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Abstract
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1 Introduction

This observation also suggests that businessmen from angrgavith poor formal governance
will have an advantage in investing or trading with anothsrcompared to those who come from
countries with good formal governance. [...] This may ekplsome of the recent success of
multinationals from these countries when it comes to makargign direct investments—their
specific asset is the entrepreneurial and managerial skithvigating economic systems with poor

governance [Dixit (2009), p.20].

The traditional stream of foreign direct investment (FDYrh the industrialised world (the
“North”) is gradually being supplemented by outward FDI artdken by multinationals based
in developing countries (the “South”). Although certainigt a new phenomenon, this “South-
South” FDI has grown rapidly in recent years. Aykut and Rg#&@04) and UNCTAD (2006)
estimate that one third to one half of total FDI inflows repdrby developing countries came
from other developing countries in the last decade. ThetFattthis share is frequently much
higher in low-income countries and those with relativeskyi investment environments (UNC-
TAD, 2006) suggests that South multinational enterpris#$KEs) may be less deterred by poor
public governance conditions than those from the Norths Tilgpothesis may appear surprising
given the importance that the FDI literature attaches talgndlic governancé Nevertheless,
a few empirical studies point in this direction. Cuervo-@aa (2006) finds that investors from
countries with high levels of corruption are undeterred tgeign corruption. Indeed, they
may even preferentially locate their activities in couggrivhere corruption is widespread. This
result is echoed by those of Cuervo-Cazurra and Genc (20088)swggest that South MNEs
are likely to be more prevalent among the largest foreigndimtmthose developing countries
characterised by poor institutions. The argument undaglyioth studies is that South MNES,
having acquired the ability to operate in poor institutibeavironments at home, have a com-
petitive edge over their North counterparts in risky depélg countrieg. This relationship,
between experience of poor institutional quality and deviisi to a host country’s public gov-

ernance, has yet to be rigorously modeled and tested.

1Wei (2000), Daude and Stein (2007) and Azémar and Desba2069) find a strong statistical and substantial
positive impact of good public governance on FDI.

2See alsdit t p: / / www. pri ncet on. edu/ ~di xi t ak/ homme/ G ahaniec4. pdf , in which Dixit pro-
vides similar intuition regarding the superior ability adi@8h MNESs to cope with bad governance and urges more
empirical work on the issue.



The purpose of this paper is to make a first step towards fithigggap. We start by setting
out a simple analytical model of FDI location in which thedtion choice of an MNE is influ-
enced by its experience of poor institutional quality at leo firm that has faced institutional
difficulties in its home country may have developed the skithich render similar problems
overseas less problematic for it, relative to a firm that lre&noperated in such a setting. Our
simulations illustrate how a South MNE is less deterred hyntxy risk abroad than a North
MNE and may even choose a different location in order to @ty earn a higher return in
the more risky country. We then turn to our empirical ana\tsi investigate whether these
outcomes emerge in the real economy. We systematically shairthe positive association
between the quality of a host country’s public governana DI is strongest when MNEs
have little experience of poor institutional quality at hmA decomposition of the effects
of better public governance at the extensive and extensargins suggests that experience
of institutional risk particularly matters when there haseb no previous FDI between two
countries. However, once this ‘hurdle’ has been crossedlditadvantage that a MNE may
encounter from having little experience of poor institaabquality at home may be partly off-
set by ‘demonstration’ effects, arising from an initial @tment by that same MNE or by any
compatriot MNEs. Overall, it appears that South MNEs arelmmuore likely to invest in risky

countries than North MNEs.

The remainder of the paper is organised as follows: sectuetaéls our theoretical model,
which makes explicit how experience of institutional riskncimpact on the expected prof-
itability of FDI. In section 3 we describe the data used in eonpirical analysis and motivate
our econometric approach. Section 4 presents and interpuetdetailed results and section 5

concludes.

2 A simple analytical model

We develop a simple model of foreign direct investment (F@Ynsider an MNE with head-
guarters in source countgy The firm can choose amongst a number of countries as pdtentia
hosts for FDI. A production facility in host country will generate a flow of after-tax profits

in each period equal td,,. Its decision as to where to locate its production will b@sgly
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influenced by the profit flows that would arise from FDI in eatthe candidate host countries.
We therefore define the gap between profits from locatingimtiy 1 as compared to investing

in country?2 as its “location advantage”:

s12 = 15 — 1. (1)

A broad range of factors may account for one country havirngation advantage over another
nation as the host for a firm’s FDI. Differences in the ecoroarnvironments of host nations
may arise with respect to: the sizes of their domestic markbeir levels of development or
geographic distance. We do not model the reason behind thiseences but merely accept
that firms will find some investment locations more attraetivan others.

The investment made by the MNE is expected to be productidelast into the future.
Consequently, the firm will look at the present value of thpested stream of current and
future profits. Assume, for now, that there is no risk involve the FDI and that the plant
is expected to maintain production (and profitability) ifidiéely. The present values of the

expressionsin (1) are

PV (Il,,) = )  h=1,2 (2)
1—96
IT,, — II,
PV (Pa2) = = —, 3)

where/ is the discount factor of the firhWhen investments have the same expected longevity,
accounting for the future leaves the firm’s optimal choicoétion for its FDI unchanged. We
now consider the implications of international differesde the expected lifetimes of foreign

production facilities.

2.1 Institutional risk

The life of the MNE’s overseas plant may be cut short for m&agons. We focus on problems
with respect to the institutions in the host country. We saggpthat there is a risk, in every
period that the production facility in host countiywill cease to return a profit to its owners in

source country. This may arise because of some catastrophic breakdowe ot country’s

3We ignore international differences in discount rates.
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economy such that the firm is unable to continue producingerAdtively, production may
carry on but ownership of the firm is expropriated by the hosintry’s government. This risk,
if it differs between source countries, will figure in the MNEalculations as to its preferred
production location.

We are particularly interested in determining whethergheran experience effect. That is,
we ask whether an MNE’s previous experience with poor inttins at home has an influence
on its perceptions of the risk inherent in investing in othations. It may be the case that a
firm having faced institutional difficulties at home will redeveloped skills that render similar
problems overseas less problematic, relative to inves$tors other nations who have never
been exposed to such risks. We defipgas the subjective probability for firms from source

countrys that FDI in countryh will shut down in the current period. This can be modelled as

esn = (1 =€)y, (4)

wheree, is the MNE’s experience of domestic institutional rigk, < 1 anda > 0. For a
risk-free host {;, = 0), the firm's experience of dealing with poor institutionsinelevant.
Should the potential host have an uncertain investmenttéirg, > 0), an investing firm with
relatively more experience of institutional risk will hageeater confidence in FDI in counthy
than a firm based in a country with a less-checkered past. @perience of poor institutions
at home mitigates the institutional risk in the host couftry

We can rewrite (2), using (4) to incorporate risk, such thatéxpected present value of the

profit stream to a firm from countryarising from FDI in country: is

Hsh
EPV (Ily,) = —i——.
Vi) =157 0en ®)
The partial derivatives of (5) are

dEPV (I1g) =0 (1 —e2) Iy, <0

drp, [1— 64 dean)? 7
dEPV (Ily,)  daetlryIly, -0

de, [1—6+0de)”

4In (4), the experience effect is strongest for low values ¢¢lose to zero) and it declines asncreases.
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Thus poorer institutions in the potential host country lotire expected stream of profits, mak-
ing FDI in that location less attractive. The greater the ME\Experience of poor institutions
at home, the better it perceives it will be able to cope wisk tb its FDI.

