addition to other country-specific and firm-level characteristics.

In sum, the empirical literature on MNEs’ location decisions suggests that both

country-specific and firm-specific characteristics should be included in the empirical
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framework of this study. Drawn from the literature and the findings in my previous essays,
the key firm-specific characteristics included in this study are TFP, political connections
and average education level of directors. The country-specific characteristics include not
only the traditional gravity factors, but also measures of social and political networks, and
of natural-resource abundance, because of the high concentration of Chinese overseas
subsidiaries in Asian countries and the intense debates over the natural resource
exploitations by China’s MNEs.

This study contributes to the literature by its systematic and rigorous tests on the role
of firm-level heterogeneity in TFP and political connections, and also on the network
hypothesis. I use a unique data set of Chinese MNEs’ new entries into foreign countries
during 2005 to 2007. The sample of MNEs is extracted from all publicly-listed companies
on China’s stock exchanges, that is, the Shenzhen Stock Exchange and the Shanghai Stock
Exchange. The effects of lagged firm-specific and country-specific factors in 2004 on the
Chinese MNEs’ location decisions during 2005 to 2007 are examined. In additional to the
findings on the significant effects of firm-level TFP and political connections, this study
provides evidence on the importance of the social and political networks. The empirical
results show that the political network as proxied by the foreign aids provided by China is
an important determinant of Chinese MNE’s location decisions. The results in this chapter
further support the hypothesis on the channel through which political connections help
Chinese firms to invest abroad, that is, in an underdeveloped capital market and with
liquidity constraints, politically well-connected firms get easier access to funds and
favorable terms, which can increase their chances to invest abroad in presence of high entry

cost in a potential host country.
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The rest of this chapter is organized as follows. Section 5.2 sets up the empirical
framework for this study and explains the key explanatory variables. Section 5.3 describes
and summarizes the data and the data sources. Section 5.4 analyzes empirical results and

performs robustness checks. Section 5.5 concludes.

5.2. The Empirical Framework

In this section, I set up the empirical model and propose assumptions on the
determinants of Chinese MNEs’ overseas location choices.

Because 1 only observe the new establishments of overseas subsidiaries in the data
instead of MNEs’ overseas sales, I use logistic regression to study the influences of
country-level and firm-level variables on choices of overseas FDI locations.

Recall that in the theoretical model, the cutoff value of productivity for FDI (Equation
6) satisfies

1
o-—1

6, =——[In(G(@))+ In(gf, - )~ In A~Inf1 -7

Therefore, the probability of establishing a new overseas subsidiary equals the
probability of firm productivity higher than the threshold productivity, which can be
expressed as a function of firm and country-level characteristics such as productivity,
political connections, potential market demand in host countries, trade costs, and entry

costs of FDI.

Pr(y, =1)=Pr(0, > 0,) = Pr|0, > {G@f)- (of, — i )}w

A-(1-7"7)
The equation of the baseline logistic model can be written as
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Pr(y, =) =®(a+)X, + pF, +¢,)
The left side of the equation is the probability of the Chinese MNE i establishing for

the first time a new subsidiary in the foreign country ¢ during 2005-2007. y,. is a binary

response variable that equals 1 if the firm i established at least one new subsidiary for the
first time in the foreign country ¢ during 2005-2007, and equals 0 if the firm did not invest
in that country during 2005-2007.

@(-) is the logistic cumulative distribution function. The explanatory variables include
both firm-level characteristics denoted as the vector X, and country-specific factors denoted
as the vector .. ¢, is the error term that accounts for the unobservable firm-level and

country-level characteristics. Motivated by the previous findings in Chen and Moore
(2010), I also examine the differential effects of country-level characteristics on firms with
different level of political connections and productivity. The inclusion of interaction terms
between firm-level and country-level characteristics will consequently alter the coefficients

of X, and F, which is not shown in the above baseline model, but will be explained in the

corresponding empirical results.

The country-level characteristics F, help to distinguish and examine various possible

motives that have driven Chinese firms to directly invest in foreign countries. First,
Market-seeking or tariff-jumping motive is controlled for according to the empirical
literature, for example, Brainard (1997). The market-seeking motive is associated with
horizontal FDI that intends to serve overseas markets and to avoid tariffs by duplicating
production in a foreign country. If horizontal FDI prevails in Chinese MNEs’ first-time

overseas FDI activities, then I expect the measures of potential foreign markets such as
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GDP and GDP per capita to have positive and significant effects on the likelihood of
establishing new overseas subsidiary, and the measures of trade barriers such as tariff rates
to have positive effects too. Otherwise, if horizontal FDI is rare among Chinese overseas
FDI, then the variables will be insignificant. Transportation cost as one of the commonly
used measure of trade barriers has ambiguous effect. Because higher transportation cost,
measured by the distance between China and a potential host country, can be not only a
trade barrier and serve as a motive for firms to establish overseas subsidiary and directly
serve the host market, but also a deterrent to FDI considering the additional costs of
monitoring the overseas affiliates and shipping intermediate inputs.

Second, I control for the sources of comparative advantage, that is, differences in
factor endowments that is associated with the other type of FDI, that is, vertical FDI. If
vertical FDI is common among Chinese MNEs, then the coefficient estimate of capital
abundance is expected to be significant, although the sign is ambiguous and depends on the
capital intensity of individual MNEs and thus the interaction term will be examined.

Third, if seeking natural resources is one of the motives that strongly influenced
Chinese FDI locations, then I expect the measure of foreign countries’ natural resource
abundance has positive and significant effect on the probability of FDI.

Last, in addition to the economic factors at country level, the network hypothesis will
also be examined. As reviewed in Section 5.1, networks are important especially for
developing-country MNEs. The network hypothesis can be explored in two levels. At the
country level, the historical or political affiliation of China with the potential host countries
in the forms of effective bilateral investment agreements or foreign aids from China can

help Chinese MNEs to lower their entry costs and risks of expropriation. At the business
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level, the personal and business connections such as the World Chinese Entrepreneurs
Convention® can help Chinese firms to identify profitable projects and trustable distributors.
Therefore, I expect the measures of networks such as the concentration ratio of Chinese
population in a potential host country and the foreign aids received from China to have
positive and significant effects on the probability of establishing foreign subsidiaries by the
Chinese MNEs.

Firm-level characteristics in the regression include TFP, political connections and
average education of directors. The theoretical and empirical results in previous essays
suggest that TFP, political connections and directors’ average education level all positively
affect the likelihood of firms’ investing overseas. Moreover, as predicted by the theoretical
model in Chapter 3, the cutoff values of productivity and political connections varies across
country-level characteristics. In the recent literature, Yeaple (2009), and Chen and Moore
(2010) both find evidence for the different cutoff productivities in different destination
countries using the U.S. and French data respectively. Therefore, this study will examine
the differential effect of country-level attributes on heterogeneous Chinese MNEs in two
steps. First, I will use the country-level data to examine the changes in cutoff political
connections and productivity with respect to the market ‘attractiveness’ of host countries.
Next, I will use interaction terms of firm-level attributes with country-level characteristics

in the regression to examine if the effects of political connections and productivity are

2WCEC holds biennial meetings for Chinese entrepreneurs around the world. It aims at establishing networks and promoting
cooperation among Chinese entrepreneurs running businesses worldwide. The founders of WCEC include Singapore
Chinese Chamber of Commerce and Industry, The Chinese General Chamber of Commerce (Hong Kong) and Thai-
Chinese Chamber of Commerce.
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stronger in presence of ‘tough’ FDI conditions as measured by smaller potential market,
higher entry cost and higher trade costs.

I also control for the geographical locations of MNEs’ parent firms in mainland China
by including provincial dummy variables. As explained in Chapter 4, there are thirty-four
provinces and regions in China, and institutional qualities and market conditions vary
significantly across provinces and regions. Firms in better institutions and more mature
market systems are shown to be more likely to invest overseas. The set of provincial
dummy variables can also capture other unobservable province-specific characteristics such
as the spillover effects from inward FDI. In order to control for industry-specific

unobservable factors, a set of industry dummy variables are also included in the regression.

