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ABSTRACT

How do firms protect themselves against infringements of their property rights by their
own government? The authors develop a theory based on international law and joint
asset ownership with foreign firms. Investment agreements protect the assets of foreign
firms but are not available to domestic firms. This segmentation of the property rights
environment creates a rationale for international financial relationships between firms.
By forming financial relationships with foreign firms, domestic firms gain indirect cover-
age from the property rights available to foreign firms under investment agreements. If a
government is less likely to violate the property rights of covered foreign firms, it is also
less likely to violate property rights for assets held jointly by domestic and foreign firms.
This article presents systematic evidence from data on the activities of firms in countries
that have investment agreements with the United States. International financial rela-
tionships between firms, through mergers and acquisitions as well as through bond and
equity issues, are more common where property rights are weak. The theory suggests a
political logic to the fragmentation of firm-ownership stakes across jurisdictions, offers an
institutional explanation of international financial flows, and identifies new distributional
consequences of international law.

HROUGH regulation, taxation, or outright expropriation, gov-
ernment policies can depress the value of a firm’s assets. Where
property rights are strong, firms have recourse against such policies,
which may deter the government in the first place. Where property
rights are weak, firms lack such recourse and are exposed to politi-
cal risk. How do firms protect themselves against their own govern-
ment in environments with weakly institutionalized property rights?
We develop a theory based on asymmetries in access to international
law that identifies financial relationships between firms as a response to
weak property rights. By forming financial relationships with foreign
firms, domestic firms tap into the protections available to foreign firms
through international law.
Because governments expand the rights afforded to foreign firms
through international law, foreign firms frequently enjoy stronger prop-
erty rights than domestic firms. Investment treaties and investment
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chapters in trade agreements allow foreign firms to initiate arbitration
against host governments.' By raising the cost of property rights vio-
lations, both through compensation for damages and the reputational
costs of arbitration, these agreements reduce the threat of government
predation. For firms with access to such protections, international law
thus substitutes for weak domestic property rights.?

Investment agreements protect foreign firms but are not available to
domestic firms. We demonstrate how this segmentation of the property
rights environment creates a rationale for financial relationships between
firms through which a foreign firm covered by international law acquires
a stake in a domestic firm. Such financial relationships allow domes-
tic firms to benefit indirectly from the protections of international law.
Any damage to the domestic firm’s assets also reduces the value of the
foreign firm’s assets. If a government is reluctant to violate the rights of
a foreign firm that is protected by international law, it is also less likely
to damage assets the firm holds jointly with domestic partners. At the
core of this mechanism is an observation about asset ownership more
generally. A policy that harms the value of an underlying asset harms
all owners of related assets indiscriminately; a government therefore
cannot isolate the effects of its policies to individual asset owners.

We evaluate an observable implication of our theory: as property
rights deteriorate, more firms should seek financial relations with for-
eign firms covered by investment agreements. Data on the activities of
firms in countries that have investment agreements with the United
States, the world’s largest and deepest financial market, provide sys-
tematic evidence. We construct a data set of mergers and acquisitions
(M&as) through which a US firm (as a foreign entity) acquires a stake
in a domestic firm in another country. In additional results, we also
evaluate when domestic firms issue bonds and equity. We find that the
weaker a country’s property rights, the more its domestic firms form re-
lationships with US firms that are protected by investment agreements.
Our research design establishes that the results are driven by asymme-
tries in access to international law. The negative association between
property rights and financial relationships between firms disappears
when potential partner firms lack access to arbitration under invest-
ment agreements.

The notion that the involvement of foreign firms offers protections
to domestic firms is closely related to work by Stanislav Markus, who
documents that Russian and Ukrainian firms with foreign connections

! Milner 2014; Simmons 2014.
2Neumayer and Spess 2005; Allee and Peinhardt 2011; Tobin and Rose-Ackerman 2011.
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perceive fewer threats to their property rights because foreign stake-
holders “usually work through backdoor lobbying” to protect affiliated
domestic firms,* and at times enjoy access to foreign courts that is not
available to domestic firms.* We expand on his argument in two ways.
We develop a theory around the asymmetry between domestic and for-
eign firms created by international investment law, and we document
how firms systematically seek out connections to foreign firms in re-
sponse to weakly institutionalized property rights.

The theory we develop contributes to the literature on firms’ re-
sponses to government predation. How firms respond to weak property
rights is a prominent question in the literature on state development.’
It motivates research on the value of political connections® and the ef-
fects of capital mobility.” We identify an additional response to weakly
institutionalized property rights. Rather than moving assets out of the
government’s reach, domestic firms can form financial ties with foreign
firms to benefit from the protections available through international in-
vestment agreements. Our theory therefore emphasizes a broader phe-
nomenon: domestic political contests and theories of domestic politics
are reshaped in the context of international markets and international
institutions.®

Our work also offers a new perspective on international financial
flows. The literature on foreign direct investment typically emphasizes
the motivations of multinational corporations for investing abroad,’
but the motivations of domestic firms for partnering with foreign firms
are often ignored." Existing explanations focus on economic consider-
ations: technology transfers, improvements in corporate governance, or
access to financing in constrained credit markets.! We add a political
explanation of international financial flows that is driven by domestic
firms. The fragmentation of ownership stakes across jurisdictions en-
ables firms to engage in a variant of forum shopping,'? reinforcing the
asymmetry between firms and governments in the investment regime
where only firms can initiate disputes.”

3 Markus 2015, 174; see also Markus 2012.

* Markus 2015, 173-88.

*North 1981; North and Weingast 1989; Acemoglu, Johnson, and Robinson 2001.

¢ Shleifer and Vishny 1994; Wang 2014.

" Przeworski and Wallerstein 1988; Boix 2003; Freeman and Quinn 2012; Pond 2018a.
8 Simmons 2009; Chaudoin 2016; Betz 2017.

?Moran 1973; Dunning 1981; Markusen 1995; Henisz 2000; Antras, Desai, and Foley 2009.
1 Pandya 2016.