Now consider the firm’s investment choice between the twemal host countried, and
2. The firm will consider the expected present values of the lweations and will choose

country1 over country? if

Hsl Hs2
1—0+degq 1—0+0ey

EPV (Fslg) - > 0 (6)

Rewriting expression (6), separating the risk elemen&ddsgi

S[(1 =0+ 0e41) esally — (1 — 0 4 dega) £511141]

EPV (Us12) = PV (Is12) + (1—=0)(1 =04 0eg1) (1 =6+ deg)

(7)

This decomposition indicates that any location advantagedountryl might enjoy is dimin-
ished if country2 is perceived to be a relatively safer investment envirortmen

We have already established that source-country experigmoor institutional quality can
be beneficial for FDI in hosts with poor institutions, but B@xperience is of no use for FDI in
risk-free host countries. Thus there is the potential fondirthat are in all other respects identi-
cal save for their institutional experience, to perceiveeptial FDI returns differently when the
hosts differ in their institutional quality. Suppose théattthere are two firms from different
source countriesd and B. The two potential hosts differ in that count2yis completely safe
but FDI in countryl carries some risk, thatig > r, = 0. We further assume that countBy
has had a more turbulent past than has rock-solid couhtthiat iseg > e, = 0. This allows

us to rank the perceived levels of risks associated withcgoand host pairs of nations:
T1 = €41 > ERl > €40 = Egy = 19 = (.

This characterisation of the four countries might be cdasiswith source countryl being
from the “North” while source country is from the “South”. With regard to the potential

destinations for FDI, host countBycould be considered more “Northern” than host country 1



due to its more robust institutional framework.

We can then re-write (7) as

0114y

~ ) (1 —0+0m)
(1 )5(;B1HBT ) (8)

(1-06)(1—=0+dep)

EPV (FAlg) - PV (FA12> -

EPV (I'piz) = PV (I'p2) —

Suppose that, in the absence of uncertainty, the two firmddamel equally profitable in the
same host nation, that i$l, = 114, = Ilp, for h = {1,2}. Assume also that country
has a location advantage, such tat (I'415) = PV (I'g12) > 0. The second terms of the
expressions in 8 are positive and thus the risk associatdd DI in country 1 will offset
its location advantage. Indeed, if FDI in countrys particularly risky, the relative stability of
country2’s institutions might be sufficiently large that it attra&S| from both firms. However,
country B’s firm has been exposed to poor institutions, making it betlde to deal with any
problems in countryt. Thus it may choose to invest in that location, if the locat@alvantage
is large enough to offset the increased risk of closure,awxtoluntryA’s firm opts for the more
secure environment of county

Maintaining our assumptions regarding the institutiongdexiences of the four countries
in question, we illustrate the circumstances under whidh fioms would choose FDI in the
lower profit, risk-free host over investing in the riskieutlpotentially more profitable, natidh.
Consider first how varying the experience with risk on the pathe firm changes the relative

attractiveness of the two locations.
[Figure 1 about here.]

This is illustrated in Figure 1 which tracdsPV (I';;5) as the experience of the source
country changes. WheliPV (') > 0, the higher return in host counttymore than offsets
the greater risk associated with investing in that counfrige less experience a firm has of
dealing with investment risk, the less able it is to deal whid poor institutional framework in

the higher return country and it would choose low-risk coyit instead.

SThis labelling convention that we have adopted, while nathede, captures an important stylised fact that the
more-established industrialised economies of the “Notintl to have better institutions and have had this high
institutional quality for some time as compared to newlwistdialising nations of the “South”.

5We use the following parameter valud$;; = 1.0, I, = 0.8, = 0.9,71 =0.1,70 = 0,e4 = 0,ep = 0.8
anda = 1.
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Effectively, a MNE with greater experience of institutibmmoblems is more willing to
invest in a risky climate relative to placing its FDI in a saf@st that has a lower return. In
Figure 2, we illustrate the cases under which each MNE maps#ha different host for its

investment and when they co-locate.
[Figure 2 about here.]

The lower line represent8 PV (I'p12) while the upper line show&' PV (" 415). When
country1 is as safe as its rival location for FDI, both firms will chodeanvest there to take
advantage of the higher profitability. The benefits for botimé from investing in country
begin to be eroded as that country’s riskiness increaséghbumpact will be more severe
for the firm from countryA, which has no experience of dealing with poor institutiohkus
higher risk in countryl will eventually make country the preferred location for the FDI of
both firms. There will, however, be a range of levels of rislcauntry 1 at which the more-
experienced firm from source countBy will choose to invest there, while country’s firm,
with little experience of poor institutions, will abandoauntry 1 for the security of investing

in the less risky location of counts

The experienceeffect considers a MNE’s reaction to risk regardless of tbst lcountry.
Our key hypothesis is that the greater exposure of MNEs titutisnal risk in their source
country the smaller the weight attributed to a host coustnystitutional risk in their location
decisions. However there may be other factors that influéimealecision as to whether the
firm may invest in a particular country. Suppose, for inségiicat there are two potential hosts,
identical in every observable respect (including riskiept that one of the countries is already
host to FDI from the same source country as that of the firm. MN& might then be able to
elicitinformation from its compatriot about local investnt conditions, lowering the perceived
risk to FDI in that country. Even in the absence of such kndgéetransfer, the observation
that an enterprise from its own country has set up in a paatitiost might be sufficient for an
MNE to infer that market conditions in that particular lacatare relatively more favourable to
firms with similar backgrounds. Thus, tidemonstration effecaptures the impact on a firm’s

FDI decision of the presence of an existing investment bycmoountrys in host countryh.



A positive demonstration effect would arisedgteris paribusa firm was more likely to invest

in a nation that was already host to FDI from the same sourgetop

We now turn to an empirical examination of North-South andt8¢south FDI in order
to determine whether the interaction between the sourcetggsi public governance quality
with the host country’s public governance quality influehoeestment decisions. In doing so,
we will attempt to gauge the presence and importance of bqibreence and demonstration

effects.

3 Econometric model and data

In this section, we first describe our key variables: the ddpat variable and our measures of
public governance quality. We then turn to the econometathiods, which are fundamentally

related the modeling of over-dispersed count data with pgrderance of zero values. Finally
we briefly discuss the control variables included in our @sgions and provide an example of

how the graphical presentation of our key results shoulahtegpreted.

3.1 Dependent variable

We consider FDI in developing countries where the crostiessal data used are the total num-
bers of majority-owned foreign affiliates located in thessthcountries, as reported by the
UNCTAD on thelnvestment Mapvebsite in November 2007The original source of the data

is The Global Reference Solutioinom Dun & Bradstreet. In terms of data limitations, useful
information, such as the sales or the number of employedsaapgently not reported and cov-

erage and accuracy can vary across countries. Despite¢hesats, the picture provided by
Dun & Bradstreet seems fairly accurate on two grounds. liitste Spearman correlation co-

efficient between the number of U.S. majority-owned foreffiliates reported in the database
and that reported by the U.S. Bureau of Economic Analysi@@6 is 0.90. Secondly, the

Spearman correlation coefficient between the overall nurobenajority-owned foreign af-

filiates reported in the database and the inward FDI stockrteg by UNCTAD in 2007 is

"htt p: // ww. i nvest ment map. or g/ i nvmap/ i ndex. aspx?pr g=1. Information is provided on
foreign affiliates located in developing countries and @coies in transition that do not belong to the European
Union. Hence, only determinants of North-South and Sowtht#$FDI are investigated.
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0.74. Table 1 indicates the main sources and hosts of SouthTF2 top source and host
countries tend to be the largest and the richest economibke.widespread presence of tax
havens among source countries (e.g. British Virgin IslasdBanama) suggests that, despite
Dun & Bradstreet’s efforts, the data include “roundtripgimnd “trans-shipping” FDf. The

“fundamental-based” outward FDI of some countries may s thver- or under-stated.