5.3. Data Sources and Data Description
5.3.1. Data description
The sample used in this analysis includes all Chinese MNEs that are publicly listed

and established at least one new overseas subsidiary for the first time in a potential
destination country from 2005 to 2007°. During the observation years, there are 305
publicly-listed Chinese MNEs in the sample that had established first-time new subsidiaries
in 50 host countries and regions. The highest number of overseas subsidiaries established
by one single MNE is 32 and the lowest number is 1.

Because the focus of this study is the choice of destination countries, if a firm
established more than one subsidiary in a given host country, then only one will be counted

for the firm-country observation, that is, additional subsidiaries established by the same
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MNE in the same destination country are dropped from the sample. Therefore, after
dropping additional establishments of new subsidiaries in previously invested foreign
countries by the same MNE, the sample is left with 558 new entries into the potential host
countries. For a single MNE there are at most 21 foreign markets newly entered during
2005-2007 and the lowest entry is 1, which means that MNEs making no new entry into
foreign markets are excluded from the sample.

For each firm, there are as many data rows as there are potential destination countries
where new overseas subsidiaries can be established, that is, fifty countries and regions.
Note that the entry modes decision (greenfield investment, joint venture or merger and
acquisition) will not be addressed in this study due to the data availability. The firm-level
and country-level characteristics are lagged values of 2004 in order to better address the
causal effects of those factors on Chinese MNESs’ location decisions in a later time, that is,
from 2005 until 2007.

The potential destination countries include 50 countries and regions that have hosted at
least one new Chinese direct investment during 2005-2007. They include, by their
corresponding continents®, Cyprus, Hong Kong SAR, India, Indonesia, Japan, Kazakhstan,
Korea, Rep., Lao PDR, Malaysia, Mongolia, Pakistan, Philippines, Qatar, Singapore,
Thailand, Turkey, United Arab Emirates and Vietnam in Asia; Belgium, Czech Republic,
Denmark, France, Germany, Hungary, Italy, Luxembourg, Netherlands, Poland, Russia,

Spain, Sweden, United Kingdom in Europe; Central African Republic, Liberia, Niger,

3 The financial and overseas subsidiary data of Chinese publicly-listed MNEs are available from 1999, but because the carliest
available year for political connections vatiables is 2004, this study is confined to MNEs’ entry decision between 2005 and
2007.

4The classification of countries by continents is according to the classification by the United Nations Statistics Division.
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South Africa and Tanzania in Africa; Bermuda, Canada, Cayman Islands, Mexico, Panama,
United States and Virgin Islands in North America; Argentina, Brazil, Ecuador, Suriname
in South America and Australia, Marshall Islands in Oceania.

The distribution of newly established Chinese overseas subsidiaries in these countries

by their corresponding continents during 2005-2007 is illustrated in Figure 5.2.

Figure 5.2 Geographical Distribution of China’s Outward FDI flows during
2005-2007

‘El Asian @ Europe B Africa B North America @ South America @ Oceania‘

Data Source: Self-constructed by the author from the sample data.

As compared with Figure 5.1 that illustrates the geographical distribution of all
existing Chinese overseas subsidiaries established by all Chinese firms, both private and
publicly listed, Figure 5.2 suggests that the sample of publicly-listed firms used in this
study generally represents the pattern in the choice of destination continents by the whole
population of Chinese firms. Both the sample (Figure 5.2) and the population (Figure 5.1)
show that Asia hosts about a half of new Chinese overseas subsidiaries. The sample

geographical distribution (Figure 5.2) shows that South America hosts more than the other
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continents except Asia, while the population distribution (Figure 5.1) shows that Europe,
Africa and North America host more Chinese overseas subsidiaries than South America
does. The difference might result from the stronger preference for South American
countries by publicly-listed Chinese firms relative to that of the universe of Chinese firms.

5.3.2. Key variables

The dependent variable in the empirical analysis is a dummy variable which equals
one if a firm established at least one new subsidiary in a given host country during 2005-
2007, and equals zero if the firm did not enter the country during 2005-2007. This variable
is constructed from the data on publicly-listed Chinese firms’ overseas direct investment
activities, which are collected from the Affiliated Companies Information data file provided
by Shenzhen GTA Technology Company Ltd from their China Stock Market and
Accounting Research database’ (CSMAR). This data file is extracted from publicly-listed
firms’ annual public reports and provides information on the location and name of the
establishment if there is any new overseas subsidiary established within a given year. The
location variable in the data file is used to determine the destination country.

The explanatory variables include both firm-level and country-level characteristics.
Firm-level characteristics include political connections, TFP, firm-level capital-labor ratio
and average education of directors and their measurements and data sources are discussed
in Chapter 4. Firm’s skilled-labor intensity is proxied by the share of engineers and
technicians in total employment, where the number of engineers and technicians is hand-

collected from firms’ annual public reports in 2004. The industry dummy variables and

5 The CSMAR database is broadly used in studies on Chinese publicly-listed firms, see Sun and Tong (2003) for example.
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provincial dummy variables are constructed based on the SIC codes of primary products
and firms’ headquarter location variable from Mergent Online database.

The country-level characteristics include the commonly used gravity variables and
also the measures of natural resource abundance and the network hypothesis. Gross
domestic product (GDP) at purchasing power parity (PPP) from World Development
Indicator (WDI) is used to capture the market-seeking incentives. The hypothesis of
market-seeking incentives states that the larger the potential host market, the more likely a
firm wants to locate its new subsidiary in that host country, in order to take advantage of
the large potential demand. GDP at PPP per capita data from WDI is a measure of the
overall development of a foreign country (Manova, 2008). Trade barrier measured by
industry-level tariff rates is included to control for the tariff-jumping incentives. The
hypothesis of tariff-jumping incentives states that the higher the trade barrier, the more
likely a firm chooses FDI instead of exporting to that host country in order to reduce trade
cost and directly serve the host market. The applied tariff rates at SIC-3 digit industry level
imposed by foreign countries on exports of Chinese firms’ primary products are used, and
data are collected from TRAINS database of UNCTAD, which can be accessed through
World Bank’s WITS system. Transportation cost is measured by the simple distance
between host country capitals and Beijing (China’s capital). The distance data is obtained
from CEPII and is calculated by the great circle formula and thus incorporates internal
distances. The factor endowment of a foreign country is measured by two variables. I
firstly use the percentage of labor force with tertiary education (from WDI) as a proxy for
skilled-labor abundance and then use capital-labor ratio of a foreign country as the measure

of the host country’s capital abundance, where the ratio is calculated as total capital stock
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over labor force in 2004. The capital stock of host countries in 2004 are estimated using the
investment data from 1977 to 2003 that are collected from WDI and the estimation is based
on the perpetual inventory method as illustrated by Hofman (2000) and used extensively in
the estimation of capital stock.

In addition to the above commonly used country-level characteristics, the abundance
of natural resources is also included in the regression, in order to account for the motive of
natural-resource exploitation. According to the U.S. Geological Survey (USGS), China has
been consuming the largest portion of the world’s iron ore since 1992. The imports of iron
ore by China exceeded 100 million tons in 2005. As a rapidly expanding economy with
large populations, China also has increasing demand for other natural resources such as oil,
coal and copper. Therefore, it is reasonable to argue that exploitation of natural resources is
one of the major motives that have driven the fast growth of China’s outward FDI, and
hence it is necessary to control for the natural-resource abundance in the potential host
countries. The variable is constructed by taking average of the shares of a foreign country’s
proved reserves in oil, iron ore, copper and coal relative to the world’s total proved reserves.
Proved oil reserves data are obtained from the Central Intelligence Agency (CIA) World
Factbook. The proved reserves on copper and iron ore are collected from USGS. And the
proved reserves on recoverable coal are from the U.S. Energy Information Administration.

