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ABSTRACT

While conventional wisdom holds that policy rdskhe risk that a governmentill opportunistically alter
policies to expr opr idadeters faeigh direcmvestmerEllt),fwe airgue that a s s e f
multinational firms vary in their response kmstcountry policy risk as the result of differences in
organizational capabilities for assessing and managing suc¢hwhsth are shapethy the homecountry
policymaking environment. Specifically, we hypothesize thatdifrom home countries with weake
institutional constraints on policymakers, or more intense policy competition among interest groups
divided along economicroethnic lines, will be less sensitive to hasuntry policy risk in their
international expansion strategies. Moreover, firnmnfrsufficiently risky or contentious horo®untry
environments will seek out riskier host countries for their international investments, in order to leverage

their political capabilities and attain competitive advantafjye. find support for our hypothesés a

statistical analysis of theDI location choice®f multinational firms in the electric power industiyring
theperiod19901 999, the industryds first decade of inter

" Author order is alphabetical and does not reflect relative contribution. We are grateful to Witold Henisz, Amy
Hillman, David Mowery, Joanne Oxley, Beth Rose, Pablo Spiller, Oliver Williamson and to seminar participants at
the University of California, Béeley, the Academy of Management, the Academy of International Business and the
Strategy Research Forum for many helpful comments and suggestions on this and earlier drafts of the paper.
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1. Introduction
Conventional wisdom holds that policy ré&khe risk thata governmentwill opportunistically alter
policies to expr opr idadetersfareigr directnivestmgni-(a)f Researchanr asse
international busines&obrin 1978; Kobrin 1979)economicgBrunetti and Weder 1998; Wei 2008ee
alsoMauro 1995)and political scienc€lensen 20033upports this viewfinding a negative relatiohgp
between various measures pblicy risk or instability and inwardFDI. In focusing on aggregate
investment flows, this research necessarily abstracts away from variafiion-ievel responses to policy
risk. Yet, in many casesmultinational firms do invest m risky host countries. For example, ithe
empirical setting that we examirelow; the globalelectric power industry almost 25 percentf the
crossborder investments made by privatelywned firmsduring the 1998 wereinto countriesthat ranked
in thetop quartile of policy riskaccording to one commoniysed measure

In this paper, we argue thagriation in multinationa desponse to hostcountry policy riskis
attributable todifferences inorganizational capabilities for assessing amahagingsuchrisk that are
shapedby a f i home@asntry policymaking environmentVe hypothesizethat firms from home
country environments characterized by weakstitutional constrainten policymakers or more intense
policy competition among interest groupsi.e., environments which facilitate the development of
fi p ol dcapablitesd will be less sensitive to hesbuntry policy risk in their international expansion
strategies. Moreover, firms from sufficiently risky contentioushomecountry environmeist will seek
out riskierhostcountriesfor their international investmentis order toleverage theipolitical capabilities
andattaincompetitive advantage.

We find support for our hypotheses in a statistical analysis dftéocation choices of multinational
firms in the electric power industry. Beten 1990 and 1999, more than@intries introduced reforms
to allow FDI in power generation, spurring the birth of a new global industry. During this period, almost

200 firms fom 28 homecountries invested in roughl¥30 gigawatts ofgeneratingcapacity As we

'!As discussed bel ow, we mge08)politieal conetiaintinydexfAOLAON)usi ng Heni :
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demonstratdelow; firms from home countries with weaker institutional constraints on policymakers and
more pronounced interest group cleavages were less averse-tmunisy policy risk in their location
decisions, and in some cases exhibited sisiking behavior.

In Section 2, w develop our theoretical arguments and relate them to prior res8aiation 3 contains
a discussion of ouempirical approach, industry sety and data. We discuss the results of our statistical
analysis in Section,4long with their robustness to alternative specificatemd subsamplesSection 5

concludes with a short summary and suggestions for future research.

2. Theory

2.1. Institutional Dist anceand International Investment Strategy

Researchn international business and economiesphasizingooth the organizationakonstraintsand

the advantagegshat a f i r m&auntryh envirenmentmay createfor doing business elsewhere

provides insightinto why multinational firms vary in their response to hostintry policy risk. The

central thesisnr esear ch emphasizing constraints-countsy t hat
business environment and the environment in a potential host coumrg r eas e t he fApsych
doing businesin this host countryJohanson and Vahine 1977) and t hus raise the fi
return for investing therdMembers ofthefi Up p s a | ahave ¢obusegptingarily on the deterrent

effect ofdissimilar culturaland economiinstitutions especially in the early stages of internationalization
(Davidson 1980; Benito and Gripsrud 1992; Barkerhal. 1996) Similarly, economistsvorking with

gravity models of international tradeave found that various measures ofdistance between two

countrie® e.g., differencedn colonial heritage and languagas well as geographic distadcare
negativelycorrelated withbilateral trade flows(e.g., Frankel and Rose 200Z3hemawat(2001) has

synthesized these findings,identifying four specific dimensions of distan&ecultural,
administrative/political, geographic and econadnichose importance for international trade and
investmentvaries by industryln the context of policy risk, the chief implication tfis broad body of

researchs that the deterrent effect of policy risk an f idecisibnsto enter a country depends not just
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onfmt ur es of t hiavespmerit eimdtel, zul alsdameettainty arising from dismilarity
between salient featurestbie home and hosttountry environments.