[Table 1 about here.]

3.2 Measures of public governance

Data on the quality of countries’ public governance comenfiaufmann et al. (2008), who
have evaluated six dimensions of public governance for &g 1996-2007, on the basis of
polls of experts or surveys of businessmen/citizens. Thegoaies are (i) Voice and Account-
ability (VA), (ii) Political Stability (PS), (iii) Governnent Effectiveness (GE), (iv) Regulatory
Quality (RQ), (v) Rule of Law (RL) and (vi) Control of Corruph (CC). VA and PS attempt
to capture the process by which those in authority are ssleatd replaced, GE and RQ are
related to the ability of the government to formulate andlangent sound policies, while RL
and CC assess the respect of citizens and the state for titatinoas which govern their in-
teractions. These indicators have been used widely in tHditebature, e.g. Globerman and
Shapiro (2003) and Daude and Stein (2007), and are avaftaheost countries in the world.

Summary statistics are given in table 2.

The value of each public governance variable, for sourcenasticountries, is the average
of the 1996-2004 values. Two considerations motivate te@sion. First, data for most other
control variables are only available until the year 2004&d®el, we wish to account for the dif-
ferent institutional paths of countries. Our dependenitbde is assimilable to the cumulative
outcome of past investment decisions, partly shaped, dicapto our analytical model, by the
interaction of domestic experience of poor institutionadlity and the quality of a given host

country’s public governance at the time of the decision. rE®ugh institutional risk in the

8Roundtripping refers to the situation where different tneants of foreign and domestic investors encourage
the latter to channel their funds into special purposeiestSPES) abroad in order to subsequently repatriate
them in the form of incentive-eligible FDI. With trans-shipg, funds channeled into SPEs in offshore financial
centres are redirected to other countries, leading to gtlorergences between the source country of the FDI and
the ultimate beneficiary owner.
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source country may be currently low, MNEs, and their marggaay have been exposed to
higher levels of risk in the past, allowing them to gain picadtknowledge on how to operate,
today, in difficult business conditions. From the host copperspective, the current quality of
a host country’s public governance may not perfectly refhast institutional quality. Assum-
ing that a given host country only recently achieved goodipgimvernance, it is likely that it
will not be hostceteris paribusto as many foreign affiliates as a country that developed goo
institutions a long time ago. Averages allow us to accomrteadaimittedly imperfectly, these

institutional dynamics, which may influence, or have inflcesh, FDI decisions.

[Table 2 about here.]

3.3 Econometric model and control variables
3.3.1 Count data modeling

Given that our dependent variable is a count variable, wbahonly take nonnegative integer
values, we adopt a count data mo#ellVe need to tackle three issues: truncation, unobserved

heterogeneity and data-generating procdgg)(of zeros.

The database maintained by Dun & Bradstreet records thershipanformation of firms.
Hence, the UNCTADNnvestment Maplatabase on foreign affiliates only include positive counts
of foreign affiliates by construction. Given that our data auncated from below at zero, the
conditional probability mass functiompinf) f(y|x) needs to be normalised in order that the
truncatedpmfs sum to one:f(y|z,y > 0) = 1{5}’(‘5‘;) with y being the number of foreign
affiliates from source countrylocated in host countr§, andx a number of variables that are

believed to influence the location choices of MNESs.

A Poisson distribution is usually the starting point of a kbdata analysis. Itpmf is

flylp) = e“’“;# with > 0. p is the parameter defining both the mean and the variance of

SVvalues of the correlation coefficients between the 1996 &@d Zalues of the six public governance dimen-
sions range between 0.70 (CC) and 0.88 (VA).

OFor a comprehensive exposition of count data models, seg (H®97) Cameron and Trivedi (1998) and
Winkelmann (2008). Our discussion of count data econogetélies on these sources.
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the Poisson distribution and can be interpreted as the tegp@aimber of times that an event
has occurred, with = E(y|z). Given that the expected number of counts must be positive
(x > 0), an exponential conditional mean function is usually addpy = exp(z’3), where

2/ is the linear predictor. In our empirical analysis, the éinpredictor will be:

'8 = Py + pi1Source PG quality+ ;Host PG quality +

Ps(Source PG qualityx Host PG quality) +
18

Z 3.Control variables

=4
wherePG stands for Public Governance and the control variables earelated to the des-
tination country, the host country or both. A model in whictperience of poor domestic
institutional quality does not matter when MNEs make theaaltion decisions is equivalent
to constrainingss to be equal to zero. On the other hand, if experience matieeseffect
of host country’s public governance on the location deais®ono more ‘unconditional’ and
fully accounted for byj; as the effect becomes ‘conditional’ on experience and spards to
B2 + B3 x Source PG quality Given our previous discussion, and the assumption th&bet
public governance in a source country implies less expeeiefh poor institutional quality, we
expectss to be positive: the smaller the exposure of MNESs to instiail risk in their source
country the larger the weight attributed to a host countiySitutional risk in their location

choices.

It is unlikely that the regressorswill fully explain the individual heterogeneity in the con-
ditional mean ofy. By analogy with the linear regression model, the effectsroitted factors
independent of the observed variables can be capturedeviadtusion of of a random compo-
nente in the conditional mean functioni = exp(2'f + €) = exp(a’B)exp(e) = exp(x’f)u.
The distribution of observations given regressorsnd unknown is still Poisson, implying
that £(y|z,u) = Var(y|z,u). Itis straightforward to see that taking into account urested
heterogeneity does not change the conditional me&fuf = 1 asE (i) = E(pu) = pE(u) =
u = E(y|x). This assumption can be conveniently met if it is assumet:ithe gamma dis-
tributed with parameter, which implies thatZ'(u) = 1 andVar(u) = 2 = a. Unobserved

heterogeneity implies overdispersididr(y|x) > FE(y|z)) since, using the variance decom-
11



position theoremV ar(y|z) = E,[Var(y|z,u)] + Var,[(E(y|z,u)] = p+ o*u > p. The
marginal distribution ofy is a Poisson-Gamma mixture, whose integration evkrads to the
negative binomial distribution fog. Alternatively, the negative binomial distribution may be
understood as the outcome of contagion (dependence) betiweeccurrence of successive
events, implying, for instance, that a first FDI increasesptobability of another FDI. With
cross-sectional data, it is not possible to distinguisivbet an observed distribution of counts
that is the result of unobserved heterogeneity or contagitthough both possibilities seem

feasible in our empirical application.

The truncated conditional mean of a truncated negativenbiglanodel, £ (y|x, «, y > 0),

is the non-truncated conditional meafi(y |z, «), adjusted by the inverse of the probability

E(y|z,a)
1-f(0lz)’

counts assuming a negative binomial probability functibime non-truncated conditional mean

of a positive count: E(y|z,a,y > 0) = where f(0|x) is the probability of zero

can be recovered from the truncated conditional mean byagdhat F(y|z,«) = Pr(y >

0lz)E(y|lz, o,y > 0) = (1 — f(0|x))f_(?}‘(f)’|z)). Such a decomposition, applicable to any count
data model, makes it clear that as long as zeros and posiiiveésare assumed to be generated
by the samelgp, the estimated parameters of the truncated negative bationaidel are infor-
mative regarding the effect of a change in a given regressth® expected number of counts
without truncation.