11 Javorcik 2004; Pandya 2013; Coffee 2002; Beck et al. 2006; Aizenman 2005.

12 Busch 2007; Alter and Meunier 2009.

13 Simmons 2014.
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In this view, access to international law arises as a source of com-
parative advantage, suggesting new distributional consequences: firms
with access to international law are more attractive partners than firms
without such access, and firms that can secure foreign partners enjoy
elevated protections relative to domestic competitors. Our focus on fi-
nancial relationships between firms complements recent political econ-
omy models that emphasize the importance of relationships between
firms through global supply chains for understanding firm and govern-
ment behavior.” While this literature is based on the fragmentation of
production processes across jurisdictions, we offer a political logic to
the fragmentation of ownership stakes across jurisdictions, and we di-
rect attention to the ownership structure of firms as a fruitful area for
research.

FOREIGN OWNERSHIP AS A SOURCE OF PROPERTY RIGHTS

In this section, we discuss how weak property rights motivate domestic
firms to form financial relationships with foreign firms to gain indirect
protection against costly government policies. We consider a financial
relationship to be any transaction in which a foreign firm acquires a
financial interest in a domestic firm. The domestic firm does not move
its assets abroad and out of the government’s reach but instead sells a
portion of its assets to the foreign firm; the assets remain within the
government’s jurisdiction.

For domestic firms, forming such financial relationships with for-
eign firms has many potential benefits: foreign firms can provide access
to financing in exchange for an ownership stake in the firm," they can
strengthen firm-specific corporate governance,'and joint asset owner-
ship can encourage technological and managerial spillovers."

We emphasize another attractive attribute of foreign firms that com-
plements these advantages. Assets held by foreign firms are frequently
protected by international investment agreements. Foreign ownership
may therefore deter government policies that are costly to domestic
firms. Such trading of property for property rights should be most at-
tractive to domestic firms where property rights are weak, and it should
be limited to foreign firms that are covered by international law. The

1 Jensen, Quinn, and Weymouth 2015; Johns and Wellhausen 2016; Kim, Lee, and Tay 2017.
15 Beck et al. 2006; Aizenman 2005.

16 Coffee 2002.

17 Javorcik 2004; Pandya 2013.




INTERNATIONAL PROPERTY RIGHTS 507

theory is based on a simple formal model that we summarize after pre-
senting the theory in more detail.

Policy choices by a government can be costly to domestic firms.
Government policies may reduce a firm’s profits through taxation, out-
right expropriation, breach of contract, or new regulations. Implement-
ing damaging policies may be beneficial to the government if it receives
taxes or support from constituents for implementing these policies. We
make no presumption that the reduction in the value of the firm’s as-
sets is intentional or that the government is responsible for the initial
loss. The government’s failure to enforce contracts impartially or to as-
sert control over its bureaucracy, for example, may also be interpreted
as damaging policies.'®

Frequently, firms lack recourse against such actions. Domestic prop-
erty rights shape the ability of a firm to seek redress. Strong property
rights are not equivalent to the absence of government action, and gov-
ernments in countries with strong property rights may still enact legis-
lation that is harmful to firms."” But where domestic property rights are
strong, a domestic firm is more likely to have recourse and to be com-
pensated for the damaging policy or to have the offending policy re-
versed, for instance, through the legal system. In turn, where property
rights are weak, firms are more concerned about government preda-
tion.?

For firms, the protection of domestic property through a rule-based
system should be preferable to alternative mechanisms, such as reliance
on political connections. Although political connections to bureaucrats
and policymakers can be profitable while they exist,* a firm that is priv-
ileged by a government today cannot guarantee that these privileges
will continue in the future. For instance, changes in a government’s
support coalition may induce the government to implement damaging
policies.”? Mere rumors of an impending leadership change can depress
the valuations of politically connected firms.?® The volatility of policy
and privileged access to the government, without recourse to a rule-
based system, can be concerning even for influential elites.

8 Beazer 2012.

¥ We therefore do not preclude the possibility of efficient breach. If a government benefits from
implementing a damaging policy—for instance, because the costs of nonregulation become too large—
it may implement the policy, fully expecting to compensate the domestic firm for the effect of the
POh;’y.See North and Weingast 1989; Johnson, McMillan, and Woodruft 2002.

2 Krueger 1974.

22 Albertus and Menaldo 2012.
23 Fisman 2001.
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International investment agreements provide such a rule-based sys-
tem of property rights. Foreign firms that are covered by investment
agreements, such as a bilateral investment treaty (BIT) or a trade agree-
ment with investment chapters, enjoy additional protections over do-
mestic firms.** Most important, many investment agreements allow
foreign firms to dispute government actions through arbitration pro-
ceedings at an international tribunal if they perceive their rights to
have been violated. The International Centre for Settlement of Invest-
ment Disputes (IcSID), which is housed at the World Bank, is the most
prominent tribunal. Other arbitration bodies include the United Na-
tions Committee on International Trade Law and the International
Criminal Court.* If a ruling is issued, the reputational and economic
costs of not following through on it often compel governments to pro-
vide compensation to foreign investors.*

Beyond granting access to arbitration, investment agreements fre-
quently have stipulations about what constitutes permissible government
regulation. The content of these stipulations may exceed what would
be covered under domestic law. The protections afforded by investment
agreements can be far-reaching, regardless of government intent. As
noted in a 1984 ruling against Iran, “The intent of the government
is less important than the effects of the measures on the owner [of
the assets], and the form of the measures of control or interference is
less important than the reality of their impact.”” These features of in-
vestment agreements have drawn strong criticism, partly because they
grant foreign firms effectively stronger property rights than what is avail-
able to domestic firms, both in terms of the scope and strength of the
protections.”

Additionally, investment agreements clarify the standards against
which government behavior can be evaluated, making it easier to iden-
tify violations and facilitating the creation of reputational penalties.”

#See Ginsburg 2005; Neumayer and Spess 2005. The ability of investors to file claims against
foreign governments in such trade agreements is limited to the provisions outlined in the investment
chapter. The enforcement of trade provisions (usually relating to tariffs, nontariff barriers, and customs
procedures) does not allow for investor-state dispute settlement and therefore remains the exclusive
purview of governments. The access of private parties to arbitration remains a key difference between
the regimes on investment and trade. Simmons 2014.