Another important country characteristic examined in this study is the social, business
and political networks formed between foreign countries and China. I propose to use three
measures to quantify these networks. First, following Rauch and Trindade (2002), I
quantify the business and social networks by measuring ethnic-Chinese concentration ratio

in the potential destination countries. As Ghymn (1980) concludes in the comparison
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between the U.S. MNEs and developing-country MNEs, ethnic tie plays an important role
on developing-country MNEs’ choices of host countries. Rauch and Trindade (2002) argue
that the ethnic Chinese are forming a stronger international network through the World
Chinese Entrepreneurs Convention (WCEC)® and the population of ethnic Chinese in
foreign countries is easier to be identified than other types of networks. The ethnic-Chinese
concentration ratio can be a proxy for the cultural affiliations and the business network in
the host country. The ethnic-Chinese concentration ratio is calculated as the percentage
share of Ethnic Chinese in a foreign country’s total population. Data source is “Distribution
of Ethnic Chinese Population around the World” in Ohio University Libraries. Second, the
historical and political affiliation between China and foreign countries is proxied by the
number of foreign aid projects provided by China to foreign countries from 1990 to 2004.
Foreign aids data is collected from AidData database. AidData provides comprehensive
information on China’s aid provision activities to foreign countries. The database is
compiled from China Commerce Yearbooks and Almanac of China’s Foreign Economic
Relations & Trade, which are published annually by China’s Ministry of Commerce. The
foreign aid variable takes the intensity of aids into account by counting the number of
projects or financial aids over 1990-2004 that were provided to a given foreign country. It
would be better to quantify the variable by the monetary values of projects or financial aids.
However, the information documented in the yearbooks mostly took the form of the

number of completed projects in a given foreign country and thus is only at project level.

¢ WCEC holds biennial meetings for Chinese entrepreneurs around the world. It aims at establishing networks and promoting
cooperation among Chinese entrepreneurs running businesses worldwide. The founders of WCEC include Singapore
Chinese Chamber of Commerce and Industry, The Chinese General Chamber of Commerce (Hong Kong) and Thai-
Chinese Chamber of Commerce.
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The bilateral Investment treaties (BIT) between foreign countries and China could be a
measure of the historical or political affiliation of China with foreign countries. It is
reasonable to argue that Chinese firms are more likely to invest in countries with which
China has a BIT since it ensures favorable terms and conditions. The BIT data is collected
from United Nations Conference on Trade and Development (UNCTAD). It is a dummy
variable which equals one if a foreign country has an effective (not just signed) bilateral
investment agreement with China before December 31, 2004, and equals 0 otherwise.

The last key variable used in this study is the country-level entry cost, that is, the fixed
cost of FDI. The purpose is to test the proposition on the channel through which firm-level
political connections influence overseas FDI, that is, a firm’s political connections help it to
get easier access to large amount of funds on favorable terms, when the firm is faced with
liquidity constraints and large entry cost of the potential host country. The entry cost in
potential host countries is measured by “cost of starting a new business” from the World
Bank’s WDI database. This cost is normalized by calculating the percentage share of the
cost of registering a new business in gross national income per capita.

The measures and the expected signs of the explanatory variables, and the data sources

is summarized in Table 5.1 and the data summary statistics is in Table 5.2.
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Table 5.1 Summary of Empirical Hypothesis, Measures and Data Sources

Hypothesis Expected | Measures Data Source
Sign
+ GDP at PPP WDI
. n GDP at PPP per WDI
Market-seeking capita
motive +/- Distance CEPII
Tariff rates (SIC
i 3-digit level) UNCTAD
Capital-labor Estimated
comparative +/- ratio using data
advantage motive . from WDI
v Skilled-labor WDI
abundance
Country Average share of The CIA
characteristics proved oil, World
copper, iron ore | Factbook, the
Natural resources- and coal reserves | U.S. Ene.rgy
seeking motive " Infgrrpahop
Administration
, the U.S.
Geological
Survey
Ethnic-Chinese Ohio
Network + concentration University
hypothesis ratio Libraries
+ Foreign aids AidData
Total factor Estimated
productivity using data
.. from
Productivity + Compustat
Global
Firm database
characteristics . Various Constructed
Political
connections + measurements frorp annual
public reports
Average Constructed
Human capital + education of from annual
directors public reports
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5.4. Empirical Analysis
5.4.1. Cross-country analysis

In this section, I analyze the cross-country differences in Chinese MNEs’ cutoff
productivity and political connections based on the theoretical hypotheses proposed in
Chapter 3. The proposition 2 and proposition 4 in Chapter 3 state that tougher FDI host
countries (measured by lower market demand, higher trade costs and higher entry cost)
have higher cutoff productivity and also higher cutoff political connections. Yeaple (2009)
and Chen and Moore (2010) both find evidence for the different cutoff productivities in
different potential host countries using the U.S. and French data respectively.

I first draw the cumulative distributions of MNEs’ TFP separately for two groups of
countries, one group has GDP higher than the mean level of all the potential host countries,
and the other group has GDP lower than the mean level. This exercise is based on Chen
and Moore (2010)’s proposition on the distribution functions of TFP in different groups of
countries. Given a specific functional form of TFP distribution function, the TFP
cumulative distribution in countries with ‘tougher’ FDI conditions is expected to first-order
stochastically dominate the one with ‘less tough’ FDI conditions. As can be seen from
Figure 5.3, countries with below-average market potential generally host MNEs with
higher TFP. I then test the hypothesis of the differential effects of country-level
characteristics on the cutoff values of TFP by regressing cutoff values of TFP in different
potential host countries on corresponding country-level characteristics. The measures of
toughness of FDI conditions include GDP, tariff rates and cost of entry, as motivated by the
equation (11) in Chapter 3. The regression results are reported in Table 5.3-A. The
regression results are consistent with the hypothesis that host countries with tougher FDI
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conditions measured by lower GDP or higher entry cost expects higher minimum values of
TFP. In other words, only MNEs with superior productivity are able to invest in countries
with smaller potential market demand (measured by GDP) and higher entry cost. A one-
percent reduction in a foreign country’s GDP will increase the cutoff TFP by 18%. One-
percent cut in tariff rate can increase minimum TFP of Chinese MNEs by 1% although the
effect is not significant. Moreover, one-percent increase in the entry cost can increase

threshold TFP by 62%.

Figure 5.3 The Cumulative Distributions of TFP in Two Groups of Host Countries
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Table 5.3-A Effects of Country-level Characteristics on Cutoff TFP
Dependent variable: Cutoff TFP

H, coef. s.e.
GDP - -0.18**  0.02
Tariff rates - -0.01 0.18
Cost of entry + 0.62** 0.32
R-squared 0.47
Prob>F 0.00

Note: (i) All variables are in natural logs.
(iiy=*, *and * represent significance level at 1%, 5% and 10% respectively.
(iii)Robust standard errors and OLS estimation results are reported.

If all the available country characteristics are included in the above regression, then
there will be multi-collinearity issue between the cost of entry variable and the other
country-level factors. The result without the cost of entry variable but with all the other
country-level factors is reported in Table 5.4-B. Due to the limited observations at the
country level, high correlations among the independent variables, and missing values of

country characteristics, none of the variables shows significant effect on the cutoff TFP.

Table 5.3-B Effects of All Country-level Characteristics on Cutoff TFP
Dependent variable: Cutoff TFP

Ho coef. s.e.
GDP - -0.04 0.18
GDP per capita - 0.04 0.14
Tariff rates - -0.05 1.34
Distance +/- 19.24 11.42
Country capital-labor ratio +/- -3.75 2.26
Skilled-labor abundance +/- -0.18 0.25
Natural-resource abundance +/- -2.94 1.51
Ethnic-Chinese concentration ratio - 0.45 0.69
Foreign aids - 1.77 2.26
BIT - 0.28 4.73
R-squared 0.93
Prob>F 0.59

Note: (i) All variables are in natural logs.
(ii)***, **and * represent significance level at 1%, 5% and 10% respectively.
(iii)Robust standard errors and OLS estimation results are reported.
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Next, I examine the relationship between foreign countries’ FDI conditions and
Chinese MNEs’ political connections. Because the results are robust to alternative
measures of political connections, I only report the results using the number of political
directors as the measure of firms’ political connections in this part of analysis, but will
report econometric results for all alternative measures of political connections in the firm-
level analysis.