However, assuming that zeros and positives come from the dgpmay be too restrictive.

In that case a hurdle model, in which the hurdle is set at zamo pe used, i.e.

91(0[2) if y =0

f(y|z,x,a) -
S B(yle, a) = O fo(yle, ) ify>1

where f,(.|x) is the negative binomial conditionpmf, referred as the parent process, and

91(0|z) is the conditional probability of a zero outcome, defined g kgistic function in

1

Treap (77" The negative binomial hurdle

our empirical application such ar(y = 0|z) =
model (NBHM) reverts to a standard negative binomial regicgsmodel (NBRM) whery, (.)
and f»(.) are the same, i.e© = 1. The conditional mean can now be writtefAi{y|z, o) =

Pr(y; > 0]z)E(y2|z,,y2 > 0), where the subscriptsand, are used to emphasise that a
12



hurdle model combines a binary model with a zero-truncatedeh These two models can be

independently estimated and the sets of regressanslz may be overlapping.

The flexibility of the hurdle model is appealing as it may pd&/a more appropriate speci-
fication of the conditional mean function. For a given regoegs; = z;, the overall mean effect

of a change in its value is, in semi-elasticity form:

OE(ylw, 0)/Blylw,a) _ OPr(y: > 0l2)/Pr(y: > 0lz)
8.7}1 ar1
aE(y2|x7a7y2 > 0)/E(y2|x7a7y2 > O)

81’1

It can be readily seen that the overall mean effect of a changegiven regressor can be
decomposed into an effect at the extensive margin, i.e.mfgct on the probability that a
positive count occurs, and an effect at the intensive maign its impact on the expected
number of counts given that at least one event, in our casedeburs. Given that both effects
are no more constrained to be function of the same parameteince they are determined
by two different models (logit and zero-truncated negakivemial model), a regressor may
have an effect at the extensive margin, by influencing théadsdity of crossing the hurdle,
but little effect at the intensive margin, by not affectimg ttruncated conditional expectation.
For instance, from an economic perspective, the hurdle huaaebe interpreted as reflecting
a two-stage decision-making process by MNEs, each (fumalipindependent) part being a
model of one decision. The first part of the hurdle model aeiees the probability that MNEs
from source countrg will decide whether or not to invest at all in host counttiryThe hurdle is
crossed if at least one FDI takes place within a country;paid the second part of the hurdle
model determines the number of affiliates that MNEs fioamoose to establish subsequently
in host countryh. It could be imagined that experience of poor domestic tunstinal quality
lowers the hurdle for investing in a risky developing coyrfitr some MNESs but, once an initial
investment has been made, the knowledge derived from §ctymdrating a foreign affiliate in
the risky country, or observing a compatriot doing that vacyivity, renders past experience
much less relevant when taking the decision of establishdtatitional foreign affiliates. Given

that ‘demonstration’ effect, experience of institutiomak would only have an effect at the
13



extensive margin.

3.3.2 Specification tests and econometric model adopted

The Poisson distribution is a special case of the negativenial distribution whermv = 0. It

is for instance easily seen thatdif= 0, Var(y|r) = p + 0% = u, leading to the rejection of
overdispersion, and by extension, unobserved heterage@nce the zero-truncated Poisson
model (ZTPM) is nested in the zero-truncated negative biabmodel (ZTNBM), through the
parametric restriction that = 0, Wald or Likelihood ratio tests, modified to take into accbun
thata > 0, can be be used to test the null hypothesis ¢that 0. In our empirical application,

both tests always reject the absence of overdispersion.

[Table 3 about here.]

Even though our data are truncated at zero we can populatgataset with zero values,
which correspond to country-pairs for which no FDI has beeseoved, as we are not restricted
by a lack of information on explanatory variables whee- 0. In that case, even though the
estimators of the ZTNBM are consistent, is is more efficienige a standard NBRM, which
uses more information aboyt Hence the choice of our final model boils down to making a
selection between the single-index NBRM in which zeros avgitjves are assumed to have the
samedgpor the multi-index NBHM in which the opposite is assumed. Adified likelihood
ratio (LR) test, the Vuong model selection test (Vuong, )98@eds to be used to determine
which model is closer to the true model, because the NBRM hadNBHM are not nested.
This test is fundamentally based on testing the null hymiththat the log-likelihood of both
models, evaluated at their respective maximum likelihosithetes, has the same expected
value, i.e. both models are equivalent. Large positiveagbf the Vuong statistid{ > 1.96)
favor the null (first) model, whereas large negative valués( —1.96) favour the alternative
(second) model. We compute the Vuong statistic for NBHM vB8RW and, as a robustness
check, for NBHM vs. PHM (Poisson Hurdle model). We also testhlBHM against another
popular model that captures flexibly the generation of zenants, the ZINB (Zero-Inflated
Negative Binomial) model. The main difference between tiB#HN and the ZINB is that the

latter allows zeros to be generated by both binary and cawmtegses. Conceptually, we did
14



not adopt the ZINB model as it seems unlikely that our zeroesicorrespond to a situation
in which investment could have taken place but did not alytwadcur, given the fact that our

dependent variable represents the cumulative outcomédstlinvestment decisions until the
end of 2007. Table 3 shows that, in our empirical applicattbe LR test of Vuong always

favours the NBHM.

3.3.3 Control variables

We assume that the variable$ hich influence the probability that MNEs from a given saurc
countrys will invest in a given host country are the same as those) that determine the ex-
pected number of foreign affiliates, conditional on the fhett MNEs froms have at least
invested once irh. In addition to the public governance variables for the seuand host
countries and their interaction, the vector of explanatasiables includes fourteen control
variables, listed in table 4, most of them are commonly foumithe FDI literature of gravity-
type models! A tax haven source country dummy is also included in orderotrol for
the over-reporting of FDI originating from offshore finaakccentres/tax havens. Finally, to
reduce the risk that the interaction of the public goverearariable picks up any unobserved
effect related to the proximity of economic development @oantry-pair, e.g. similarity of

customers’ tastes, we introduce the similarity index psgabby Buch et al. (2005). It is cal-

abs(GDPPC),—GDPPC,
max(GDPPC),GDPPCj

culated asS,, = 1 — ; and ranges between 0 (very dissimilar) and 1 (very
similar). Values of control variables have been averageut the 2000-2004 period, to reduce

the influence of short-run fluctuations or measurementrror

[Table 4 about here.]

3.3.4 Graphical interpretation of results

In our analytical model, we argue that an MNE’s experiencpaur institutions at home may
influence its willingness to invest in risky locations. Inrfeular, we would expect investors

who have experienced poor domestic institutional quabitype less deterred by country risk

IAs noted by Blonigen et al. (2007#e gravity model is arguably the most widely used empispakification
for FDI” (p. 1309). Bergstrand and Egger (2007) and Head and Rie&8j2tave recently provided theoretical
rationales for estimating FDI gravity equations.
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abroad. Hence, the effects of an improvement in the qualitylwost country’s public gover-

nance, may not be unconditional, in the sense that they depethe origin of the FDI.

We adopt a graphical approach to present our results, im togeovide a meaningful inter-
pretation of the unconditional and conditional impacts wblpc governance at different stages
of the decision-making process of MNEs. Figure 3 shows howwmemarise the unconditional
and conditional effects of each public governance varjdhleng as an example the overall ef-
fect of an improvement in Government Effectiveness (GE)henexpected number of foreign

affiliates.