In contrast another bodyof research holdghat firms develop distinctive advantagesuch as
technologicabnd marketingapabilities(Erramilli et al. 1997)andlow productioncosts(Wells 1983p
asaresult of resourcesr influencespresentin thar homecountry environmentwhich in turn facilitate
competitive success abroadunning (1980) for examplehasr el at ed a fir més di
e nd o wmeont$ soontry of origin, while Porte(1990) has attributed international competitive
advantage to a cluster of reinforcing home country and inddetrgl attributes.These insights are
broadly consistent witlthe resourcéased view of the firn{fWernerfelt 1984; Barney 1991yvhich
explains competitivadvantaggPeteraf 1993) n t er ms of a fir més di sti
including organizationakkills and routines developed in a specifiarket settingNelson and Winter,
1982) In the current context,he resourcdased view implies that firms whose horeuntry
environments have endowed them witblitical capabilities that are wethatchedto the environmeng
found in specific host counties will be more likely toinvestin thesecountries By exploiting such
capabilities multinationals camot onlymi t i gat e t heir i [(Hyraeb 19I76; Zapeero f
1995) but may also be able to attain competitive advantage.

2.2. Organizational Learning and Imprinting

A f i rhom@wountry envionment shapes its political capabilities through twochannels:
organizationalearning and cognitive imprinting.he former ishe result ofa  f idireat@perience in
identifying and attempting tinfluencethe preferences of pivotalomesticpolitical and interest group
actors(Holburn 2001; e.g., Holburn and Vanden Bergh 2002; 2@dne ofthis learning for example
knowledge of the identity and preferencespécific influentialactor® is countryspecificand cannot be
deployedelsewhere In contrast knowledgeabout how thestructure ofhomecountry political and
socioeconomic institutionaffects policymakingan be more readily generalized to other countries with
similar institutional configurationgHenisz and Delios 2002; Henisz and Delios 2064y example, a

firm entering a host country whoseolicymaking process is governed by samilar institutional

St

ncti

f

or
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configurationto that whichit has navigated at honean more readily identifynfluential actorson the
basis oftheir position in the policymaking structumnglative to afirm lacking suchexperiencgHenisz
2003) Likewise a firm entering a host countwyhosesocioeconomic structurie similarto that of its
home country isetter able to anticipate the sousc@nd intensity of interest group opposition to its
operations than a firm from a socioeconomicdisparatesocietycan

The seconadthannelthroughwhi ¢ h t he st r uc tcauntrg policymakingerivionmmits h o me
affects itscapabilities formanagiig policy riskis cognitive imprining (Stinchcombe 1965)ndividuals
with common backgrounds and experiendegelopconvergenfi me n t a |,0intermal redresentations
used to interpret the environment and guide actions under conditions of uncéi@nnau and North
1994) Thecommon mentamodelof the policymakingrocesshared by managers and employees from
the same home countneassarily informghe skills and routines thathese actorglevelopto assess and
manag policy riskin the uncertain environment represented by a new host country.

Organizationakociolaists haveexplicitly considered thénk betweena  f iintemal $ructures and
processes anthe external conditions in itlounding environment. Stinchcomig®65)originally pointed
to the persistenimprint of founding conditionsona f i fiform@ @& fityped across time Guillén has
generalizedhis insightto the crosmat i on al context, arguing t-hat the
st dtch@ar acterized by Ainstitutional pat t(éuilens , as v
1994: 67)0 affects theorganizational ideologiessedby manager s to HAsort out
reality, frame the relevant i s s u dGuillen 2994d 4; Ganceao s e a m
Canalet al.2005)

Organizationaléarning and imprinting processes in the home couhareforeshapea f ipoliticél s
capabilities forassessng andmanagng policy riskboth at home and abrodebr firms from riskier home
country policymaking environments, thesapabilitiesreducethe level of uncertaintysurrounding
policymakingoutcomesn riskier host countries, and consequently mibieeentrydeterring effecbf hog-

country policy risk. Moreover, becausepolitical capabilities may serve asa source of competitive
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advantaggfirms fromsufficiently risky homecountry environmentwill seek at riskier hostountiesin
orderto generate economic rertdenisz 2003)
2.3. Palitical Institutions and Policy Risk
Our first set of hypotheses follows directiyom these argument®kesearch in international business
(Henisz 2000) political sciencgTsebelis 2003)and political economy(Knack and Keefer 1993 as
identified theextentof institutional constraint®n policymaker8 i.e., checks and balanéess a central
determinantof policy risk National policymaking system®quiringagreement among more numerous
and diverseinstitutioral actorsto change patyd e.g., those withmultiple constitutionally separate
branches of governmempiopulated by individual policymakemsith differing partisan affiliationd are
characterized byelatively highpolicy stability and thus pose eelatively low level of policy risk.
Conversely, systems in which policymaking authority is more concentratésl shared among actors
with similar preferencesare characterized by lower policy stability and thus pose a higher level of policy
risk (Henisz 2000) This conceptualization of policy risk is dominann A | a r enational @nalgseso s s
because of its generality and the availability of relevant data.

HYPOTHESIS1A. The negative effect of hesbuntry policyrisk on the probability of entrys smaller
for firms fromhomecountries withweakerinstitutional political constraints.