% Some firms form direct contracts that grant access to arbitration with the host government; Well-
hausen 2018. These contracts are not necessarily publicly disclosed and are limited in scope, and they
lack many of the advantages of international law: they do not create clear expectations over govern-
ment behavior among different actors, and they lack the visibility that should mobilize domestic firms.

2 Kerner 2009; Desai and Moel 2008.

7 Tippetts, Abbett, McCarthy, Stratton v. TAMS-AFFA Consulting Engineers of Iran, 6 Iran-US CTR

219, 225-26.
28 Pelc 2017.

2 Guzman 2008.
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By contrast, where appropriate government behavior is vaguely de-
fined, violations are more difficult to assess. Clarifying these stipula-
tions and the protections they entail is valuable to foreign asset owners.
That international firms typically enjoy stronger property rights than
domestic firms is also evidenced in surveys and expert interviews. Even
where foreign firms perceive substantial political risks, they still receive
better treatment than their domestic counterparts.*® The protections for
foreign firms entailed under common rules in investment agreements
surpass even those in firm-friendly environments such as the United
States.” In brief, as Andrew Kerner notes, investment agreements pro-
tect foreign investors “above and beyond what can be achieved with
domestic law”; domestic investors, meanwhile, “must face a legal sys-
tem that is often slower, more capricious and less investor friendly.”*
Consequently, foreign firms frequently have greater recourse against
government actions than domestic firms. In addition to whatever re-
course is available domestically, some foreign firms—those firms whose
investments are covered by an investment agreement between their
home government and the host government—enjoy access to a rule-
based system of property rights through international law. Domestic
firms, by contrast, do not gain coverage under investment agreements.
For example, when the South African government wanted to ad-
dress historical inequalities in the mining sector by terminating exist-
ing mining rights and mandating that black South Africans receive
a 25 percent ownership share, foreign mining companies sued in the
1CSID;* domestic miners had no such recourse. The case ended in a set-
tlement. The claimants withdrew their cases and paid some of South
Africa’s litigation costs. In exchange, the mandated ownership share of
black South Africans was dropped to 5 percent for the claimants but
remained at 25 percent for domestically owned mining companies.
Foreign firms protected by investment agreements are therefore at-
tractive partners for domestic firms. For the foreign firm, acquiring the
assets of domestic firms can prove lucrative. Where property rights are
weak, domestic financial markets tend to be underdeveloped, implying
above average returns to firms willing to enter these markets.** Relat-
edly, if the threat of government predation makes it difficult for do-

30 Aisbett and Poulsen 2016.

31 Been and Beauvais 2003.

32 Kerner 2009, 78-80.

33 See Provost and Kennard 2015. For a summary, see the award documents in ICSID Case no.
ARB(AF)/07/01, Piero Foresti, Laura de Carli & Others v. The Republic of South Africa, at https://www
.italaw.com/cases/446, accessed September 17, 2018.

*Wurgler 2000.



510 WORLD POLITICS

mestic firms to enter and remain in the market, foreign firms that enjoy
elevated protections through investment agreements have advantages
over competitors. To the extent that access to arbitration substitutes for
weakly institutionalized property rights,* the foreign firm may not even
be overly concerned with the domestic property-rights environment.

Anecdotal evidence documents that attracting foreign owners is rec-
ognized by firms, governments, and arbitration bodies alike as a strategy
to gain coverage under investment agreements. In 2005, the Panama-
nian firm La Mina Hydro-Power Corporation was awarded (but later
lost) a contract to build a power plant in Panama. When its attempts at
domestic arbitration failed, La Mina formed an international partner-
ship with the US firm Transglobal Green Energy (TGGE). TGGE filed an
ICSID claim against Panama in 2013 for breach of contract under the in-
vestment agreement between Panama and the United States. The Pan-
amanian government challenged the jurisdiction of the ICSID on five
counts, among them that the partnership was created only “in order to
create an international dispute over a pre-existing domestic dispute.”
Because the relationship between La Mina and TGGE was created after
La Mina lost the contract and domestic litigation had been resolved,
TGGE should not have reasonably expected a profit from the defunct
contract. The 1cSID ultimately ruled in Panama’s favor, rejecting La Mi-
na’s claims.3¢

Although in this case foreign ownership was added too late to gain
compensation, the example illustrates that domestic firms are aware of
the benefits of foreign owners for accessing arbitration. Foreign asset
ownership can also provide a deterrent effect by preventing the govern-
ment from implementing costly policies. The deterrent effect of poten-
tial arbitration combines with a feature of joint asset ownership—the
inability of the government to discriminate between domestic and for-
eign owners of the same underlying asset to provide indirect protection
to the domestic firm.

Even if the government knows that a foreign firm holds a specific
percentage of a firm’s assets, it cannot draft policies that discriminate
between assets held by the domestic and the foreign firm. Any reduc-
tion in the value of the domestic firm’s assets also affects the value of
the assets held by the foreign firm because they are based on the same
underlying business.

% Neumayer and Spess 2005; Ginsburg 2005.

% See the ruling in ICSID Case no. ARB/13/28, Transglobal Green Energy, LLC and Transglobal
Green Panama, 8. A. v. Republic of Panama, at https://www.italaw.com/sites/default/files/case-documents
/italaw7336.pdf, accessed September 25, 2018.
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This mechanism is best illustrated in the case of equity stakes: any
government action that depresses equity values affects all owners of
that equity, regardless of the size of their equity stake or their nation-
ality. Consequently, policies targeted at domestic firms hurt the prop-
erty rights of foreign owners of those firms, and, if the foreign firm is
covered under an investment agreement, actions that hurt the foreign
firm’s assets may violate the government’s commitments under the in-
vestment agreement.