The top graph provides the estimated unconditional factmeiase in the expected number
of foreign affiliates given a unit discrete change in &E8epicted by a medium-width solid line,
and its 95% confidence interval, depicted by dashed linesirc8anstitutional quality is on
the horizontal axis, with a greater value implying less egrese of poor institutional quality.
All lines are horizontal since the effect of an improvementhe quality of a host country’s
public governance on MNEs’location choices is assumedadepend on their experience of
poor domestic institutional quality. A horizontal dottewd is also drawn, which intersects the
vertical axis at a factor increase of one. Statistical $igamce is achieved when all lines are
above the dotted line, i.e. when the confidence interval doésnclude an estimated factor
increase of one, corresponding to an impact of public gamea on FDI not significantly

different from zero.

The middle graph provides the estimated conditional efééa unit increase in GE, de-
picted by a thick-width solid curve, and its confidence imérdepicted by dashed curves. In
order to obtain this conditional effect, the host counti@E measure is interacted with the
source country’s GE measure. The curves, for this specifitippgovernance dimension, are
upward-sloping, in line with our hypothesis that the eféect public governance depend on
MNESs’ experience of poor domestic institutional qualitywd vertical lines are also drawn.
The first of these indicates the value of the measure of utitital quality for a median “FDI-

active” source South country while the second indicatesahge of the measure of institutional

2More specifically, we examine the impact of a one unit chandggi, centered around its median value in the
truncated sample (see table 2).
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quality for a median “FDI-active” source North country.

The bottom graph, that we will report in the next section,@intombines the two preced-
ing graphs and allows a direct comparison between the uito@mmal and conditional effects of

public governance.

[Figure 3 about here.]

Given the relative complexity of our econometric model, and emphasis on discrete
changes, all estimated effects, and their confidence mitenare calculated following the
simulation-based approach of King et al. (2060)n a first stage, 10000 simulations of the
main and auxiliary parameters are drawn from a multivametenal distribution with means
equal to the vector of parameter estimates and variances &gthe variance-covariance ma-
trix of parameter estimates. For each draw, the effect ofamgé in the value of the public
governance variable on the value of the predicted prolgduidiunt is then calculated and ex-
pressed as a factor change, holding other variables atttheicated sample medians. The
reported impact in each figure is the average of the 10000latetleffects while their 2.5 and
97.5 percentile values, respectively, provide the lower @apper bounds of a 95% confidence

interval.

4 Results

We relegate our (initial) regression coefficient estimatethe Appendix since we only focus
on the effects of public governance and have adopted a gapgpproach. We simply note
that it can be seen in table 6 that all control variables hageekpected sign and are generally
significant across regressions. In addition, table 7 shbasshetter governance in the source
country tends to promote FDI, even though the impact dependke dimension and margin
considered. This positive effect of better institutionaatity on outward FDI corroborates the

results of Globerman and Shapiro (2002).

13gy “FDI-active”, we mean that firms from this source countavh at least invested once abroad. Note that
these lines do not indicate estimates but are simply sumstatigtics for the sample data.
14This procedure is essentially an application of the pardmieootstrap.
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4.1 Discussion

We start the discussion of our results by looking at the dvefects of better public gover-
nance on the expected number of foreign affiliates (figureditable 5). Without taking into
account the mitigating influence of experience of instindl risk, we find that only the RL
dimension does not exert a statistically significant immacthe expected number of foreign
affiliates located in a given host country. Among the othetegonance variables, improvements
in RQ, following by improvements in VA, would have the bigg@apacts on FDI attractive-
ness. For instance, if Ghana’s average VA had been ratedjhsakithat of South Africa or
if India’s average RQ had been rated as high as that of Soutbak@bout the equivalent of a
one point increase), the number of foreign affiliates lod@tehese countries would have been
expected to increase by a factor of 2.7 and 2.9 respectiVélgse results are in line with the

findings of previous empirical literature.

The picture becomes much more nuanced when we take intomtdt@i not all investors
are equal in the face of institutional risk. We find that thagistical and substantive significance
of an improvement in the quality of a host country’s publizgmance crucially depends, in
most cases, on whether MNEs have had experience of podutiwtial quality at home. The
intersection of the solid curves with the two vertical lin@svides useful points of reference.
For MNEs located in a median FDI-active developed counmgrbvements in every public
governance condition besides RL would still, in statidtaoad substantive terms, significantly
raise the expected number of foreign affiliates in a givemtgu The conditional effects are
10-20% larger than the unconditional effects. On the othedhfor MNEs located in a median
FDI-active developing country, several public governagiceensions are no more statistically
significant, e.g. GE, while the economic impacts of the atlage significantly reduced. For
instance, a one point increase in RQ would increase the tegh@cimber of foreign affiliates
belonging to MNEs located in a median FDI-active develomiogntry by a statistically signif-
icant factor of only 2.4, four-fifths of the unconditionafesft. These findings strongly support
our hypothesis that the sensitivity of firms to foreign riskieterogenous, as it depends on their
experience of risk in their source country. However a nafte exception is when we look

at the effects of PS. The conditional effect is almost uitigtishable from the unconditional
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effect.
[Figure 4 about here.]
[Figure 5 about here.]

[Figure 6 about here.]

The unconditional and conditional overall mean effectsettdr public governance on the
expected number of foreign affiliates does not provide adatlount of how an improvement
in host country’s public governance influences MNESs’ decisamnaking process, as it is a com-
bination of effects at the extensive and intensive margins, for instance, conceivable that
the overall positive effect previously put forward is mggsiue to a rise in the probability that
MNES invests in a given host country, without any change engkpected number of foreign
affiliates once a FDI has initially taken place. Such a situnatould arise if the initial invest-
ment by a MNE from a given source country generates ‘dematistr effects’ for itself and
other MNEs, compensating for any lack of prior experiengeadr institutional quality in their
source country. Hence, we now turn to the examination of tiygacts of the various public

governance dimensions at the extensive and intensive nsargi

At the extensive margin, only improvements in VA, GE and RQuidaesult in a statisti-
cally significant positive unconditional impact on the pabbity that a given host country is
chosen as a FDI location. Once again, a one unit increase iw&@ generate the largest
factor increase. The conditional effects again supporthyyothesis since, for every public
governance dimension, including PS, the impact of bettblipgovernance increases as expe-
rience of poor institutional quality at home decreasesnfaostatistical significance perspec-
tive, only improvements in VA and RQ would matter for MNEsdbed in a median FDI-active

developing country.

At the intensive margin, improvements in VA, PS, GE, RQ andwvzftild result in a sta-
tistically significant positive unconditional impact oretexpected number of foreign affiliates
once MNEs from a given source country have at least invested o a given host country.

Conditionally, only improvements in VA and PS would statially matter for MNESs located in
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a median FDI-active developing country. The curves damicthe conditional effects weakly
suggest that ‘demonstration effects’ may indeed exist@gtidnd to be flatter than those at the
extensive margin. For instance, the average ratio betweeastimated conditional effects for
a median FDI-active developed country and for its develgpiounterpart is about 1.17 at the
extensive margin, but 1.07 at the intensive margin. Finally find the reason for the absence
of support to our hypothesis when we look at the overall ¢ftddetter PS: the conditional

effect at the intensive margin is negatively related to eemee of poor institutional quality.

Overall, these empirical findings confirm our broad hypoth#sat South MNEs are less
deterred by risk than North MNESs, thanks to greater expeeai poor institutional quality at
home. They also point out that the latter may be particulanicial when a South country is
terra incognitafor MNEs located in a given source country, whereas it maytenétss once a

first foreign affiliate has been established.

In the next section, we submit our results to a battery of stiess checks.