HYPOTHESIS 1B. For firms from home counties with sufficiently weak institutional political
constraintsthe probability of entering givenhost country increasanith hostcountry policy risk
2.4. Interest Group Competition
Hypotheses 1A and 1Bffer an explanation fowhy firms from countries whose formapolitical
institutions fal to constrain policymakeés as is the case imany developing countridsinvest inother
countrieswith high policy risk. Howeverthese hypothesato not explain why firms from countriegith
relatively strong formal institutional safeguards against policy cl@iageis the case in many developed
countrie® also invest in risky host countrieBor example, n our empirical setting over half ofthe

crossborder electricity generation investmentseived by countries in thieskiest quartile worldwideas
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measured by political constraintalere made byfirms from home counties whose level of political
constraints placed them the least riskyuintile.

The explanation for this pattern lies @ second attribute of the hore®untry policymaking
environment that shapedirmd political capabilities:the level ofpolitical rentseeking(Bhagwati 1982)
by opposed intereggroups The link between homeountryinterest groupgcompetition anccapabilities
for assedsg and managingostcountry policy riskstemsfrom the fact that policy risk ultimatelyerives
from interest group demandRodrik 1996; Persson and Tabellini 2000; Grossman and Helpman 2001,
Keefer and Knack 2002; Henisz and Zel@805) Interest groups that are disadvantaged by the entry of
foreign firms, such asocal competitors, may seek redress through the policymaking process, especially
when such entry has occurred in response to new public poligeg]ing privatization and liberalization
reforms(Lora and Panizza 2003; Henisz and Zelner 200B¢ specific risk to foreign entrants is that
opposed local interest groups will hasigficient political influence to overturn or modityesepolicies.

Direct experience in countering the demda of opposed horeountry interest groupss well aghe
cognitive imprint made by a contentiousomecountry policymaking environment both foster the
development ofpolitical capabilities.However, ar empirical focusis on capabilities resulting from
imprinting. Because the specific interest group cleavéigggundepin policy risk vary substantiallpy
country (and, more generally, by industryneasure®f the underlying sources of hasbuntry policy
risk, as well as masures of relevant horeeuntry experience, amdusive in a crosgational empirical
context such as ours. In contrast, broad cleavages affedt the overall level ofinterest group
competitionina f ihommadoantry environmeid and thus thémprint that this environment leaves on
individual actos &6 me nt aof therpolidymdkisg processand resultantskills and organizational
routines that theydevelop formanaging policy rist are more readily observed.

We focus in particular onao types ofinterest groupleavagesssociated with rergeekingthathave
received attention iprior crossnationalr e s ear c h: a countryds | evel of
of fragmentation among resideathnic groups(Mauro 1995; Alesina and Perotti 1996; Easterly and

Levine 1997; Keefer and Knack 2002; Alesetaal. 2003) Greater income inequality leads to a higher
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level of homecountryinterest grougompetition because, as such inequality increaseslopressures

for redistribution through political measures. Governments may be able to increase their political support
by implementing policies that redistributesource from wealthy minority segments to poorer segments

of society by, for example, adopting progressive tax policiesakening state protection of property
rights or expropriating industries or businesses that serve substantial parts of the pgpsietias
financial services and utilitied.evy and Spiller 1994)Empirical evidence supports these arguments:

an extensive studysing data ormore than 100 countrieeefer and Knack2002) found a strong
negative relationship betwe@rcomeinequality and the security obntractual angroperty rights.

A similar logic underlies the relationship between etlfirsictionalizationandthe level of political rent
seeking Easterly and Levin€1997) have summarized existing political economy researcthis link,
writingthat ian assort ment of p ol ihatletbrachlly] golarzedsovigtiesmidld el s s
b e érone to competitive rele e ki ng by t h e(sed alsb fAlesinat ralt 2008)rTheir p s 0
empirical analyis supports this argument, as dopérical studies linking greater ethnic polarization to
weaker contractual and property rigtikseefer and Knack 2002ndcorruption(Mauro 1995)

HYPOTHESIS2A. The negative effect of hesbuntry policyrisk on the probability of entrys smaller
for firms fromhomecountries withgreater income inequality

HYPOTHESIS 2B. For firms from home countries with sufficiently high income inequalitye
probability of entering ajivenhost country increasanith the level of hostountry policy risk

HYPOTHESIS3A. The negative effect diostcountry policyrisk on the probability of entrys smaller
for firms fromhomecountries withgreater ethnic fractionalizatian

HYPOTHESIS3B. For firms from home countries with sufficiently higkthnic fractionalization, the

probability of enteringa givenhost country increasanith the level of hostountry policy risk



GuyL.F. Holburn and BenneA. Zelner 8
Policy Risk, Political Capabilities and International Investment Strategy

3. Industry Setting and Statistical Methodology
3.1. Setting
We test the hypotheses developed above wusing dat
countries for crosborder nvestment in electricity generating facilities during the period 7999099.
Our data cover all private investments in generation worldwide during the sample period except for
inward investments to the United States and Canada.