If the government implements a policy that hurts the domestic firm’s
assets, a foreign firm covered by an investment agreement and holding
some of these assets can therefore seek compensation through interna-
tional arbitration. Because the foreign firm has this additional channel
to obtain compensation, relative to the domestic firm, foreign owner-
ship increases the costs to the government of implementing damaging
policies. In turn, this effect reduces the overall probability that the gov-
ernment will implement harmful policies. Thus, access to arbitration
deters costly government policies.

The deterrent effect of arbitration is a prominent mechanism to ex-
plain the efficacy of investment agreements. Investment agreements are
expected to increase foreign direct investment because of the potential
costs of arbitration, which should reduce the instances of costly gov-
ernment actions in the first place.’” And although the details of arbitra-
tion at the ICSID remain undisclosed in many cases, the 1CSID publishes
its caseload, making it possible to identify the governments that have
become subject to disputes.® The process of arbitration can be enough
to sour investors’ perceptions of a country’s investment climate, regard-
less of the outcome, and can reduce future investment flows.? Con-
cerns about reputation reinforce the costs of compensation and reduce
the likelihood that a government will implement damaging policies to-
ward assets owned by foreign firms.

The regulatory chill recently ascribed to investment agreements is
similarly driven by deterrent effects. Krzysztof Pelc documents the de-
terrent effects of threatened disputes against Canadian tobacco and
Indonesian mining regulations and notes that governments may also
be deterred by the precedent set by disputes levied against other gov-
ernments.”’ The deterrent effect can also be seen in the growing per-

37 Simmons 2014; Kerner and Lawrence 2014.
3 Wellhausen 2016.

% Allee and Peinhardt 2011.

40 Pelc 2017.
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ception by governments that existing treaties constrain their policy
options. Based on experiences with litigation in the past, governments
seem to be shying away from new investment agreements.* Many lead-
ers in Latin America have “viewed the spread of [investment] treaties
as a threat to their countries’ sovereignty.”* The US-EU Transatlan-
tic Trade and Investment Partnership and the EU-Canada Compre-
hensive Economic and Trade Agreement floundered due to concerns
over the constraints imposed by their investment chapters. Govern-
ments have become increasingly reluctant to agree to investment chap-
ters, because the aim of litigation is “not only to obtain compensation
but also to deter governments’ regulatory ambitions.”*

The decision to implement damaging policies is frequently more
complex than a central policymaker opting for one policy or another.
For example, domestic interest groups may demand regulation, or poli-
cymakers from different branches of government may reach a compro-
mise. But even in complex policy environments, international law can
shape the political debate and tip decisions toward compliance.* This
was evident, for instance, when the Guatemalan government consid-
ered challenging a gold mine owned by Goldcorp, a Canadian min-
ing company with access to international arbitration. Several domestic
interest groups, as well as citizens, supported restrictions on the min-
ing operation. Internal government documents show that the decision
not to challenge the operation of the gold mine was shaped by the fear
of Goldcorp taking advantage of its “access to international arbitration
and subsequent claims of damages to the state.” The threat of litiga-
tion tilted the debate against imposing restrictions on Goldcorp.

In short, investment agreements plausibly have a deterrent effect, in
particular in the perception of governments. This effect is key for the-
ories identifying a constraining effect of investment agreements, it is
corroborated by recent evidence, and it is echoed by government con-
cerns about infringements on state sovereignty. The prominence of
investment arbitration in public debates about the global investment
regime further increases the likelihood that domestic firms are aware of
its possible deterrent effect, which may mobilize them to pursue finan-
cial relationships with foreign firms.

Of course, deterrence will not completely eliminate government pol-
icies that are costly to firms. Governments may intentionally violate in-

“ Poulsen 2015.

4 Salacuse 2010, 434.

4 Pelc 2017, 559.

4 Simmons 2009; Chaudoin 2016.

# Quoted in Provost and Kennard 2015.
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ternational law, and international investment law is contested on many
issues. For example, as Benjamin Graham, Noel Johnston, and Allison
Kingsley point out, although protections against expropriation and dis-
criminatory policies “are almost universally accepted, the right to unfet-
tered repatriation of capital is not.”* Similarly, governments and firms
may disagree about the interpretation of treaty clauses and the applica-
bility of specific stipulations. Nonetheless, even where international law
is contested, foreign asset ownership should increase the prospects for
deterring costly government actions relative to the absence of any for-
eign involvement.

The following example illustrates the deterrent effect of foreign
ownership. The Russian wireless operator Vimpelcom successfully used
foreign investors with access to investment arbitration to deter govern-
ment predation. In 2004, regulators claimed that Vimpelcom lacked
proper licensing and they filed a criminal case and issued a $157 million
back-tax bill.¥ The case was plausibly politically motivated, stemming
from a conflict between the majority shareholder and a government of-
ficial. But 30 percent of Vimpelcom was owned by Telenor, a phone
company that is majority-owned by the Norwegian government. Tele-
nor had legal redress through investment arbitration because Russia
had signed a BIT with Norway (in force since 1998) that provided access
to arbitration for Vimpelcom’s foreign owner. In the shadow of poten-
tial arbitration and leveraging its political contacts, Vimpelcom reached
a settlement with the Russian government that resolved the issue and
reduced the tax bill by almost 90 percent, to $17 million.

For domestic firms, selling assets to a foreign firm presents a trade-
oft. The domestic firm gives up assets and, potentially, autonomy over
its operations. In exchange, it benefits indirectly from the deterrent ef-
fect of joint asset ownership. Thus, the domestic firm can effectively
trade property for property rights. This trade-off implies an observable
implication that we derive formally in the following section: selling as-
sets to foreign firms should be most attractive where domestic property
rights are weak because the added protection from foreign ownership is
most valuable. We make no presumption that this is the only motivation
for seeking out foreign firms as business partners; it complements other
motivations, such as gaining access to new capital and technology.

Our discussion also suggests an alternative explanation. Weak prop-
erty rights may encourage foreign firms to acquire the assets of domes-

4 Graham, Johnston, and Kingsley 2018, 2.
47See Markus 2015, 173-75, for a full discussion.



514 WORLD POLITICS

tic firms as much as they encourage domestic firms to sell their assets to
foreign firms. Their advantages over domestic firms may drive foreign
firms with access to international arbitration to invest in markets with
weak property rights. We therefore strive in the empirical analysis to
account for the incentives of foreign firms. In particular, we show that
the results are not driven by covered foreign firms making investments.