4.2 Robustness checks

We consider, in turn, the issues of aggregation, data iigtiabhnd governance proxies.

In our database, the number of foreign affiliates are avialabthe sector level. However,
we decided to use only the aggregate number of foreign &fdjaiven that the rest of our data
are only available at the country-level. We thus implicalssumed that, whichever the sector,
FDI is driven by the same determinants. It could then be arghat our results are an arti-
fact of an aggregation bias, based on the presuppositiohMiN&s from developing countries
tend to primarily invest in the primary sector whereas MNiesif developed countries mainly
invest in the secondary and tertiary sectdSrsMNEs motivated by the extraction of natural
resources have very little choice with regard to the locatibtheir foreign affiliates, given the

uneven world distribution of subsoil assétsGreater location choice allows MNEs operating

5The primary sector includes such activities as mining artdaetion of crude petroleum and natural gas.
The secondary sector includes such activities as manuéofuwchemical products and manufacture of electric
and electronic equipment. The tertiary sector includes sutivities as wholesale and retail trade and financial
intermediation.

18MNESs they may still be deterred by the combination of vergéasunk costs and the frequent occurrences of
“obsolescing bargains” (Vernon, 1971) between the MNE aedbst country, resulting in creeping expropriation.
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in other sectors to choose relatively safe countries. Ihdhse, our negative relationship be-
tween experience of poor institutional quality and theeaftd an improvement of a given host
country’s public governance may only reflect the heterogersectoral motives of developed
and developing countries MNEs. This line of reasoning isenieless not supported by em-
pirical evidence. In our sample, foreign affiliates belamgio developed countries MNES are
relatively more numerous than their developing countesg@di0% vs. 7%) in the primary sec-

tor. In addition, it can be seen in table 5 that excludingifpreffiliates located in the primary

sector from our sample leaves our initial conclusions ungkd.

It is also likely that the number of foreign affiliates is undgported in some countries.
In order to check whether our results are not affected byrieasurement error in the de-
pendent variable, we assume that the activities of a cosrti}Es are better recorded when
Duné&Bradstreet, or one of its worldwide network membergliexly covers a given coun-
try.}” Table 5 shows that removing uncovered countries from oupsadoes not substantively

change our main results.

Finally, throughout the paper, we have used the World Baneg@ance variables; unfortu-
nately they are only available for a recent time period. Aeraktive measure of institutional
quality, widely used in the FDI literature, is tHaternational Country Risk GuidfdCRG)
Political Risk rating, which aggregates numerical evatret of twelve dimensions of political
risk.!® The indicator ranges from 0 (high political risk) to 100 (raipcal risk). Its spatial cov-
erage is less than that of our public governance proxiestlisiavailable over the 1984-2008
period. Hence, using its 1984-2004 average may allow usttertmpture the institutional tra-
jectories of source and host countries, and their inteyast? Table 5 indicates that this new

public governance proxy makes little difference to ouratitesults.

[Table 5 about here.]

The list of the countries covered are available Htt p: // dnb. com au/ Header / About _Us/
Conpany_profil e/ DandB_Wor | dwi de_Net wor k/ DandB_Wor | dwi de_Net wor k_nenber s/
i ndex. aspx. MNEs from these countries are responsible for about 40%B8#tl of total and strictly positive
observations respectively.

18These dimensions are (1) government stability, (2) socinemic conditions, (3) investment profile, (4) inter-
nal conflict, (5) external conflict, (6) corruption, (7) ndry in politics, (8) religion in politics, (9) law and order
(10) ethnic tensions, (11) democratic accountability) @iEreaucracy quality. Sde t p: / / www. pr sgr oup.
com

190ur results are robust to the use of other period averages.
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5 Conclusion

This paper addresses a gap in the existing literature bysiigaging, theoretically and empir-
ically, whether the higher prevalence of South MNEs in risleweloping countries may be
explained by the experience that they have acquired of pmtitutional quality at home. We
confirm the intuition provided by our analytical model by shag empirically that the positive
impact of good public governance on FDI in a given host cquisttmoderated significantly,
and for some dimensions eliminated, when MNEs have had exuer of poor institutional
quality at home. In contrast, MNEs with little experience deterred much more by bad pub-
lic governance conditions than could have been inferrech fam unconditional estimation of

the effects of public governance on FDI.

The growth of South FDI and its relative insensitivity tokrimay be good news for those
countries with underdeveloped institutions, as thesenatare often amongst the poorest and
the most in need of additional capital. Furthermore, it isgdole that South-South FDI may be
of more benefit to developing countries than North-South iRRérms of technology transfer,
given lower technology gaps. However, the fact that SouthBgMre less worried by the
quality of the host country’s business environment or thepeet of political and civil rights
than their Northern counterparts may impede the positiflaence of globalisation towards

better governance, which, overall, remains a strong détamhof FDI.
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Table 1: Sources and destinations of South FDI

Number of foreign affiliates

Main source countries Main host countries, by source

South North South North
Mauritius 23 Norway 282 Chile 27 Viet Nam 260
Poland 26 Belgium 311 Barbadd$ 30 Croatia 300
Venezuela 27 Cayman Islarid$ 311 Nicaragua 35 Ecuador 314
Costa Rica 35 Portugal 406 Thailand 36 Uruguay 315
Guatemala 37 Australia 412 El Salvador 37 Egypt 410
Turkey 39 Finland 531 Philippines 38 Peru 420
China 39 Luxembourd 531 Guatemala 41 Ukraine 449
Saudi Arabia 42 Austria 532 India 45 Pandfha 459
Indonesia 43 British Virgin Islandg” 706 Bolivia 49 Morocco 460
Thailand 46 Denmark 746 Ecuador 50 South Africa 640
Russian Federation 52 Bermud& 792 Costa Rica 50 Philippines 654
Trinidad and Tobago 54 Taiwan Province of China 851 Malaysia 53 Colombia 838
Czech Republic 73 Canada 860 Turkey 62 Venezuela 863
Colombia 84 Sweden 1303 Ukraine 73 Indonesia 914
South Africa 89 Italy 1522 Uruguay 76 Chile 993
Barbados®" 114 Singaporé 1556 Panant& 80  Thailand 1068
India 154 Spain 2416 Colombia 87 Turkey 1355
Uruguay 162 Switzerlarté 2762 Peru 88 Republic of Korea 1793
Malaysia 207 Netherlands 3839 Venezuela 100 Russian Rigtera 2000
Argentina 212 United Kingdom 4616 Indonesia 115 Malaysia 623
Chile 265 Hong Kong, Chirt4 4652 Russian Federation 115 India 2372
Panam& 292 France 6077 Mexico 144  Argentina 3215
Brazil 305 Germany 7535 Argentina 456  Mexico 10018
Mexico 317 Japan 10586 Brazil 667 Brazil 18023
Republic of Korea 787 United States 20267  China 710 China 2891
Total 3887 75487

Notes: South: developing country according to World Bardssification (low and middle income countries). North: deped
country according to World Bank classification (high incoocmeintries)t: country not included in the estimation sample due to data
limitations*": tax haven countries. Data sources: UNCTAD and Dun & Bragstr
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Table 2: Public governance: summary statistics

Variable Mean Mediah Std.dev. Min  Max
Host
Voice and Accountability (VA) -0.41 -0.32 0.80 -2.10 1.30
Political Stability (PS) -0.36 -0.30 0.85 -241 1.35
Government Effectiveness (GE) -0.44 -0.29 0.61 -1.96 1.31
Regulatory Quality (RQ) -0.42 -0.17 0.73 -2.41  1.39
Rule of Law (RL) -0.48 -0.40 -0.54 -2.13 1.22
Control of Corruption (CC) -0.45 -0.39 0.62 -1.70 1.36
Source
Voice and Accountability (VA) -0.06 1.24 0.97 -2.10 1.63
Political Stability (PS) -0.04 0.81 0.94 -2.41 1.49
Government Effectiveness (GE) 0.00 1.62 0.98 -1.96 2.26
Regulatory Quality (RQ) -0.02 1.29 0.96 -2.41 1.87
Rule of Law (RL) -0.05 1.39 0.97 -2.13 1.96
Control of Corruption (CC) -0.01 141 0.98 -1.70 2.35

Note: Std. Dev.: Standard deviation. Values averaged dwer1996-2004 period.
Median®: Median values correspond to the truncated sample mediata.source: Kauf-
mann et al. (2008).