I first plot the cumulative distributions of Chinese MNEs’ political connections in two
groups of countries, one has tough FDI condition in terms of high entry cost and the other
has low entry cost. Figure 5.4 shows that Chinese MNEs in countries with high entry cost
generally have higher level of political connections than others in countries with low entry
cost. I then examine the cross-country differences in cutoff political connections. The
cutoff values of political connections are regressed on country-level characteristics that
measure the toughness of FDI conditions. The regression results are reported in Table 5.3-
C. The results support the hypothesis that cutoff political connections are higher in
presence of tougher FDI conditions such as higher entry cost and lower market demand.
When high entry cost is present, politically well-connected firms can take advantage of
their connections with state-owned banks and the government, in order to obtain funds on
favorable terms. One-percent increase in the entry cost can increase threshold political
connections by 0.11. A one-percent reduction in a foreign country’s GDP will increase the
cutoff political connections by 0.005. I also tried to regress the cutoff values of political
connections on all the available country-level characteristics, the results are in Table 5.4-D.
As we expected, none of the country specific factors are significant given the limited

sample size at the country-level and missing values of independent variables.
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Figure 5.4 The Cumulative Distributions of Political Connections in Two Groups of Host Countries
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Table 5.3-C Effects of Country-level Characteristics on Cutoff Political Connections

Dependent variable: Cutoff Political connections

H, coef. s.e.
GDP - -0.005**  0.002
Tariff rates - -0.01 0.02
Cost of entry + 0.11** 0.04
R-squared 0.09
Prob>F 0.00

Note: (i) All variables are in natural logs except political connections.
(iiy™*, **and * represent significance level at 1%, 5% and 10% respectively.
(iii)Robust standard errors and OLS estimation results are reported.
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Table 5.3-D Effects of All Country-level Characteristics on Cutoff Political Connections

Dependent variable: Cutoff Political connections

H, coef. s.e.
GDP - 0.007 0.04
GDP per capita - 0.02 0.13
Tariff rates - -0.007 0.025
Distance +/- 0.26 0.69
Country capital-labor ratio +-  -0.02 0.05
Skilled-labor abundance +/- 0.02 0.06
Natural-resource abundance +/- -0.11 0.32
Ethnic-Chinese concentration ratio - -0.03 0.13
Foreign aids - -0.06 0.06
BIT - 0.15 0.84
R-squared 0.27
Prob>F 0.27

Note: (i) All variables are in natural logs except political connections.
(iiy***, **and * represent significance level at 1%, 5% and 10% respectively.
(iii)Robust standard errors and OLS estimation results are reported.

I then use t-tests to compare the cutoff political connections and cutoff productivity
for two groups, one includes countries with tougher FDI conditions as measured by below-
average GDP, the other includes countries with relatively less tough FDI conditions
(measured by above-average GDP). The two-tailed test has the null hypothesis that cutoff
political connections or cutoff productivity of the two groups have the same mean, that is,
the difference between the means of the two groups is zero; and the one-tailed test has the
null hypothesis that cutoff political connections or cutoff productivity for the group with
less tough FDI conditions have higher mean value than that of the group with tougher FDI
conditions. I also conduct the same test on two groups of countries partitioned by the entry

cost. The group with above-average entry cost has tougher FDI condition relative to the

group with below-average entry cost. Table 5.4-A and 5.4-B summarize the results of both
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two-tailed and one-tail test results for FDI conditions measured by GDP and entry cost
respectively.

For cutoff TFP, t-tests strongly reject the nulls and suggest that Chinese MNEs in
tougher countries (as measured by smaller potential market or higher entry cost) have
higher cutoff TFP than other MNESs. For cutoff political connections, two-tailed and one-
tailed t-tests significantly reject the nulls, suggesting that Chinese MNEs have higher cutoff

political connections in countries with tougher FDI conditions.
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5.4.2. Firm-level analysis on location decisions of Chinese MNEs

In this section, I examine the location decisions of Chinese MNEs using firm-country
level data and analyze the sorting of heterogeneous firms across countries with different
FDI conditions, resource abundance and networks. The baseline econometric model is
illustrated in Section 5.2. The dependent variable is a dummy variable which equals one if
a Chinese MNE established a new overseas subsidiary in a given foreign country during
2005-2007, and equals zero otherwise. The explanatory variables include firm-level and
country-level characteristics with lagged values of 2004, in order to better address the
causal relationship between firm-level and country-level attributes and firms’ FDI location
decisions.

5.4.2.1. Baseline model

I first run the baseline regression assuming that the country-level attributes have
uniform effects on heterogeneous firms’ location choices. As can be seen from Table 5.5,
the results on firm-level characteristics are consistent with the findings in Chapter 4.

Firms® TFP, political connections and average education of directors all positively
affect the likelihood that a Chinese MNE establishes a new subsidiary in a foreign country.
All three coefficient estimates are statistically significant and the results are robust to
alternative measures of political connections. With the number of political directors as the
measure of political connections, a one percent increase in TFP will increase the log-odds’
by about 0.67, holding everything else constant. One more political director on board can

increase the log-odds by 0.43 and one-level advance in the average education of directors

70dds equal the probability of a firm establishing a new subsidiary in a foreign country over the probability of it not
establishing a new subsidiary in the foreign country.
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increases the log-odds by 0.93. Recall that in Chapter 4, the effect of one more political
director on the chance of becoming a new MNE is about half of the effect of a one percent
increase in total factor productivity, that is, holding everything else constant, hiring two
more politically connected directors is equivalent to increasing TFP by one percent.
Although the regression results in this essay is not directly comparable with that of Chapter
4 because of different econometric models, I can still compare the relative effect of political
connections with respect to TFP. The effect of one more political director on log-odds of
establishing new subsidiary is about 64% of that of TFP. Therefore, compared with the
results in Chapter 4, political connections show relatively stronger effect on firm’s choice
of destination countries, everything else equal. The effect of one and a half more political
directors is about equivalent to the effect of a one percent increase in TFP.

The baseline regression results on country-level characteristics do not show evidence
of horizontal FDI by Chinese public MNEs. The variables that measure market-seeking and
tariff-jumping incentives such as host countries’ GDP, GDP per capita, tariff rates and
distance remain insignificant, no matter which measure of political connections is used in
the regression. On the contrary, the results in Table 5.5 suggest strong comparative
advantage motives. Chinese public MNEs tend to invest in capital abundant, or skilled
labor abundant, or natural-resource (oil, coal, and iron ore, copper) abundant countries. A
one percent increase in a potential host country’s capital-labor ratio can increase the log-
odds of a Chinese MNE establishing a new subsidiary in this country by 0.74. A one
percent increase in the share of labor force with tertiary education can cause an increase of
0.1 in the log-odds. And a one percent increase in the share of a foreign country’s natural

resources in the world can bring a 0.65 increase in the log-odds.
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The results also show support for the political network hypothesis. Although the
measures of social and cultural networks such as ethnic-Chinese concentration ratio and
indicator of effective bilateral investment treaties remain insignificant, the foreign aid
variable is positive and highly significant, no matter which political connections
specification is used. If a foreign country benefited one more financial aids or project from
China during 1999-2004, then the log-odds that a Chinese MNE establishes a new
subsidiary in this country will increase by 0.81. As the intensity of foreign aid offered by
China to foreign countries can be used as a proxy of the strength of political networks, the
positive effect of foreign aid on Chinese MNE’s location choices suggests that political
network is an important determinant of location decisions. Good political network can help
a Chinese MNE in many ways such as lowering risk of expropriation, better dealing with

bureaucracy, easier getting permissions.