A ForMAL MODEL OF FINANCIAL RELATIONSHIPS BETWEEN FIRMS

To establish observable implications of our theory, we consider a simple
model with three actors: the government, a domestic firm, and a for-
eign firm. The domestic firm has profits worth 7. It may form financial
relationships with a foreign firm by selling a fraction f € [0,1] of its
assets, and therefore profits, to a foreign firm. If /' = 0, no partnership
is formed.” The remainder, 4 = 1 - £, is retained by the domestic firm.

The foreign firm decides whether to accept the proposal. If it ac-
cepts, it takes ownership of £, earns the associated profits, and provides
a transfer, #f > 0, to the domestic firm, for a given value # The total
amount of the transfer can be interpreted, for example, as a cash or a
technology transfer from the foreign to the domestic firm in exchange
for assets; it captures any value the domestic firm attaches to forming a
financial relationship with a foreign firm. If the foreign firm refuses the
proposal, it earns nothing and provides no transfer.

The government chooses whether to implement a damaging policy.
It it implements the damaging policy, it reduces both firms’ profits by a
fraction o € [0,1], with 1 - o representing the share of profits remain-
ing to the firms. Larger values of o indicate more damaging policies.
If the government does not implement the damaging policy, the firms’
profits are unaffected. The government’s benefit from implementing
the damaging policy is y, while the benefit associated with not imple-
menting the policy is v. The net benefit of implementing the policy is
n = p - v. We assume that this net benefit, 7, is the private information
of the government; the firms do not know the specific value of 7 but do
know that it is distributed uniformly on the interval [0,1].* Hence, the

“#Imposing a lower bound, such as a 10 percent equity stake, would not alter the results.

#'We break up 1 to allow for separate costs and benefits. It is not crucial whether the firm does not
know v, u, or both. All results also follow if we assume that 7 is distributed according to some known
probability density function, g(1), as long as in equilibrium g'(1") < 0 (this is a sufficient condition; nec-
essary conditions are in the supplementary material; Betz and Pond 2019b). The condition implies that
larger values of 17 do not become increasingly more likely. Put differently, a sufficient condition for our
results is that extreme temptations to expropriate are increasingly rare (as is the case with commonly
used distributions, such as the exponential distribution, and in the right tail of a normal distribution).
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firms cannot perfectly anticipate whether the government will imple-
ment the damaging policy.

The sequence of play is as follows. First, the domestic firm decides
whether and how much ownership to sell to the foreign firm. The for-
eign firm accepts or rejects the proposal. The government then decides
whether to implement the policy. If the government implements the
policy, the domestic and the foreign firm receive compensation with
probabilities p and ¢, where p € [0,1] captures the quality of domes-
tic property rights in the country and ¢ € [0,1] captures the presence
and the strength of an investment agreement. If the government im-
plements the damaging policy, it compensates the domestic firm with
with probability p. When the foreign firm is covered by an investment
agreement, the government provides compensation to the foreign firm
with probability 1. For relationships to foreign firms to help deter costly
government policies, the foreign firm must be compensated with higher
probability than the domestic firm, such that 1 > p. We assume that this
relationship holds when the foreign firm has access to arbitration in an
investment agreement, but not otherwise.

The domestic firm expects to receive compensation equal to pord,
it does not share in the compensation that the government expects to
pay to the foreign firm. Foreign ownership therefore creates indirect
benefits for the domestic firm, which stem not from compensation but
from a reduced likelihood of damaging government policies being im-
plemented. The foreign firm expects to receive compensation equal to
torf. Table 1 reports the payofts for the government, the domestic firm,
and the foreign firm, depending on the history of the game.

The solution concept is a subgame perfect Nash equilibrium. In
equilibrium, the government implements the damaging policy if

n>n'=rolp(l- ) + 1], (1)

which has two implications. First, as domestic property rights increase,
the government is less likely to implement the damaging policy regard-
less of the level or presence of foreign ownership. Second, if a foreign
firm covered by an investment agreement is involved, the probability
that the government implements the damaging policy decreases. This
implication reflects the core mechanism of our theory. Implementing a
damaging policy reduces the profits of both the foreign and domestic
firms. Because the foreign firm is protected by stronger property rights
under an investment agreement, the government expects to pay more
compensation and therefore is less likely to implement a damaging pol-
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TABLE 1
PAYOFFS FOR GOVERNMENT AND FIRMS GIVEN PARTNERSHIP

Government Implements Policy

No Yes
Government v p-orlpd + if]
Domestic firm rd + tf (1-0)rd + pord + tf
Foreign firm rf—tf (1-0)rf+ 1o7f- tf

icy. This effect is driven by the inability of the government to limit the

effects of damaging policies to domestic asset owners, and by indirect

protection. Even with a foreign partner, the domestic firm can expect to

gain compensation only through the domestic property rights system.
The foreign firm accepts the partnership as long as

t<t*={1- 7)1 -0o(1-1)+ 7] 2)

Because 7*is the expected profit, a price # that satisfies the foreign firm
always exists. In the supplementary material, we report results when
the foreign firm makes no payment to the domestic firm.*® This is the
least attractive scenario from the domestic firm’s perspective; it receives
no compensation, only the potential deterrence of the government.
The domestic firm offers to sell a portion of its assets to the foreign

firm if

>z 7[1-0(-p)] + 2p(1-p)o?r>~ 3)
o?r?(1-p)

Equation 3 provides three insights central to the theory. First, the do-
mestic firm is more likely to sell assets to the foreign firm as the trans-
fer payment increases. As #increases, the right-hand side decreases, and
condition three is easier to satisfy. Yet, the property rights available to
the foreign firm under international law are also valuable to the domes-
tic firm. Even if the foreign firm were to make no transfer, such that #
= 0, the domestic firm may be willing to cede some of its assets to the
foreign firm. In this case, the transfer of assets to the foreign firm is
wholly motivated by the deterrent effect on the government. This re-
sult illustrates how firms may trade property for property rights, and it

50 Betz and Pond 2019b.
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underscores how international law provides foreign firms with an ad-
vantage: their access to international law implies that they can acquire
assets abroad at cheaper prices. Conversely, foreign firms without ac-
cess to international law lack this advantage.