27



Table 3: Choosing between models

Governance indicator VA PS GE RQ RL CC
NBHM vs. NBRM 10.85 11.18 6.68 6.38 5.48 7.07
NBHM vs. HPM 13.80 13.37 14.31 14.39 13.32 14.47
NBHM vs. ZINB 439 230 248 336 252 2.28

Notes: A positive value of the Vuong statistic greater than indicates that the first model should be
preferred to the second model. VA: Voice and Accountabili®S: Political Stability. GE: Government
Effectiveness. RQ: Regulatory Quality. RL: Rule of Law. GZntrol of Corruption. All models include

the full set of control variables.
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Table 4: Dependent and control variables

6¢

Variable Expected sign Definition Source Mean Std. Dev. Min. Max.
. - Number of foreign affiliates established in host courittyy MNESs located in source Dun &
Foreign affiliates Dependent countrys Bradstreet/ UNCTAD 3.17 7 0.00 5825
Host GDP + Ln gross domestic product (GDP) of the host couimr®000 constant PPP $US 16.81 2.07 11.83 22.50
Source GDP + Ln gross domestic product (GDP) of the sourcetggun 2000 constant PPP $US 17.24 2.16 11.83 23.03
Heston et al. (2002)
Host GDPPC + Ln gross domestic product per capita of the msttry, in 2000 constant PPP $US 8.11 0.95 6.11 10.27
Source GDPPC + Ln gross domestic product per capita of thesaountry, in 2000 constant PPP $US 8.58 1.18 6.11 10.80
L _ bs(GDPPC;, —GDPPC5)

Similarity index + Sep=1-— r(jLax(GDPP(?h,,GDPPCS) 0.38 0.27 0.01 1.00
Distance ) Ln population-weighted bilateral distance between the@aountry and the host 8.78 0.73 455 9.89

country, kms
Dummy set equal to 1 if the host country and the source cowthiayes a common

Contiguity + border 0.02 0.13 0.00 1.00

Common language + Dummy set equal to 1 if the host country and the source cowthiayes a common CEPII Mayer and Zignago 017 0.37 0.00 1.00
language (2006)

Colony + IIi)nukmmy set equal to 1 if the host country and the source counatvg ever had a colonial 0.01 0.08 0.00 1.00

Landlock - Dummy set equal to 1 if the host country is landémtk 0.23 0.42 0.00 1.00

RTA + Dummy set equal to 1 if the host country and source countrynamdved in a regional 001 0.09 0.00 1.00
trade agreement (RTA)

GsP + Dummy set equal to 1 if the host country and source countrynaidved in a Rose (2004) 0.06 0.24 0.00 1.00
generalised system of preferences program (GSP)

cu + Dummy set _equal to 1 if the host country and source countrynaodved in a strict 0.01 0.07 0.00 1.00
currency union (CU)

Tax haven + Dummy set equal to 1 if the source country is identified by th®.Department of Hines and Rice (1994) 0.10 0.30 0.00 1.00

Treasury as a tax haven

Notes: Income data have been averaged over the 2000-20064.per
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Table 5: Robustness checks

VA PS GE RQ
Changes in sample
] C-Dvping C-Dvped U C-Dvping C-Dvped U C-Dvping C-Dvped U [8xping  C-Dvped

Extensive margin  1.65*  1.62* 1.78* 1.20 1.18 1.22 147 1.24 1.64* 1.80* 1.67* 1.93*
No change Intensive margin 1.60* 1.48* 1.62* 1.38* 1.45* 53 1.46* 1.22 1.50* 157 1.42 1.57*

Overall 2.67% 2.42* 2.90* 1.66* 1.72* 1.66* 2.17* 1.53 2.47* 2.85¢  2.39* 3.06*
Overall dvping
verall dvped 0.83 1.04 0.62 0.78
Without Extensive margin  1.66*  1.64* 1.79* 1.21 1.19 1.22 48  1.24 1.65* 1.81* 1.71* 1.93*
primary Intensive margin 1.60* 1.49* 1.61* 1.39*  1.45* 137 1.46* 1.24 1.50* 157 1.43* 1.58*
sector Overall 2.66* 2.47* 2.90* 1.69* 1.74* 1.69* 2.19* B5 2.49*% 2.87*  2.48* 3.08*
Overall dvping
Overaldvped 0.85 1.03 0.63 0.81
Only Extensive margin  1.37*  1.48* 1.43* 1.08 1.04 111 1.27*1.33 1.33* 1.39* 1.61* 1.46*
from source countries Intensive margin 1.43* 1.15 1.51* 61.3 1.39* 1.33 1.33 0.99 1.41* 1.45* 1.33 1.45*
where D&B is present  Overall 1.97* 1.71* 2.16* 1.48* 1.44* 70* 2.68* 1.33 1.90* 2.03* 2.16* 2.13*
Overall dvping
verall dvped 0.79 0.85 0.70 1.01

RL CcC ICRG-PR
Changes in sample
U C-Dvping C-Dvped U C-Dvping C-Dvped U C-Dvping  C-Dvped

Extensive margin  1.17 1.02 1.25 1.17 1.04 1.22
No change Intensive margin 1.12 1.10 1.12 1.44* 1.38 1.43*

Overall 131 1.13 1.47 1.69* 1.44 1.76*
Overall dvping
Overall dvped 0.77 0.82
Without Extensive margin  1.17 1.03 1.26 1.17 1.05 1.22
primary Intensive margin 1.12 1.10 1.12 1.45* 1.40 1.45*
sector Overall 1.32 1.14 1.41 1.71*  1.47 1.78*
Overall dvping
Overall dvped 0.81 0.83
Only Extensive margin ~ 1.13* 1.11 1.17* 1.12 1.13 1.15*%
from source countries Intensive margin 0.98 0.87 1.24 1.24 071 1.29
where D&B is present  Overall 1.11 0.97 1.20 1.40 1.22 1.49*
Overall dvping
Overall dvped 0.81 0.82
Use of Extensive margin 1.25* 1.20 1.32*
ICRG Political risk Intensive margin 1.35¢* 1.12 1.44*
variable (1984-2004) Overall 1.70* 1.35 1.92*
Overall dvping 0.70

Overall dvped

Notes: * denotes statistical significance (at least) at #elével. Numbers correspond to the estimated factor ineréalbwing a one unit increase (ten points increase in the
ICRG PR case) in a given public governance variable. U: Eg#dhunconditional effect. C-Dvping: Conditional effeat,the median FDI-active developing country value.
C-Dvped: Conditional effect, at the median FDl-active deged country value. VA: Voice and Accountability. PS: Foll Stability. GE: Government Effectiveness. RQ:
Regulatory Quality. RL: Rule of Law. CC: Control of Corruti
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Table 6: Determinants of South-South FDI: control variable