165



‘119 pue sple ublaio} ‘siojalp JO uoleonpa abkleAe ‘sainsesw UoRoBUUOD [eonijod jdeoxe sBo| einjeu Ul ale sojgeueA |1y (1)
‘JoAS] WUY Je palsisnio pue snqol dJe sIole plepuels pue pspodal ale synsal uoissalbas onsiBo (1)

‘Aleaoadsal 9,0 pue %G ‘%L }e |9As] aoueoylubis asaidal , pue,, ‘... (1) 810N

Gg’/q¢- 79'65¢- 61°69¢- 69¢- €L'/9¢- v LG¢- pooyiexopnasd 607
620 820 820 820 620 620 alenbs Y opnesd
8¢ y8¢c 8¢ 8¢ 8¢ 8¢ SUONeAISSqo JO "ON

SOA SOA SOA SOA SOA SOA 10840 paxy [elounold
SaA SOA SoA SOA SOA SaA 1080 paxi Ansnpul
L€0 00 L€0 S00- 1€0 S00- L€0 ¥00- L€'0  G00- €0 Pv00- + 19
€20 «x180 €20 480 €20 ««180 €20 xxl80 €20 80 €20 80 + spie ublaiod
900 800 900 800 900 800 900 800 900 800 900 800 + Oljel uolesuUddU0D BsBUIYD-OIuYIg
600 xxxG9°0 L0 «xx¥9°0 600 £G9°0 60°0 «xxG9°0 600 %590 600 £xxG9°0 + dduepunqge a2Inosal-einjeN
€00 xxl'0 €00 L0 €00 xxl'0 €00 L0 €00 xxl'0 €00 wxl'0 /F aouepunqge Joqel-pajis
8L'0 «tl0  LL'O «xPl0 8L'0 «stL'0  8L'0 xx¥10 LL0 w0 LLO wbl'O0 /F onel Joger-eyded Anguno)d
€0 (0] 620 rAN0) €0 (A 0) €0 10 €0 ZLo €0 450 A aduelsida
910 ¥L'0  v1°0 SL0 S0 S0 SL'0 ¥LO GLo 910  GL0 GLo + ssjel yue|
c00 100 c00 100 c0'0 100 c00 100 c00 100 c00 100 + ejdeo Jad 4o
100 100 100  L00- 100 100 100 L00- 100 100 100 10O + das
LY0 «l0L LV0  xG60 LY'0 660 90 G660 9’0 660 G0 €60 + uopeonps abeleny
190 «lC'L 7’0 «L0 00 «€00 70’0 200 600 «8L°0 LC0 «EV0 + Sainseaw SUORJ3UUOD [edflod
9L'0 ««190 20 690 610 890 610 690 L0 4990 8L'0 4290 + ddl
‘'S }909 ‘'S }J909 ‘9's  Ja09 ‘9's  }o0d ‘o's  Ja0o ‘o's  Jeod Oy
Auo Bupjues ybiy Awwnp abejusosad payybiam abejusoled wns pajyblom wns Aelpisgns mau JO Juswysiigelsy
(9) (q) (1) () () (1) ‘8|qeuen juspuadaq
(]opow auleseq 8Y}) S8OI0YD UONEDOT JO SjuBUWIB)d U0 SISAleuy [oAS]-Wli4 G'G 9|qel

166



5.4.2.2. Examination on vertical FDI incentives

The baseline estimation shows significant effects of potential host countries’ factor
endowments such as capital and skilled labor on Chinese MNEs’ establishing new
subsidiaries in those countries. In order to further examine the existence of vertical FDI
among Chinese MNEs, I add firm-level capital-labor ratio and skilled-labor intensity of
2004 into the baseline model, and also include their interaction terms with country-level
capital-labor ratio and skilled-labor abundance.

The regression results in Table 5.6 show that although Chinese MNEs generally like to
establish new subsidiaries in capital abundant countries, there is no evidence that capital-
intensive firms are more likely to invest in capital abundant countries. However, there is
some evidence for vertical FDI in terms of skilled labor. The regression results show that
the positive and significant effect of country-level skilled-labor abundance is reinforced by
firm’s skilled labor intensity, that is, firms intensively using skilled labors are more likely
to invest in countries that are abundant in skilled labor.

Specifically, given a one percent increase in a foreign country’s skilled-labor
abundance, the log-odds of establishing a new subsidiary in this foreign country will be
increased by 0.11 for a firm with median level of skilled-labor intensity, while the same
change in country-level skilled-labor abundance can bring an increase of 0.19 in log-odds
for a firm with highest skilled-labor intensity. In other words, the effect of country-level
skilled-labor abundance is stronger on firms with higher skilled-labor intensity.

Furthermore, the results on firm-level skilled-labor intensity and the interaction term
of firm-level skilled-labor intensity with country-level skill-labor abundance indicate that

although skilled-labor abundant countries generally attract more new investments by
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Chinese MNEs, less skilled-labor intensive Chinese firms are more likely to establish new
subsidiaries overseas. However, the negative effect of firm-level skilled-labor intensity is
decreasing in host countries’ skilled-labor abundance. In a potential host country with
median level of skilled-labor abundance, a one percent increase in firm’s skilled-labor
intensity can decrease the log-odds by 0.41, while in a country with top level of skilled-

labor abundance, the negative effect of firm’s skilled-labor intensity drops to 0.09.
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5.4.2.3. Differential effects of country-level attributes on heterogeneous firms

In this section I analyze the possible differential effects of country-level attributes on
firms with different level of TFP and political connections. Firms’ TFP and political
connections are interacted separately with country-level characteristics. Ideally, countries’
costs of entry should be included in this analysis in order to examine the possible
differential effect of TFP and political connections in presence of different level of entry
costs. However, the country-level entry cost variable is highly correlated with other
country-level attributes and thus causes the collinearity problem. The same problem was
encountered by Yeaple (2009), who points out that the proxy for country-level fixed costs
appears to be highly correlated with other variables and thus he only uses the gravity
variables in his study. Therefore, the country-level entry cost variable is not included in this
analysis.

Table 5.7 reports the regression results. The first column is the regression results with
TFP’s interaction terms. The results indicate that the effects of country-level GDP, skilled-
labor abundance and natural-resource abundance vary across firms of different level of TFP.
Although the cross-country study at the beginning of this section shows that the minimum
TFP in host countries are decreasing in potential market demand as measured by GDP, the
effect of GDP on the likelihood of establishing new subsidiary is shown in Table 5.7 to be
increasing in firms’ TFP. The higher the firms’ TFP is, the stronger the effect of GDP. For
a firm with TFP in the upper 75 percentile, a one percent increase in host country GDP
only increases the log-odds of establishing new subsidiary by 0.0002, while for a firm with

highest TFP, the same change can increase log-odds by 0.03. The findings here are not
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contradictory to the previous findings because of different research targets. The focus here
is the differential effects of country GDP on heterogeneous firms, that is, firms with
different levels of TFP, whereas the focus in the previous cross-country analysis is the
variation in minimum TFP across countries. Countries with smaller GDP are tougher for
FDI and thus only firms with superior TFP can invest in those countries, hence we have the
negative relationship between GDP and cutoff productivities in the previous analysis.
However, the results here show that Chinese MNEs with superior TFP still have tendency
to invest in countries with large potential markets measured by GDP, indicated by the
positive and weakly significant interaction term between TFP and GDP.

The results also show that the effects of country-level skilled-labor abundance and
natural-resource abundance are decreasing in firms’ TFP. For example, for a median level
TFP firm, a one percent increase in the host country’s share of natural resources will
increase the log-odds by 0.81, whereas the same change can only increase the log-odds by
0.28 for the firm with highest TFP. Similarly, a one-percent increase in the host country’s
skilled-labor abundance increases the log-odds by 0.14 for a median-level TFP firm,
whereas the same increase in skilled-labor abundance can only increase the log-odds by
0.005 for the firm with highest TFP. The second column of Table 5.7 reports the results on
political connections. The results suggest that the country-level characteristics have
uniform effects across firms with different level of political connections. Although the
country-level entry cost variable can not be examined here due to collinearity, the previous
cross-country analysis suggests that firms investing in countries with above-average entry
cost tend to have higher cutoff political connections, because of their advantage in debt

financing in presence of liquidity constraints and higher needs for funds.
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5.4.2.4. Robustness

In this section, I first test the robustness of the previous results by estimating the same
econometric model on three sub-samples, and then I address the endogeneity issues of TFP
and political connections using a control function approach as in Chapter 4.

5.4.2.4.1. Estimation of baseline model on three sub-samples

There can be two concerns about the data on publicly-listed Chinese MNEs. One is
about the state ownership of firms, which is pretty common in China. As illustrated in
Chapter 4 on the development of Chinese stock markets and enterprises, all Chinese firms
were wholly state-owned until 1978, when the economic reform began. The share issue
privatization transformed some firms into private firms but the government’s control still
remains in some public firms. The state ownership can be a concern for this study because
if the government has absolute control over a firm’s business operations, then the behavior
of this firm is more likely to be determined by the government policies rather than
economic factors, especially when a firm chooses destination countries for its overseas
investments.