Second, the domestic firm is more likely to offer a financial stake
to the foreign firm as the strength of the investment agreement, t, in-
creases. Although often following similar templates, investment agree-
ments differ in strength, in particular in their delegation to arbitration
bodies like the 1CSID.’! Some investment treaties therefore grant higher
protections to foreign firms. These firms should make particularly at-
tractive partners for domestic firms. Together with the previous result,
this suggests a distributional effect of the design of international law:
firms from countries whose governments negotiated rigorous invest-
ment agreements are attractive business partners abroad and should be
able to secure relatively better terms in their investments.

Third, the domestic firm has less to gain from involvement by a for-
eign firm as domestic property rights, p, increase. As a consequence,
the firm requires a higher transfer price to sell its assets and, conversely,
for any given price is less inclined to sell its assets to a foreign firm. By
contrast, where domestic property rights are weak, the indirect protec-
tion provided by foreign firms becomes more valuable. Thus, the do-
mestic firm is more willing to sell some of its assets when domestic
property rights are weak.

The results point to the surplus created by international law. The
value of the domestic firm’s assets, net of the effects of government
predation, increases with the involvement of a foreign firm because
of the deterrent effect of the foreign firm’s access to international law.
A thought experiment illustrates the consequences of this argument.
Where domestic property rights are weak and international law is
strong, the domestic firm could cede some of its assets for free to the
foreign firm, but the remaining assets would be worth more to the do-
mestic firm than the value of its total assets without the involvement
of the foreign firm. This surplus also ensures that a transfer # that is ac-
ceptable to both firms always exists.

This discussion leads to the first observable implication of our theory:
selling assets to foreign firms covered by an investment agreement is a
systematic response to weak property rights because of the added protec-
tions that the involvement of foreign firms offers to domestic firms.

51 Allee and Peinhardt 2010.
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—Proposition 1. Domestic firms are more likely to seek out financial
relationships with foreign firms that are covered by an investment agree-
ment as domestic property rights decrease.

To further emphasize the role of the divergence in property rights
between firms, suppose the foreign firm is not covered by an investment
agreement. Then, the domestic firm gains no protection under inter-
national law from selling assets to the foreign firm. Selling assets to
uncovered foreign firms yields no additional protection to the domes-
tic firm. Hence, the presence of an investment agreement, which cre-
ates the segmentation of property rights between domestic and foreign
firms, is necessary for weaker property rights to increase financial ties
with foreign firms. The same argument applies to ties with domestic
firms: selling assets to domestic firms does not deter government pre-
dation. This results in a second observable implication of our theory:

—Proposition 2. Financial relationships between domestic firms and
firms that lack coverage by an investment agreement should not be more
likely as domestic property rights decrease.

The emphasis on international law sets our theory apart from ar-
guments about the influence of foreign firms over host governments
because these firms are backed by powerful home governments,* they
have diplomatic and political connections of their own,” or their con-
tinued investment is valuable to the host economy.** Backing by the
home government is firm-specific and subject to political uncertain-
ties in the foreign firm’s home country. The economic importance to
the host economy is likewise firm-specific and subject to fluctuations.
By contrast, because international law provides a rule-based system of
property rights, any foreign firm covered by an investment agreement
has credible access to arbitration.

Last, the investment regime is distinct in that it allows firms to bring
claims against governments. This has not always been the case. Ini-
tial customary international law relied on state-to-state enforcement,
which is still the standard in the international trade regime.> Our the-
ory underscores the consequences of the development toward investor-
state dispute settlement in the investment regime: the fragmentation of
ownership stakes across jurisdictions allows firms to expand their access
to the protections of international law. This effect reinforces existing

52 Maurer 2013.

53 Markus 2012.

5 Moran 1973; Johns and Wellhausen 2017.
5 Simmons 2014.
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asymmetries in the investment regime, which benefit firms over gov-
ernments, because firms, not governments, have “the right to choose
the forum, rules, and legal issues.”* Thus, firms can expand their rights
relative to governments. This dynamic would not be possible in the re-
gime over international trade, which is based on state-to-state enforce-
ment, such that governments act as gatekeepers in the enforcement of
international legal commitments.

Ewmpirics

To evaluate the propositions, we leverage cross-country variation in
property rights and in financial relationships between domestic and
foreign firms, which we compile from firm-level data. Our research
design further leverages variation in firms’ access to arbitration through
international law. We first present results using data on financial rela-
tionships between domestic firms and foreign firms with access to arbi-
tration through international law. We establish that where investment
agreements covering foreign firms are present, weaker property rights
result in more financial relationships between domestic and foreign
firms, a conclusion consistent with proposition 1. To establish the role
of international law and to rule out several alternative explanations, we
then show that weak property rights do not increase financial relation-
ships with several categories of firms that lack access to arbitration, a
result consistent with proposition 2.

For our first set of results, we create a sample of countries not part of
the Organization for Economic Cooperation and Development—plus
Mexico and Turkey as non-high-income OECD countries—that have
investment agreements with the US in force. We focus on investment
agreements with the US for several reasons. First, the US has the larg-
est and deepest financial market. Because of this liquidity, it is a likely
source of foreign capital. Second, we implicitly control for country-spe-
cific attributes of foreign governments, firms, and markets. Third, we
obtain a more representative and comparable sample than if we include
firms from several home countries. Last, the US has been the investor
home country with the largest number of 1CSID filings in the past.’” This
willingness to litigate cases suggests that relationships with US firms
are valuable for gaining protection.