The global private electrity production industry is an ideal setting in which to test our hypotheses for
t wo main reasons. First, during the sample peri.
operation, many of the firms participating in the industry lacked signifimaort international experience.
Prior to 1990, only a handful of countries permitted private investment of any sort in electricity
generating facilities, and none permitted inward FDI. By 1995, 43 countries or territories had opened to
such FDI through Igislative or administrative reforms; by 1999, the number wasOB4ring this time,
186 firms from a total of 28ountries made 747 crebsrder investments generationaccounting for
roughly 130 gigawatts of capacityOf these 186 firms, 39 percemccounting for 43 percent of the
investments, were traditional stadened or recently privatized domestic incumbents, which typically
lacked significant (or any) prior international experience. Of the remainingitility firms, 30 percent
were aged 10 ears or less when they made their first ctossler investment in generation. Thus,
approximately 57 percent of the firms in the sample likely had little or no prior international experience.
We expect the influence of the homeuntry environment orocaion choiceto be particularly
pronounced for these firms.

A second appealing aspect of the global private electricity production industry for testing ou
hypotheses is the potential foonflict between the interestd hostcountrypolitical actors andhose of
foreign investorgLevy and Spiller 1994; Henisz and Zelner 200B)elarge upfront capital costand

longpaybak period f or i nvest ments i n ¢ge nex poattaigaining dowmec i | i t i €

2\We obtainedriformaion onprivatization reformsincluding dates of legislative acts, executive decrees and
administrative rule changemnd privatizationérom a variety of sourcefcluding Gilbert and Kahr{1996) APEC
(1997) OECD(1997) International Private Power Quarte(y998)and the Asian Development Ba(1999)
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while the high political salience of recently privatized infrastructure industries leaves indestors
especially foreign onéssusceptibleto claims of monopoly abise and other forms of exploitative
behavior Hence, the influence of hestount ry policy risk on multinatio
substantial, as should the relevance of capabilities for assessing and managing such risk.

3.2. Dependent variable and @ta structure

The data set includes 491 firimvestmertyears, defined as a year in which a given firm made one or
more crossorder investmenti electricity generatiof Each firminvestmentyear consists of multiple
records, with each record represegta potential investment choice, i.e., a host country that was open to
FDI in electricity generation that yearh& number of records in a given fiimvestmentyear ranges

from a minimum offour (for the single firm making a crog®rder investment in ettricity generation in

1990) to a maximum of 67 (for each of the 35 firms that invested during 1999). The average number of
host countries chosen by an investing firm in a single-firvestmentyear is 1.5, and ranges from a

minimum of one in 344 firainvestment years to a maximum of eight in a single-fimaestmentyear.
The dependent variable in our main specificatiYhn, is a binary variable that takes a value of one if

firm i made an investment in a new generation facility (i.e., a facility in whichdtnlo& previously
invested) in countryin yeart, and zero otherwis&Ve obtained the data used to construct our dependent
variablefrom Hagler Bailly, a private consultingriin that tracks international investment activity in the
utilities sectorandt h e Wo r IfrivaB & articipasion in Infrastructurdatabase

3.3. Independent Variables

We model firmiés choice of whet hjemyearbas: not t o enter countr

% Data from years in which a given firm made no cipssler investment cannot be used to shed light on our

research question,whih concerns the relative attractiveness of po
decision to make a cregmrder investment. In the fixegffects logit models that we estimate (discussed below), the

records comprising a firsgear with no inveshent drop out of the model because they do not contribute to the log

likelihood function.
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POLRISK,, +
POLRISK,, + POLRISK, X POLRISK,, +
V..=f GINI, + POLRISK, X GINI, +

ELF, + POLRISK,, X ELF, +
DISTANCE ,+MARKET,,

Table 1 contains descriptive statistics and correlation coefficients
Policy risk. The variablesPOLRISK and POLRISK measure the extent afstitutional political
constraintgn (potential)host countryj and home countri; respectively, as ofeart. These variables are
basedon Heni szdés pol i t, PRLEON whichmeflerts thei erténtsto whigtr the dobrale
relationships among a countryés branches of gover
partisan composition of thiedividual actors that inhabit these branches constrain anyirestigutional
actor fromunilaterallyeffecting a change in polidjHenisz 2000)
POLCON:is derived using spatial modeling techniques from positive political thdormalue of zero
reflects the absence of effective veto players, and thus a complete concentration of policymaking
authority. Each additbnal institutional veto player (a branch of government that is both constitutionally
effective and controlled by a party different frohe other branches) has a positive but diminishing effect
on P OL C O Malus Greater (less) partisan fractionalizatianthin an aligned (opposed) branch also
increasesP O L C O Mafus, whose theoretical maximum is one and whose sample maximum is 0.893
(Belgium, 1992 1999). For complete details ®OLCONd s der i vat (2000, see Heni sz
In our main specification, we define policy risk for host countyy in year t as