The other concern on the data is the large share of investments in Hong Kong among
Chinese overseas investments. According to 2008 Statistical Bulletin of China’s Outward
Foreign Direct Investment, the FDI flows to Hong Kong account for 69.1% of total
outward FDI flows in 2008. The status as a special administrative region of China makes
Hong Kong a doubtful or special research target in the study on Chinese MNEs’ location
choices. Moreover, the presence of destination countries that are traditionally deemed as
tax havens such as Bermuda, Cayman Islands, Panama, Virgin Islands and Marshall Islands
might be problematic too.
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Therefore, this section confines the analysis on three sub-samples of data. I first run
the baseline model on non-state-owned firms, then study firms with destination countries
other than Hong Kong and tax havens. Last, I also estimate the baseline model on non-
state-owned firms with destination countries other than Hong Kong and tax havens.

The regression results on non-state-owned Chinese MNEs are reported in Table 5.8.
As compared with the results of the baseline model on the whole sample of Chinese MNEs
in Table 5.5, the exclusion of state-owned Chinese MNEs does not influence the model
conclusions, no matter which specification of political connections is used, although the
magnitudes of coefficient estimates change slightly. For example, when using the sum of
political directors as the measure of political connections, the effects of political
connections (changed from 0.43 to 0.45) and average education of directors (changed from
0.93 to 1.01) are slightly stronger while the effect of TFP (changed from 0.67 to 0.61) is
slightly weaker, and they all remain positive and significant as expected. The results on
country-level characteristics are also consistent with previous findings, despite of slight
changes in the magnitudes of coefficient estimates. Potential host country’s abundance in
capital, natural resources and skilled labor, and the foreign aid provided by China still
positively and significantly affect the non-state-owned Chinese MNEs’ choice of

destination countries.
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Next, I create a sub-sample by excluding firms that only invested in Hong Kong and
tax havens including Bermuda, Cayman Islands, Panama, Virgin Islands and Marshall
Islands during 2005-2007. The exclusion of firms that only invested in Hong Kong and tax
havens reduces the sample size significantly, now there are 189 Chinese MNEs left in the
sample. Then, I estimate the same econometric model on this sub-sample.

Table 5.9 reports the results using alternative measures of political connections. The
results are largely consistent with that of the baseline model using the whole sample
regardless of the specification of political connections, although the coefficient estimates
change in their magnitudes. TFP and average education of directors remain positive and
significant, although the coefficient estimate of TFP drops from 0.67 in baseline model to
0.53 in Table 5.9. And the coefficient estimate of average education of director increases
from 0.93 in the baseline model to 1.34 in Table 5.9, when using sum of political directors
as a measure of political connections.

Especially, the effect of political connections is much stronger for firms investing in
countries other than Hong Kong and tax havens. The coefficient estimate of political
connections measured by sum of political directors (which is 0.98) more than doubled the
coefficient estimate of the same measure of political connections in the baseline model
(which is 0.43). Recall that the baseline model results suggest that the effect of about one
and a half more political directors is equivalent to the effect of a one-percent increase in
TFP on the log-odds of firms’ establishing new subsidiaries. The results in Table 5.9
indicate that the effect of one more political director is equivalent to about 1.85 percent
increase in TFP, when focusing on firms that invested in countries other than Hong Kong

and tax havens.
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Therefore, political connections play a much more important role when firms invest in
countries other than Hong Kong and tax havens, which might result from the larger entry
costs and smaller profits margin and thus higher requirement for good financing.

The host country’s abundance in capital, skilled-labor and natural resources still
significantly and positively affect the log-odds. The political network measured by foreign
aid is also positive and significant as in the baseline model. Moreover, trade barriers
measured by SIC 3-digit tariff rates show weak significance, which indicates that firms
investing in countries other than Hong Kong and tax havens have the incentive to avoid

trade costs by directly establishing overseas subsidiaries.
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Last, I drop state-owned firms from the sample of firms that invested in countries other
than Hong Kong and tax havens and focus on the determinants of non-state-owned firms’
choice of destination countries other than Hong Kong and tax havens.

The regression results are reported in Table 5.10. Political connections remain
significant at 1% level no matter which measure is used, and the effect of political
connections is even stronger than that of the previous models. One more political director
on board has the same effect on log-odds as that of a 2.21 percent increase in TFP. And the
effect of one-level advance in the political hierarchy by the same political director is
stronger than that of a one-percent increase in TFP. The results on country-level
characteristics are generally consistent with those of the baseline model except some small
changes in the magnitudes. Moreover, tariff rates show positive and significant effect in
Table 5.10, suggesting that non-state-owned firms investing in countries other than Hong
Kong and tax havens have tariff-jumping incentives.

In sum, the estimations of the baseline econometric model on three sub-samples are
consistent with the results in the baseline model, but political connections show stronger
effects when concentrating on non-state-owned firms and destination countries other than
Hong Kong and tax havens. Moreover, non-state-owned firms demonstrate strong tariff-
jumping incentives when they invest in host countries other than Hong Kong and tax

havens.
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5.4.2.4.2. Endogeneity Issues

Although the lagged value of firm-level and country-level characteristics helps in
inferring the causal effects of those factors on firms’ establishing new subsidiaries in
potential host countries in the subsequent years 2005-2007, there can still be concerns on
the endogeneity of TFP and political connections due to the possible correlation of these
factors with unobservable firm-level characteristics.

This section uses the control function approach (Smith and Blundell, 1986) as
illustrated in Chapter 4 to address the endogeneity issue of TFP and political connections.
In the first-stage regression, TFP and political connections are regressed respectively on all
the other explanatory variables and IVs, and the residuals from the first stage are then
added as additional regressors in the second-stage regression. If the residual terms from the
first stage are insignificant in the second-stage regression, then the null hypothesis of
exogeneity can not be rejected.

Drawn from the findings in Chapter 4, the instrument I use for political connections is
the peer political connections, which is the average political connections of all Chinese
public firms (both domestic and multinational) in the same province, because it is closely
related to a firm’s political connections but does not have any direct effect on firms’
establishing new subsidiaries in potential host countries. The instrument variable for TFP is
the same as in Chapter 4, that is the peer TFP, following the productivity spillover
argument proposed by Chen and Moore (2010). Because the previous analysis shows that
the results are robust to different specification of political connections, the results are
reported in Table 5.11 using sum of political directors as the measure of political

connections, although other measures of political connections also yield similar results.
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The first two columns in Table 5.11 report the results with regards to the endogeneity
issue of political connections, and the last two columns are results of TFP. The first stage of
political connections shows that peer political connections significantly and positively
affect the level of political connections among Chinese MNEs who established new
overseas subsidiaries during 2005-2007. The residual term included in the second stage is
insignificant and thus I cannot reject the null hypothesis of exogeneity of political
connections. The first stage of TFP regression shows strong spillover effect of productivity
from peer firms. A one-percent increase in average TFP of firms that located in the same
province and SIC 4-digit industry can increase the TFP of the Chinese MNE by 2.8%. The
first-stage estimates also show positive and significant effect of average education of
directors on Chinese MNEs’ TFP. The second stage cannot reject the null hypothesis that
TFP is exogeneous in the model.

I then address the endogeneity issues of political connections and TFP at the same
time using the control function approach. The results are reported in Table 5.12. Both
residuals of political connections and TFP are insignificant and thus can not reject the null

that political connections and TFP are both exogeneous.