To identify investment agreements that provide access to arbitration,
we consider both BITs and trade agreements with investment chapters

¢ Simmons 2014, 33.
57Wellhausen 2016.
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and refer to both as investment agreements.’® Investment chapters in
several US trade agreements are comparable to BITs in their investor
protections, in that they allow investors to initiate disputes against host
governments. In these trade agreements, the access of private parties to
arbitration is limited to the investment provisions and does not extend
to trade provisions, where arbitration remains the exclusive purview of
governments.”

Our dependent variable measures M&as between domestic firms
and US firms announced in any given year. We collected M&a data
from Thomson One, which provides firm-specific investment data.®
Through each M&a in our data set, a US firm, as a foreign entity, ob-
tains a financial stake in a domestic firm. Thomson One provides de-
tailed data on each project, including the name, location, and industry
of the acquiring and target company. For each country, we collect data
on all M&as in which a US firm acquired parts of a domestic firm.

We exclude cases where the US firm acquired 100 percent of the do-
mestic firm. These are cases where the domestic owners are not gain-
ing protection but instead are exiting the market. For the same reason,
we do not include M&as through which a domestic firm acquired a US
firm, which could be interpreted as moving assets out of the govern-
ment’s reach. Every M&a in the sample therefore represents a cross-
border transaction involving a US firm as the acquiring entity. The data
capture how many domestic firms form financial relationships with a
foreign firm. This provides, for our purposes, advantages over alterna-
tives, such as the total stock or inflow of foreign direct investment. Di-
rect investment data, for instance, include greenfield investment, which
occurs without the participation of domestic firms and hence is not
within the scope of our theory. Likewise, if a large amount of direct
investment is concentrated in a small number of projects, it protects
only a small number of domestic firms. We aggregate the firm-level
data to the country-year level. In our sample, the variable ranges from
0 to 37 M&aAs per country-year, with an average of about 2.5 M&as; for
country-years with any M&aAs reported, the average is about 4.9 m&as
per country-year.

Just as measurement error is present in foreign direct investment

5 We therefore only consider access to arbitration as created by international law. Although some
firms negotiate individual contracts directly with a host government (Wellhausen 2018), we lack sys-
tematic data on such contracts, and because these contracts are nonpublic, contrary to investment
agreements, they lack the visibility noted in the theory that induces domestic firms to seek foreign
partners.

3 Biithe and Milner 2014; Milner 2014; Simmons 2014.
“Thomson One, at https://www.thomsonone.com, accessed October 12, 2016.
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positions, it is likely that the M&a data are incomplete. Nonetheless,
the Thomson One database is usually considered the most compre-
hensive source of cross-country firm activities.” We also have little
reason to suspect that systematic measurement error explains an asso-
ciation between weak property rights and more M&aA activity. If under-
counting M&A activities is systematically related to property rights, it
works against our first proposition. Countries with stronger property
rights and more effective legal systems should have stricter recording
standards and should produce better economic statistics, resulting in a
larger number of observed M&as. By focusing on activities that involve
US firms, we further hope to reduce the number of missing observa-
tions because we hold constant reporting standards on the acquiring
side. Publicly listed companies in the US have to report to the Securi-
ties and Exchange Commission. The largest firms—those that tend to
own foreign assets—frequently are publicly listed. Below, we offer ad-
ditional results. We control for a country’s transparency with respect to
economic information, we drop observations with no reported M&as,
and we estimate truncated as well as zero-inflated regression models.

To measure property rights, we use the rule-of-law variable from the
Worldwide Governance Indicators,** which is commonly used in the
literature.®® It combines several indicators of confidence in the rules of
a society and the extent to which those rules are abided, such as the
functioning of the judiciary and contract enforcement. We obtain the
variable from the Quality of Government data set.®* Contrary to a pop-
ular alternative, the International Country Risk Guide’s assessment of
a country’s investment environment, this measure focuses on domes-
tic property rights—the key variable in our theory—not on the percep-
tions of international investors. We include the latter variable in some
models to control for property rights from the perspective of foreign
investors.

All models include a set of control variables. First, democracies tend
to be associated with better property rights and the ability of govern-
ments to attract investments.® We therefore include a variable coded 1
for countries with a polity score above 6; the results are also robust to
using the continuous measure. Second, we include standard economic

' Tingley et al. 2015; Pandya and Leblang 2017.

62 Kaufmann, Kraay, and Mastruzzi 2010.

9 Li and Resnick 2003; Daude and Stein 2007.

#Teorell et al. 2016. The variable is not coded for 1997, 1999, and 2001. We impute values for
these years with the average of neighboring years for the respective country. The results are robust to
using the unimputed data, as reported in Betz and Pond 2019b.

% Li and Resnick 2003; Jensen 2003.
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variables—log GDP, log population, and GDP per capita—to account for
the size and wealth of a country’s market. The data were obtained from
the World Bank. Third, because the dependent variable captures inter-
national capital flows, we control for capital account openness.® Fourth,
to account for a country’s geographic position, we include log distance
to the US.

Fifth, foreign firms can be an important source of financing.®” For-
eign financing is most important where domestic credit markets are
underdeveloped, which can be a consequence of weak property rights.®
We control for logged domestic credit to the private sector, which was
obtained from the Global Financial Development Database.®” We con-
sider additional measures of financing below. Sixth, we account for a
country’s economic structure by including the index of economic com-
plexity.” More developed and complex economies have more economic
activity and more linkages with the international economy, creating
more opportunities for M&as. Additionally, more complex economies
are closer to the technology frontier, which may shape the attractive-
ness of M&As over alternative forms of international engagement to
foreign firms and domestic firms.” Last, we include year fixed effects to
account for factors that affect all countries, such as global interest rates
and the availability of credit in the US, which explains investment de-
cisions by firms and host-government policies.”

Taking all variable limitations into account, our sample covers up to
thirty-five countries between 1996 and 2014. A list of the countries and
summary statistics are in the supplementary material.” Because our de-
pendent variable is a count, we estimate negative binomial models. To
account for the nonindependence of observations within countries and
the slow temporal changes on the variable on domestic property rights,
we cluster standard errors by country, which addresses arbitrary non-
independence among observations within countries. The slow move-
ment of the property rights variable implies that our results are mostly
explained by cross-country differences, not by within-country variation
over time. We present hierarchical models, random effects, and country
fixed-effects models in the supplementary material.