POLRISK;; =1 — POLCO. In order to test Hypotheses 1A and 1B, we also define, for a firm from

home countryi as of yeart, PFOLRISK..=1-—

[ s

¥i_._,POLCOl which appears both in a

multiplicative interaction term witPOLRISK, and by itself

* Since values of POLCON fluctuate annualliyile we expect that firms base their investment decisions on trend
values,we calculate thregear moving averagder our POLCONvariable Our results araonethelessobust to
five-yearmovingaverages and contemporaneB@LCONvalues (se&ection4.5).
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Income inequalityTo t est Hypot heses 2a avargngRdmecountry Gininc | ude

coefficient, &IN., and a multiplicative interaction term equal to the product of-bmshtry policy risk

inyeart, POLRISH and GIN. The Gini coefficient is a commonlysed measure of income dispersion

from the economic growth literature, and ranges from a theoretical minimum of zero (indicating perfect

income equality among all the residents obartry) to a theoretical maximum of one (indicating that all

of a countryodés weal th i s mhiespetificétion, we use Ginigdefécientsn d i v i
from the World Bankdéds fAWorld Devel opment Indicato
Ethnic fractionalizatonl n or der to test Hypothesis -8ountrywve i ncl

ethnolinguistic fractionalization level, EL, as well as a multiplicative interaction term equal to the

product of hostountry policy risk in yeart, POLRISF and EL. The ELF index measures the

probability thattwo randomly selected people from a given coumtoynot belong to the samethnic
group. It was originally developed by a team of researchers at the MikM&klai Ethnological Institute
in the Sovet Union, and subsequently adopted by Easterly and L€{Bf¥7) It has since been used in
numerous other analyses in business, economics and political science.

Distance.In addition to our measures of primary theoretical interest, we also include a vector-of time

invariant measures, DISTANCE, to capturev ar i ou s di mensions of di st anc e

countryi and host countrj. For the cultural distance between two countries, we use the composite index
developed by Kogut and Sindh988) which is based okl o f s t datdam Hasional cultural attributes

(Hofstede 2003)This index is equal to the average, acroesfHst ede 6s f our di mensi on:
distance, individualism, masculinity and uncertainty avoidance), of the ratio of the squared difference

bet ween two countriesd values for a given di men

® Because Gini coefficients are reported at irregular intervals that vary by countngemmlate missing annual
values In our main specification, we use tresultantannual homeountry Gini coefficients to define

GINI,=1-=Xi_,_, GINI,.
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dimension. V& also include a variable commonly used in research on international trade that takes a value
of one when two countries have the same official language, and zero otherwise. The source for this
variable is Rose and van Winco(#001)

Our othermeasures of distance are also drawn from research on international tradker lto @apture
aspects of administrative distance other than the policymaking environment differences captured by our
interaction terms, we include a colonial linkage measure that take a value of one if two countries ever had
a colonial relationship or @ncountry colonized the other after 1945, and zero othePv@s.measure of

geographic distandes t he great circle distance between two

of these variabl es i s t he ADIi stddiEc eisi®®es d Pr aspeet
dél nformations I nternationales (CEPII). Finally,
two countriesdéd GDP per capita, calculated wusing

Il ndicatorso database.

Market AttactivenessThe variables included in MAREKE" are timevarying measures of hesbuntry

market attractiveness. The first four measures reflect potentiacbostry demand for electricitgnd
electricity generating facilitiesand include the naturldgarithm of hostcountry population; the ratio of
hostcountry GDPF(in constant U.S. dollay$o hostcountry population; and the annymrcentage growth
rate of hostountry real GDP per capita. Tlseurce for these measurestihe Wor |l d Bankoés
Devel opment I ndicatorso database.

Our fourth measure of market attractiveness is a binary variabl¢attest a value of one in years in
which ahostcountry government solicited bids for private investment in electricity generation, and zero
otherwise. Theources used to construct this variadoleGilbert and Kahr{1996) APEC(1997) OECD
(1997) International Private Power Quarte(iy998)and the Asian Deelopment Bank1999)

Finally, we include a variable to proxy for other unmeasured attributes of thedwsgty investment

climate that might affect a firmbs decision to i

® Pre 1945 colonycolonizer relationships are largely reflected in the common language variable.
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level of inward FDI to GDP, andwasobtmsed fr om t he Worl d Banko6és dAWorl
database.

3.4. Estimation Technique

Two primary attributes of the data determine our choice of estimation techniqulee (dichotomous

nature of the dependent variable andt(2) dependence among thecords comprising each firm
investmentyear. A fixedeffects logit model is appropriate for data with these attributes, and can be
estimated using either the conditional maximum likelihood estimator or the unconditional maximum
likelihood estimator. InHe current case, the latter estimator has two main advantages over the former.
First, because the conditional estimator conditions on the total number of ievargsoup the loss of a

even single record from the group due to missing data requireshéhantire group be droppéHatz

2001: 380) In our dataset, this would mean dropping any Hineestmertyear in which data for even a
single potential hostountry record were missing. Second, thaditional estimator permits the inclusion

of independent variables that vary by either choice (host country) or chooser (firm), but not both. This
limitation is problematic in the current case because our model necessarily contains both types of
variables” The unconditional estimator does not have this limitation.

The conditional estimator is more commonly used in empirical applications because its asymptotic
properties are superior to those of the unconditional estimator, and in manegffizetdogitapplications,
each of the fAgr ou{ngestmeftiyears)tinbludes omyaarsmad nmumber of dlternattives
(in this context, potential host countries). However, for applications such as ours, where only one group

contains fewer than nine altatives, the unconditional estimator exhibits minimal Bisi¢e therefore

" As discused above, we include the three hernantry attributes hypothesized to affedta r mds r esponse t
countrypolicy risk separately as wedlsin interaction terms. Failure to include the constitutive variables in an
interaction term separatetanlead to inferential errorgFriedrich 1982; Jaccard 2001; Bramlabral. 2006: 6670).