182



119 pue sple

ublalo} ‘siojoalIp JO uopeonpa abelaAe ‘(WNS) UOOBUUOD [edf)jod jdsdxe sbO| |eunjeu ul aie ss|qeleA ||V (Al)
‘AloAnoadsal 9,0l pue %G ‘%) e |aAs] aouedpubis jussaidas , pue,, ‘,..(111)
loA8] WUl Je palsisn|d pue }sngos ale sioud plepuels ‘suoissalbai opsibo ase g ebeys jo yioq (1)

‘lens] wuly Je paisisn|d pue jsngol ale SIOLS piepue)s pue suolissaibal SO aie | abeig jo yiog (1) 810N

18'9G¢- - 6'ceCl- - pooyl@yijopnasd 607

620 690 9¢'0 Ge'0 palenbs-y

14414 680¢€ ¥¥8¢ SLie SuoijeAls8sqo JO "ON

SOA SOA SOA SOA jo9ye paxy aoumnoid

SOA SOA SOA SOA 1098 paxy Ansnpul

L0 00 G000 <2000- 96'0 960 800 €000 114

€20 «xl80 10’0 000 0S5’k 9l¢ G0'0 €00 spe uBeiog

900 800 €000 ¥0000°0 Y20 v2C0 10’0  800°0 Ojel uohenusduod 8saulyD-oluyig

600 xxxG9°0 000 L1000 080 «8V'L €00 100 {duepunge 82inosal-lednieN

€00 «xxl'0 €000'0 L0000- LL'0 €20 9000 €000°0- sduepunqge Ioqel-pa|INs

L1'0 «xx¥2°0 ¢0'0 V000 €9l «LV'C G00 €00 ojjel Jogel-eyded Ajunod

€0 Lo 700 L00- 670 010 900 100 aouelsig

SGL'o <1 0] 700 c00- 8L'0 ZL'O €00 x«20°0- ssjel jue|

c00 100 L1000 L0000 0 900 LO0 €000 €000 ejdeo sod 4ao

100 100 ¢00'0 €0000 SL'0 ZL'O €000 +000 das

820 920 - - 620 €v0- - - abeys js1y Jo wis) |enpisal

- - P9E 8¢ - - - J9ad 441

- - - - - LL'0 xxxLV°0 Joad suoposuuod |ediijod

.¥'0 wx b 20 «E€¥0 S0 vvo LL'0 «xx¥€°0 uopeonpa abeleny

LZ0 2P0 00 c0'0- 020 «£€°0 - - (wns) suoposuuod |eonijod

€20 xCS°0 - - 6L°0 00 700 xxx01°0- ddl
‘'S '}J900 ‘'S '}909 ‘9's  'J9092 ‘'S 'J900

Aeipisgns mau Buiysigejs3 d4l1 69 Aeipisgns mau Buiysigels3 (wns) suonosuuod |eoniod :9|gqeuen ~daQ

Z obelg | abejs Z obels | abeyg

Alonnoadsay 441 pue suoposuuo) [eonljod jo Aylsuabopul Joj s)nsay yoeoiddy uopoun jonuod 8yl

LL'G 9lqel

183



‘119 pue spie ublalo) ‘siojoallp JO uoleonpa abelaAe ‘(wns) uolosauuod |edjjjod jdaoxa sbo| |einjeu ul ale sa|qeleA ||V (Al)
‘Alennoadsal 9,0 pue 9%G ‘9| 1B |ans] aoueouiubis juasaidals , pue,, °‘,...(11)
{[OAS] wul Je paJdisn|d pue }sngos aJe siloud plepuels ‘uoissalbal onsiboT si g abeys (1)

{[OAS] Wy JB paIdsNd pue }snqol dJe sIold plepuels pue suolissalbal SO eie | abelg yjog (1) ©OI0N

184

9'eelL- - - pooya)iopnasd 607
92¢'0 990 G€0 paJjenbs-y
vv8¢c 680¢ 680¢ suoneAIasqo Jo ‘ON
SOA SOA SOA joaye paxy aouinold
SOA SOA SOA 1oaye paxy Ansnpul

96'0 960 70’0 €000 80'0 €000 g
0s'L 9l'¢ €00 L0'0 S0'0 €00 sple ubleio
Y20 ¥20 2000 #0000 L0'0O 8000 ojjeJ UuojRelUdSdUOD 8saulyd-oluylg
180 «8V'L L0O'0 €000 €00 L0'0 dduepunge doInosal-jeinieN
LL'0 ««€2C°0 €000 L0000 9000 ¥000°0- douepunge Joqgel-pa|s
YS'L «LV'C €0'0 600°0- G00 €00 ones Jogel-leyided Aunod
6’0 0L°0 €0'0 €00 00 100 aouelsiag
8L'0 ZLL'O 20'0 «<€0°0- €00 xx200- s8jel juej
900 100 ¢00'0 #0000 €000 €000 eydeo Jad 4ao
SL'0 L0 ¢00'0 Looo €000 ¥000 das
80 L0 - - - - (d41) ebeis 1siy Jo wue) |enpisal
820 v O - - - — (suonosuuoo |eopljod) ebejs jsii JO WIS} |enpisal
- - 20°0 «xx92°C 8L'0 ZcLo- Jead 441
- - 600 V00- 210 «xxl¥0 Joad suopoauuod [ediiod
Ss¥'0 0v0 900 «xx9%'0 LL'0 «xxP€°0 uopeonps abelony
0c0 ¢2€0 L00 <200 - - (wns) suopoauuod |eanljod
02'0 «EV'0 - - S0'0 80°0- ddl
'9's  '}J902 ‘a's  "Jo0o ‘a's ‘}Jo00
Aeipisgns mau Bulysigels3y d41 609 (wns) suonoauuod |eoniod :9|qeuen "daQq
Z obeig | ebeys | obes

ddl pue suoposuuo) |eonljod ylog jo sanssi Allsusbopul 1oy yoeoiddy uonoung [ojuod ayjl ZL'G a|qel



5.4.2.4.3. Exclusion of the strategic industries in the ‘Go Global’ Policy
The ‘Go Global’ policy supports a few strategic industries when they invest overseas.
The government support might affect the location decisions of firms in these industries.
This subsection excludes the industries affected by the ‘Go Global’ policy and examines
the robustness of the previous findings. As can be seen from Table 5.13, only a few
observations are dropped as compared to the baseline model and the results remain almost

the same.

5.4.2.4.4. Exclusion of the Mining and Agricultural Sectors

Due to the nature of the mining and agricultural sectors, firms in these sectors can
behave differently than firms in other sectors when they choose the location of overseas
direct investments. This subsection excludes firms in the mining and agricultural sectors

and tests the robustness of the previous results.

Table 5.14 shows that after excluding the mining and agricultural sectors, the signs
and significance of the independent wvariables all remain the same. Firm-level
characteristics have the same magnitude as in the baseline model. Country capital-labor
ratio, foreign aid and natural resource abundance have slightly smaller coefficients, but the
changes are all less than 5%. Therefore, these results suggest that Chinese MNEs in sectors
other than the mining and agricultural sectors still have strong incentives to invest in

countries that are abundance in capital and natural resources.
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5.5. Conclusion

This essay examines the determinants of Chinese MNEs’ location choices using both
country-level and firm-country level datasets. The results from the country-level dataset
show that the cutoff values of TFP and political connections are increasing in tougher FDI
conditions measured by smaller GDP or higher entry cost, which is consistent with the
theoretical hypotheses that political connections help firms with external financing in
presence of liquidity constraints and large entry cost. The firm-country level results
indicate strong incentives of Chinese MNEs to invest in countries that are abundant in
capital, skilled labor and natural resources, and there is no evidence for the market-seeking
incentives. Evidence is also found for the positive effect of the political network measured
by the foreign aid from China to potential host countries. The results are robust to different
specification of political connections and different sub-samples. The effect of political
connections on the non-state-owned Chinese MNEs’ investing in destination countries
other than Hong Kong and tax havens is much stronger than it is in the baseline model, and
this sub-sample of Chinese MNEs also shows strong tariff-jumping incentive. The
endogeneity issues of political connections and TFP are also addressed at the end but no

evidence is found for the endogeneity of these variables.
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Chapter 6: Conclusion

In this dissertation, I theoretically and empirically examine the effects of political
connections and TFP on Chinese firms’ overseas FDI decisions. This dissertation confines
to addressing two questions arising from the existing studies on outward direct investment.
The first question is whether the conventional FDI theories can account for the expanding
outward FDI from China. The findings in this study verify the broad applicability of the
mainstream theories. The second question is whether the special characteristics of MNEs
such as political connections can influence firms’ FDI decisions.