VA PS GE RQ RL CcC
Determinant/Margin  Extensive Intensive  Extensive Iritens Extensive Intensive  Extensive Intensive  Extensiveendite  Extensive Intensive
@ @y &) ) 3 ©) 4) 4y ®) 6y (6) (6)
Source In(GDP) 0.75* 0.51* 0.7 0.46** 0.65** 0.46* 0.72* 0.49** 0.68** 0.45** 0.69* 0.46*
(0.03) (0.04) (0.03) (0.04) (0.03) (0.03) (0.03) (0.04) 0@®. (0.04) (0.03) (0.04)
Host In(GDP) 0.64* 0.78** 0.57* 0.76"** 0.55** 0.72* 0.57* 0.72** 0.55** 0.72** 0.56* 0.74**
(0.06) (0.08) (0.04) (0.09) (0.04) (0.08) (0.04) (0.07) 04). (0.09) (0.04) (0.08)
Source In(GDPPC) 0.80* 0.90** 0.95* 1.19** 0.37** 1.15* 0.57** 0.93** 0.40** 1.17+ 0.42* 1.13**
(0.07) (0.20) (0.09) (0.20) (0.08) (0.24) (0.08) (0.28) 0®). (0.20) (0.08) (0.22)
Host In(GDPPC) 0.07 -0.19 0.21 -0.08 0.04 -0.11 -0.02 -0.12 0.17 0.06 0.18 -0.07
(0.12) (0.23) (0.12) (0.22) (0.13) (0.21) (0.12) (0.21) 1. (0.20) (0.13) (0.23)
Similarity index -0.06 0.89 0.02 0.70 0.36 0.68 0.04 0.56 0.42 0.81 0.41* 0.65
(0.20) (0.61) (0.19) (0.55) (0.18) (0.54) (0.20) (0.61) 18). (0.54) (0.18) (0.53)
Ln(distance) -1.10* -0.47*  -0.94* -0.39*  -1.02** -0.4L>*  -1.08** -0.42*  -0.95** -0.39**  -0.98** -0.40*
(0.07) (0.10) (0.08) (0.10) (0.08) (0.112) (0.08) (0.112) 0®). (0.112) (0.08) (0.11)
Contiguity 0.57** 0.76* 0.45* 0.82** 0.46 0.76" 0.47* 0.69" 0.55"** 0.82** 0.45* 0.80"*
(0.20) (0.29) (0.21) (0.29) (0.19) (0.30) (0.19) (0.30) 2. (0.30) (0.19) (0.30)
Common language 1.05 0.9 1.1 0.92** 1.08** 0.9 1.03** 0.87** 1.09** 0.98** 1.05* 0.93**
(0.13) (0.20) (0.12) (0.19) (0.13) (0.18) (0.13) (0.19) 1. (0.20) (0.13) (0.18)
Former colony 1.00* 0.80* 1.06"** 0.87** 1.02** 0.87* 1.09** 0.91+** 1.05** 0.85** 1.04** 0.86*
(0.22) (0.25) (0.22) (0.27) (0.23) (0.27) (0.26) (0.28) 2Q®. (0.28) (0.23) (0.28)
Landlocked -0.52 -0.29 -0.66™* -0.34 -0.65** -0.32 -0.56* -0.31 -0.67* -0.32 -0.67** -0.24
(0.24) (0.26) (0.23) (0.29) (0.24) (0.26) (0.24) (0.30) 20). (0.27) (0.25) (0.27)
RTA 1.29~* 0.9 1.76"* 1.06"* 1.65** 1.4 1.47* 1.17 1.78** 1.15** 177+ 1.4~
(0.28) (0.22) (0.29) (0.26) (0.29) (0.27) (0.30) (0.27) 2@®. (0.26) (0.29) (0.27)
GSP 0.89** 0.41+* 1.32¢** 0.69** 1.06"** 0.67* 1.04** 0.51** 1.07** 0.73** 1.09** 0.66*
(0.12) (0.19) (0.12) (0.19) (0.12) (0.18) (0.11) (0.17) 1®. (0.17) (0.13) (0.18)
Cu 0.69 2.51** 0.55 2.183** 0.60 2.21** 0.70 2.13** 0.54 2.22** 0.51 1.95**
(0.68) (0.70) (0.64) (0.59) (0.61) (0.61) (0.57) (0.62) 640). (0.64) (0.62) (0.56)
Source tax haven 1.48° 1.7 1.33** 1.06"** 1.4 1.05** 1.09** 1.05** 1.26"* 1.04** 1.25** 1.06"**
(0.12) (0.16) (0.12) (0.16) (0.11) (0.17) (0.12) (0.17) 1. (0.17) (0.12) (0.18)
Constant -26.67*  -27.46"** -28.52** -29.89** -20.44** -28.53** -22.38** -26.90** -22.82** -30.33** -23.16** -29.10**
(1.58) (1.91) (1.73) (1.98) (1.87) (2.56) (1.75) (2.27) 86). (2.37) (1.79) (2.11)

Notes: ***, ** *denotes respectively significance at the 1, 5 and 10% le¥ahd&rd errors are in parentheses. All standard errorsedeedscedasticity-robust and clustered at the host gountr
level. VA: Voice and Accountability. PS: Political Stalyli GE: Government Effectiveness. RQ: Regulatory Qualkty: Rule of Law. CC: Control of Corruption. RTA: Regional TieAgreement.
GSP: Generalised System of Preferences program. CU:Gtriceéncy Union.



ce

Table 7: Determinants of South-South FDI: public goverganc

VA PS GE RQ RL CcC
Determinant/Margin  Extensive Intensive  Extensive Iritens Extensive Intensive Extensive Intensive Extensiveendite Extensive Intensive
@ ) 2 ) 3) ©)) 4) 4y (5) 6) (6) (6)
Source VA 0.73** 0.64~
(0.14) (0.22)
Host VA 0.74** 0.66**
(0.06) (0.11)
Source PS 0.24 0.44~
(0.14) (0.16)
Host PS 0.32¢** 0.04
(0.08) (0.12)
Source GE 0.53** 0.53*
(0.18) (0.21)
Host GE 0.97** 0.08
(0.07) (0.13)
Source RQ 0.83** 0.61**
(0.16) (0.22)
Host RQ 0.96* 0.46"*
(0.09) (0.19)
Source RL 0.20 0.14
(0.16) (0.20)
Host RL 0.96** 0.11
(0.08) (0.13)
Source CC 0.20 0.50*
(0.17) (0.24)
Host CC 0.83** 0.08
(0.06) (0.11)
Observations 24569 24569 24569 24569 24569 24569 24569 9245624569 24569 24569 24569
Log pseudolikelihood -8857 -9070 -8978 -8916 -9022 -9004

Notes: ***, **, *denotes respectively significance at the 1, 5 and 10% levehd&rd errors are in parentheses. All standard errorsegeedscedasticity-robust and clustered at the host gountr

level. VA: Voice and Accountability. PS: Political Stalyli GE: Government Effectiveness. RQ: Regulatory Qualtly: Rule of Law. CC: Control of Corruption.
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Figure 1: Experience of risk and expected benefit from a riskgstment
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Figure 2: Relative host-country risk and FDI-location aioi
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Figure 3: Graphical interpretation of results
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Figure 4: The moderating influence of experience of poortutginal quality: overall effect
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Figure 5: The moderating influence of experience of pooitutginal quality: extensive mar-
gin
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Figure 6: The moderating influence of experience of pooitutginal quality: intensive margin
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