8 Additional drawbacks of the conditional estimator include its greater computational complexity and its inability to
produce estimates of the incidental parametéasz 2001: 38Q)

? Studies using Monte Carlo simulations to assess the-Baitgple properties of the conditional and unconditional
estimators find that the bias of the unconditional estimator is negligilgeoups containing 16 or more alternatives,
and small for those containing between nine and 15 ch({eds 2001: 383384; Coupe 2005)n our datapnly a

single firminvestmentyear (in 1990)contains fewer than nine alternatives, and in selyen (in 1991dloes the

number of alternativesangebetweemineand 15. For the remainintp1 firm-investmentyears, the number of
alternativegangesfrom 18 (in 19) to 67 (in 1999).
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use the unconditional estimator in our analysis. For our baseline model, we also present results obtained
using the conditional estimator for purposes of comparison

3.5. Unobserved Heteogeneity

Our fixed-effects logit model accounts for unobserved heterogeneity among ésmegell as the effects

of unobserved temporal shog¢kisecause it necessarily includes a dummy variable for each firm
investmentyear. In order to account for unobsed heterogeneity among host countries, we also include

a set of hostountry regional dummy variables in our primary specification.

Fixed-effect logit models sometimes include alternaSpecific constants (ASCs) to account for
unobserved crossectiond heterogeneity. Even though we discuss results from a specification including
ASCs in our robustness analysis, such a specification is inappropriate for testing our hypotheses because
it exploits variationwithin crosssectional unitd i.e., host countriés only (Greene 200290; Kennedy
2003: 307) whereas our hypotheses revolve around variation in policyaosksscountries. Indeed, our
measure of policy riskPOLRISK variessubstantially across host countfiete average annual hest
country mean value is 0.448, withh average annual standard deviation of 02B8t relatively little
within them Among the & potential host countries in our sample (i.e., countries that vpene @ FDI in
electricity generation at some point), the median wittiantry standard deviation BOLRISKwas .008,
and only 24 potential host countries had a wittdnintry standard deviation greater than .02 during the
sample period. Estimates fronspecification including ASCs would primarily reflect this witkdauntry
variation, not the crossountry variation of interest’

3.6. Statistical Interpretation

Following standard practice, we report the estimated coefficianttheir standard errors. However, as in

all nontlinear models, the coefficients in our unconditional feefficts models do not represent marginal
effects, making direct substantive interpretation (apart from the direction of an effect) difficult. This

difficulty is compounded for the interaction terms necessary to test the conditional relationships posited in

19 A related issue is multicollinearity. A linear regression of foostintryPOLRISKon the hostountry dummies
has an1squared of 0.936.
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our hypotheses because the coefficient on an interaction term in a nonlinear model does not represent a
crosspartial derivative, as does an interaatterm coefficient from a linear mod@hi and Norton 2003;
Norton et al. 2004) Thus, the estimated coefficients for the interaction terms in our raodittests
based ortheir associated standard erromvey no direct information about the magnitadestatistical
significanceof theconditional effects of interest

In order to address these issues, we interpret the conditional effects posited in our hypotheses using th
simulationbased approach to statistical interpretation developed by King @0&I0) which in recent
years has gained widespread adherence in the field of political science. The starting point for the
simulationbased approach is the same central limit theorem result underlying conventional hgpothesi
testing: if enough samples were drawn from the sampling population and used for estimation, the
resulting coefficient estimates would be distributed joiotmally (King et al. 2000: 350) The difference
is that, instead of constructing confidencesiatils or test statistics based on standard errors and a normal
distribution table, the researcher simulates the distribution of the coefficient estimates directly by
repeatedly drawing new values of these estimates from the multivariate normal distributio

Specifically, the simulatiofvased approach consists of takigdraws from the multivariate normal

distribution with mean , the estimated coefficient vector; and variance matrb*([;, the estimated

variancecovariance matrix for the coefficients tine model. Thévl draws yieldM simulated coefficient
vectors. The mean simulated coefficient vector converges to the original estimated coefficient vector, and
the distribution of thévl simulated coefficient vectors reflects the precision of the codffi@stimates
(King et al. 2000 :349350). With theM simulated coefficient vectors in hand, the researcher may then
calculate simulated predicted probabilities or any function of these quantities, as well as associated
confidence intervals

The function of primary interest in the current contexthe difference in predicted probabilities

associated with an increase in the value of-boantry policy risk ( POLRIS), conditional on the values
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of the three homeountry policymaking mvironment variables (FOLRISK, ETHFRAC; and GI1'). We

use the procedure outlined above to simulate the first difference in predicted probabilities associated with

a onestandard deviation increase in hosuntry policy risk ( POLRIS) from its mean when the home

country policy environment variables are set to different observed values, and also to determine the

confidence intervals for conducting the necessary hypothesiggest®Iner 2007)*

4. Empirical Results

Table 2 reports estimated coefficients and standard errors for six specifications. Columns 1 and 2 contain
results for a specification including hastuntry attributes only, respectively estimated using the
conditional ad unconditional estimators. Columnsi 35 contain results for specifications that each
include only one of the three horoeuntry policy environment variables and associated interaction term,
and column 6 contains estimated coefficients and standards dmorour main specification, which
includes all of the homeountry policy environment variables and associated interaction terms.