The theoretical model in Chapter 3 focuses on the effect of firms’ political
connections on their FDI decisions and the interaction of political connections with
productivity when it comes to firms’ production decisions. In order to incorporate Chinese
firms’ special characteristics into the model, I include firm-level liquidity constraints in the
model, and create another aspect of heterogeneity in firms in addition to productivity by
introducing political connections into the model. Political connections as a firm-specific
asset can help to relax a firm’s liquidity constraint and thus cause firm-level heterogeneity
in their liquidity constraints. The theoretical predictions on the role of political connections
are consistent with the literature on developing-country MNEs, that is, political connections
help firms to engage in FDI.

The empirical results in Chapter 4 show that firm-level political connections is one of
the important factors that can affect publicly-listed Chinese firms’ outward FDI decisions,
in addition to firm-level productivity. The results support the theoretical hypothesis that

politically-connected firms are more likely to become new MNEs than their non-connected
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counterparts. The results also show that human capital, as measured by the average
education level of directors, is an important factor in determining firms’ outward FDI. The
hypotheses on how firm’s political connections influence FDI decisions through liquidity
constraints and institutional qualities are also supported by the empirical tests. The results
show that firms benefit more from their political connections if they are located in a less
developed financial market, or if they have higher demand for external finance as
determined by their industry-specific technologies. The loan financing is identified as the
main channel through which political connections affect firms’ FDI decisions, which
results from the financial constraints and the large amount of initial investment for first-
time FDI faced by new Chinese MNEs.

Chapter 5 examines the determinants of Chinese MNEs’ location choices using both
country-level and firm-country level characteristics. The results show that cutoff political
connections are higher in countries of higher entry costs, which is consistent with the
hypothesis that political connections help firms with external financing in presence of
liquidity constraints and large entry costs. The analysis shows the strong incentives of
Chinese MNE:s to invest in countries that are abundant in capital, skilled labor and natural
resources. Chinese MNEs are also more likely to invest in countries that have stronger
political connections with China, as measured by the foreign aids provided from China to

potential host countries.
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Appendices

L. Political hierarchy in China

The political positions in China can be generally divided into central government
positions and local government positions.

The central governments at the national level are composed of the National People’s
Congress (NPC), the President, the Central Military Commission, and the State Council.

The National People’s Congress is the highest state organ and legislative body under
the Constitution of the People’s Republic of China and it meets annually. At the annual
plenary sessions (which is also known as “Two Meetings” together with the Chinese
People’s Political Consultative Conference (CPPCC)), delegates review and approve new
policies, laws and other important legislative and personnel changes that are proposed by
the Communist Party of China (CPC) or the State Council. The central government leaders
also produce annual work reports and hold press conferences with foreign reporters at the
plenary sessions. New President is nominated by the Communist Party of China and then
elected at the sessions. There are about 3,000 delegates to the NPC. Delegates are elected
from provincial and military People’s Congresses, which in turn are elected from lower
level congresses, such as municipal People’s Congresses, and so on through to the lowest
level, for example, village People’s Congresses which are directly elected by the electorate.
A delegate to any level of People’s Congress has a term of five years, after this term, the
delegate can be reelected and remain in the People’s Congress. Although the compositions

of People’s Congress at all levels are still effectively controlled by the ruling Communist
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Party of China, the delegates to People’s Congress are not limited to members of the CPC.
Instead, a third of the seats are conventionally reserved for non-party people and people
from parties other than the CPC. The rules of the NPC also set minimum proportional
requirements for those from minority ethnics other than Han ethnic. Between annual
plenary sessions of the NPC, the NPC Standing Committee (which has about 160 members
as of year 2008) is convened and can modity legislations under the Constitution and within
the confines of the NPC. Chairman of the NPC Standing Committee is the top legislator in
China and conventionally ranked third among top leaders of China, only after the General
Party Secretary and President.

Another important political and non-governmental body gathers each year along with
the NPC, which is the National Committee of the Chinese People’s Political Consultative
Conference (CPPCC). The CPPCC can be dated back to 1946, and it served as the
legislative body of China from 1949 to 1954. Nowadays, although it is not formally
considered as a state body, it provides political advises and makes important political
decisions along with the NPC, hence, its role is analogous to an advisory legislative upper
house. Delegates to the CPPCC are from a broader background and are elected from a
range of political parties, which include the CPC and other allied parties with the CPC, as
well as independent members. The proportion of each party in the CPPCC is
conventionally determined. The composition of the CPPCC is less confined by the
Communist Party of China than the NPC is, although the CPC is still the largest component
of the CPPCC.

President of China is elected by the NPC and subordinate to the NPC. Based upon the

decisions made by the NPC and its standing committee, President announces new laws,
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personnel changes and other important political decisions. President of People’s Republic
of China represents the country both domestically and internationally.

The Central Military Commission leads the entire armed forces in China. It is
composed of Chairman, Vice-Chairmen and several members (2 Vice-Chairmen and 8
members as of year 2008). The Chairman is elected by the NPC and responsible to the
NPC. The other members are nominated by the Chairman and approved by the NPC and its
standing committee. Each member is elected for a term of five years and can stand for
reelection.

The State Council is the highest executive body of State power and highest
administrative body of State. The State Council includes Premier, vice-Premiers, State
Councilors, and ministers of ministries and commissions. Premier is nominated by
President and approved by the NPC. The other members of the State Council are
nominated by Premier and reviewed by the NPC or its standing committee. The term of
appointment is five years for each member of the State Council and after two successive
terms, a member cannot be reappointed. There are twenty-seven ministries and
commissions in the State Council, for example, Ministry of Foreign Affaires. There are
seventeen institutions (for example, Xinhua News Agency), sixteen organizations (for
example, General Administration of Customs) and four administrative offices (for example,
Hong Kong and Macao Affaires Office of the State Council) that are directly under the
State Council and should be ranked the same as ministries and commissions. Under the
ministries and commissions, there are twenty-two administrations and bureaus, such as

National Bureau of Energy, State Post Bureau and State Food and Drug Administration.
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The political positions in Chinese local governments are generally ranked at four
levels. Based on the geographical area of jurisdiction, local governments are ranked from
low to high as township, county, prefecture or municipality, and province. The higher level
government has administrative responsibilities on the lower level governments. At each
level of local government, there are two important leaders. One is Party Secretary who
represents the Communist Party of China and is in charge of policy making, the other is the
head of the local government (governor, mayor or magistrate for different levels) who
carries out the policies and other responsibilities. There are four municipalities that are
treated and ranked the same as other provinces, that is, Beijing, Tianjin, Shanghai and
Chongging. Twenty-two provinces, five autonomous regions (Inner Mongolia, Guangxi,
Tibet, Ningxia and Xinjiang) and two special administrative regions (Hong Kong and
Macao) are ranked the same as the ministries and commissions in the State Council.

The governments in China have a dual position system, which means that any higher
level government has corresponding positions for the lower level government. Hence, a
provincial government is composed of several departments and each of those departments
is ranked the same as the lower level government, that is, the municipal government, and so
on.

The overall political rank of different political positions can be summarized at four
levels. Generally speaking, the higher level government officials are ranked higher in the
political hierarchy in China and thus have more political power relative to their lower level
counterparts. Except the central party and state leaders at the national level, that is,
President, Premier and other top leaders, the highest ranked political position is called Bu.

Both provincial leaders and ministers in State Council are ranked at this level, although for
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some highly-ranked municipalities, for example, Nanjing, Mayor is ranked half a rank
above his/her counterparts of other municipalities and thus is ranked the same as deputy
minister. The next rank is called 7ing, which includes municipal level positions and
department heads of government bureaus and provincial departments. In China, officials at
the rank of Bu or Ting are considered high-level officials and have much more political
power than the lower-ranked officials. The third rank is called Chu, which includes
directors of government divisions and local government officials at county level. The
lowest rank is called Ke, government officials at township level and section chiefs of
government bureaus are at this level. The overall political hierarchy of China can be

summarized in the figure in this appendix.
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II. Figure

Political Hierarchy of China
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