First consider the results in columns 1 and 2. The estimated coefficients and associated standard errors
in the two columnsare very similar, as expected. The coefficients on-baghtry population and the
governmenssolicitationdummy are positive in sign and statistically significant atvalpe of less than
0.01. However, contrary to expectations, the coefficients on GDP per capita and GDP growth are negative
in sign, and the former is statistically significant at conventional levels, while the latter is marginally so.
The explanation for these negative dmidnt estimates may relate to the absence of a statistically
significant estimate of the coefficient on the FDI/GDP ratio, which was intended to capture government
inducements to private investors not reflected in the government solicitation dummyficaihecthe
stateowned electricity systems of economically challenged countries with relatively low levels of
development were more likely to have experienced severe performance shortfallsbtmwinlkrises in

the years preceding privatization, andsteatrapped governments more likely to have offered

' We implement the simulatiebna s ed approach using theKing&@hblfLBIAYO soft wa
Stata 10. Following common practiceg simulate the model parameters 1000 times
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i nducements to private investors in the ofpoarynd of g
contracts), exclusive franchises and the lfkienisz and Zelner 2005) he negativecoefficiens on
variables related t@&sDP may reflect the greater incidence of such inducements amesagountries.

The estimated coefficients on the fiveceptthi st ance
that on economic distance aatisticallysignificant witha p-value of 0.01 or less. Thus, firms are more
likely to invest in host countries that are geographically and culturally closer to their home country, that
use the same language, andtthave common colonial ties. The marginal significance of the economic
distance variable may be peculiar to our industry setting, as the organizational capabilities needed to
Amar ket o electricity are | ess | i kae &rg thoseoneedad fiof e r b
market goods with more elastic demand, such as autom@siesshemawat 2001)

Consistent withthe conventional wisdom regarding the effe€tpolicy risk onFDI, the estimated
coefficient on the policy risk variable is negative, but is statistically insignificant. The lack of statistical
significance isin line with the arguments advanced above: if some firms are more likely to enter host
countries with higher policy risk than othi#mms as a result of homeountry characteristics, which are
omitted from the specifications in columns 1 and 2, then the coefficient on the policy risk variable in
these specifications r edouneypdlicyrisk and is ésthated maregcsaly e f f e ¢
because of the heterogeneity of underlying responses.

In columns 3 5, the coefficients for the hesbuntry attribute variables and distance measures, and the
statistical significance of these coefficients, are highly consistent athergpecifications. Additionally,
the coefficients on hostountry policy risk, the homeountry policymaking environment variables and
the interaction terms are all statistically significant according to conventional criteria. However, we
reiterate thathte effects of the variables included in the interaction terms cannot be interpreted directly
from the raw coefficients and associated standard errors.

Column 6 contains our main specification, including the-bosintry attributes and distance measures,
aswell as the homeountry policymaking environment variables and the interaction terms containing

these variables. The coefficients for the humintry variables and distance measures and statistical
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significance of these coefficients are consistent Wighresults in columnsil5. In order to interpret the
effects of the variables included in the interaction témich are used to capture the conditional
effects posited in hypotheses Bd weu s e Ki ng et -based appsoachk, asndisdussaovatn n
To facilitate intuition, and also to present our results for a wide range of observed variable values, we
display these results graphically in Figures4.
4.1. Home-Country Political Constraints

Figure 1 depicts the estimated relationship between fomuetry policy riskstemming fromweak
institutional political constraints measured on the horizontal axis, and the change in the predicted
probability of entry associated with a one standard deviaticnease in hostountry policy risk from its
mean, neasured on the vertical axis and expressed as a fraction of the initial predicted probability of entry
(i.e., +1.00 indicates a 100 percent increase in the probability of entry). The five different schedules
appearing on the figure illustrate this relaship when the other two horm®untry policy environment
variables (the Gini coefficierind ELF inde) both take values ranging from one standard deviation
belowtheir homecountry meanso one standard deviation aboveitf@omecountry meaa*? The solid
circles on the schedules indicate regions where the change in the predicted probability of entry differs
statistically from zero at the five percent level or better (using atdiked test), and the hollow circles
indicate regions where the afge in the predicted probability of entry differs statistically from zero at the
10 percent level of better (using a tialed test)The dotted vertical lines signify, from left to right, the
sample minimum value of hormuntry policy risk (which is witim one standard deviation of the mean),
the sample mean value, and the sample mean plus one standard deviation, respectively.

The pattern of results depicted in Figure 1 is consistent with Hypoth@saadL1A. First consider a
hypothetical firm whose honmeountry ELF index and Gini coefficient are both equal to the hoootry
sample mean (represented by the mi éqgdswetanteressedul e) ,

group competition. If this firm is also from a home country witiore effectve political constraints

2 The hostcountry variables other than policy risk are set to their sample mean (for continuous variables) or mode
(for binary variables).
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resultingin a relatively low level of homeountry policy risk (left side of the figure), tllhange in the
probability of entry associated with a one standard deviation increase {ocowosty policy risk from its
sample mearsinegativereaching a minimum value ef4 percent for a firm from a home country with
the lowest observed level of policy riskhis finding is consistent with the conventional wisdom that
firms are less likely to invest in politically rigicountries However, for an otherwise identical firm from

a home country characterized by relatively weak politcaistraintd resulting in arelatively high level

of policy riskd the change in thprobability of entry associated with a one standard deviation incirease
hostcountry policy risk from its sample mean is positive (right side of the figueafhing a maximum
value of +143 percent for a firm from a home country with the highest observed level of policy risk
Furthermore, the null hypothesis that the lat®sitive change in predicted probability is not greater than
the former, negative change in predicted probability can be rejected@dp (onetailed test).

The pattern of results when tf@mecountry Gini coefficient and ELF index take values abav
below their homecountry mears is also consistent with our theoretical arguments. Consider the
lowermost schedulim Figure 1,which depicts the relationship between heroentry policy riskand the
response to hogtountry policy risk for a hypothetal firm from a home country with low interest group
competition, reflected by a Gini coefficient and ELF index that are both one standard deviation below the
mean for the home countries in the sample. For such a firm, the reduction in the predicteititprobab
entry associated with a one standard deviation increase Hedwstry policy risk is greater than it is for a
hypothetical firm from a home country with higher levels of income inequality atiuhic
fractionalization. This result makes intuitigensepecause lower levelof interest grougompetitionin
the homecountry policymaking environmerig less likely to foster the development of strong political
capabilities As the extent of homeountry political constraints decreasegposing thidwypothetical firm
to greaterhomecountry policy risk (i.e., moving from the left side of the figure to the right side), the
deterrent effect of hostountry policy risk becomes smaller, as posited in HypothdsitHbwever, this

deterrent effect persister higher values of homeountry policy risk than it does fdirms from home
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countries with higher Gini coefficient and ELF index values, and becomes positive only when the level of
homecountry policy risk is several standard deviations above the mean.

The converse is true for a hypothetical firm whose homentry policymaking environment is
characterized by a relatively high levelioferestcompetition, as measured by a Gini coefficient and ELF
index that are one standard deviation above the roeathe home countries in the sample (depicted by
the top schedule in Figure 1). Regardless ofeffectiveness of political constraints in the home country,
such afirm is never deterred by hesbuntry policy risk suggesting that intensiateres group
competition in the homeountry policymaking environmenimbues firms with superior political
capabilities Moreover, the level of homeountry policy risk for which this firm becomes riskeking
presumably to leveraglesecapabilitie® is lower than it is for a hypothetical firm with exposure to less
interestcompetition in its home country (as depicted by the lower schedules in the figure).

4.2. Home-Country Income Inequality

Figure 2 issimilar to Figure 1, but the hormurtry Gini coefficientappears on the horizontal axis
instead of hom&ountry policy risk and the five schedules are associated with differing values of-home
country policy risk and homeountry ELF index, ranging from one standard deviation below the -home
country mear(bottom schedu)eto one standard deviation above the hammentry mean (top schedule).

In this case, the hypothetical firm depicted by the middle sch&dulese homeountry policy risk and

ELF index levels are at the sample maaxhibits a marginally significant negative response to host
country policy risk when its homeountry Gini coefficient is low (left side of the schedule). Even if this
firm is from a home country with high income inequditieading to greater interest group
competitiand it still does not exhibit a statistically significant level of riseking behavior. At the same

time, the null hypothesis that the imprecisely estimated increase in the predicted probability of entry for a
firm from a home country with a high Gini cdiefent (equal to the sample maximum) is not greater than
the more precisely estimated decrease in the predicted probability of entry for a firm with a low home
country Gini coefficient (equal to the sample minimum) can be rejectedC®.p5 (onetailed test).

Moreover, a hypothetical firm from a home country characterized by policy risk andnhBicesbelow
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the homecountry mean (lower two schedules) as well as a low hoooaetry Gini coefficientis
significantly less likely to enter risky countrigSreaterhomecountry income inequality mutes this effect
but does not change its direction. Conversely, a hypothetical firm from a home country characterized by
policy risk and an ELF index above the heomintry mean (upper two schedules) is significanttren
likely to enter risky countries when the howwauntry Gini coefficient is sufficiently highlower home
countryincome inequalitymutes this effectout does not change its direction. Thus, empirical support for
Hypotheses 2a and 2b is conditional e extent to which other dimensions of the haroentry
policymaking environment foster the development of political capabilities, suggesting that the various
capabilityenhancing influences to which a firm and its employees are exposed have an affielitive e
4.3. Home-Country Ethnic Fractionalization

Figure 3 is analogous to Figures 1 and 2, but depicts the relationship between the level of ethnic
fractionalization in the home ount ry policymaking envi r o-coomgnt and
policy risk, conditional on the levels of the other two hecaeintry policymaking environment variables.
The results depicted provide strong support for Hypotheseartl 8. Firms from home countries
characterized by low ethnic fractionalizatioand thus a less atentious policymaking environment
are deterred by hosbuntry policy risk This effect diminishes as the level of heomintry ethnic
fractionalization rises, and firms from home countries with sufficiently high ethnic fractionalization seek
out riskier hostcountry environments in their international investmeiitise null hypothesis that the
positive change in predicted probability for the latter firms is not greater than the negative change for the
former can be r efalectesed at p O 0.01 (one
4.4. AggregateEstimated Effect of Policymaking Environment Variables

Figures 1i 3 provideempirical support for our hypotheses by interpreting ttconometric results in
Table 2for different combinations of observed values of the variables of primary thedratierest.
Figure 4 provides additional insight bisplayingthe predicted response to hasuntrypolicy risk of 28

hypothetical firmseachcharacterized bgn actuaktombination ofpolicymaking environment attributes