% Updated data from Quinn 1997.

%7 Aizenman 2005.

% Levine, Loayza, and Beck 2000.

% Cihdk et al. 2013.

7" Hausmann et al. 2014.

"I Evans 1979; Antras, Desai, and Foley 2009; Pandya 2013.
72Betz and Kerner 2016.
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SELECTION INTO INVESTMENT AGREEMENTS

Before turning to the empirical results, we note that the set of coun-
tries with investment agreements is not a random sample. Membership
in investment agreements is plausibly driven by the host government’s
expectations of attracting investment. The self-selection of countries
into investment agreements is an important concern in the literature on
the effects of investment agreements, and it is a concern that remains
largely unresolved.” Our research design sidesteps this debate because
we are not interested in the effects of investment agreements. Instead,
within the set of countries that have joined investment agreements with
the US, we expect weaker property rights to be associated with more
financial ties between domestic firms and US firms.

Moreover, we find no evidence that countries differ significantly or
substantively in their domestic property-rights environments depend-
ing on whether they signed investment agreements with the US. The
average of the property rights variable is .489 for countries without in-
vestment agreements and .477 for countries in the sample with invest-
ment agreements. This difference amounts to about 2.5 percent and
with a p-value of .669, is not statistically significant. Likewise, the dis-
tribution of the property rights variable across the two samples is not
significantly different.” The supplementary material shows that the
two samples do not differ significantly on the remaining control vari-
ables either, with the exception of the geographical distance from the
Us.7

‘Two additional concerns remain. First, countries with weaker prop-
erty rights may sign investment agreements with the United States in
the expectation of attracting investment, whereas countries with stron-
ger property rights sign investment agreements because of their mili-
tary alignment with the US. We therefore account for US military aid in
robustness checks. Second, the signing of investment agreements may
correlate with broader reform packages geared toward foreign investors
and may be implemented in countries with weak property rights; this
would explain a negative association between property rights and M&as
if countries catch up on the foreign investment they lost in the past as
a consequence of these broader reforms. In the supplementary mate-

74 Betz, Cook, and Hollenbach 2018.

7We implement the test statistic of Brown and Forsythe 1974; to account for the nonindepen-
dence of observations within countries, we rely on the estimator proposed by lachine, Petersen, and
Kyvik 2010.

76 Betz and Pond 2019b.




524 WORLD POLITICS

rial, we report that the results are robust to controlling for a country’s
movement toward economic openness and for the investment environ-
ment as perceived by foreign investors.”’

In short, membership in investment agreements is not exogenous.
But we find little evidence that self-selection into investment agree-
ments is systematically related to our main variable of interest and do
not find evidence that this self-selection presents an alternative expla-
nation of a negative association between property rights and financial
ties between domestic and foreign firms.

Resurrs

Table 2 presents the main results. Column 1 reports our baseline model.
As expected, an increase in property rights is associated with fewer
financial relationships (in the form of M&as), between foreign and do-
mestic firms. The coefficient is statistically significant at the 5 percent
level and substantively large. Moving from the 10th to the 90th per-
centile on the property rights variable reduces the number of M&as by
about 60 percent, from 4.3 to 1.8. In terms of countries in the sample,
this shift is comparable to the difference between Ecuador (with weak
property rights) and Uruguay (with strong property rights) in 2007.

These results are consistent with the theory that domestic firms tap
into the property rights available to foreign firms by selling assets to
those firms. As property rights deteriorate, domestic firms increase
their involvement with US firms through M&as in an attempt to bene-
fit from the foreign firm’s access to international law.

The remaining models in Table 2 and Table 3 introduce control vari-
ables to account for two alternative explanations: domestic financing
constraints and the motivations of foreign firms for forging business re-
lationships with domestic firms.

FINANCING CONSTRAINTS

Domestic firms may seek ties to foreign firms because the domestic
financial system is underdeveloped, making it difficult to find financing
for new investment projects. At the same time, foreign firms may be
willing to enter these markets because they promise elevated returns.
Table 2 includes several variables to account for the domestic financial
environment, which tends to correlate with property rights.

In column 2, we include the bank interest margin, defined as net in-
terest revenue as a share of interest-earning assets. Where banks earn

77Betz and Pond 2019b.
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TABLE 2
ProprerTY RiGgHTS AND M&AS wiTH US Firms: DoOMESTIC
FINANCIAL ENVIRONMENT?

(1) & () (4 (5)
Property rights -3.10"*  -3.25™ =3.57%*  -3.36%  -3.25"
(1.17) (1.42) (1.30) (1.37) (1.25)
Democracy 697 T7 .83 797 ST
(.20) (21) (22) (21) (.20)
GDP 1.45% 1.34% 1.36™* 1.41% 1.43%
(:29) (.29) (.34) (.34) (.32)
Population —.83"* =727 -.80"* -.82* -.80"*
(.28) (:27) (.33) (.34) (.31)
GDP per capita -.12% —-11% —.14% =14 -.12%
(.05) (.05) (.06) (.06) (.05)
Capital account .84 .95%* .99™* .99 .86™
(:27) (.30 (.23) (:27) (.26)
Economic complexity 487 55 53 487 ST
(.16) (.19) (.17) (.16) (.15)
Distance to the US A3 A% .37 .30 .39%
(.20) (.20) (:23) (21) (:21)
Domestic credit .029 -.085 -.18 -.099 .038
(.14) (.13) (.14) (11) (.15)
Bank interest margin —-.039
(.04)
Stock market capitalization .092
(.08)
Listed companies -.016
(.10)
Corporate governance .094
(.08)
Constant -23.6"* =221 -20.8™* 211" 235"
(3.90) (4.11) (4.14) (4.37) (4.04)
Year fixed effects yes yes yes yes yes
Obs. 468 437 331 339 453
Countries 35 35 26 26 33

Coefficient estimates and standard errors (clustered by country); negative binomial regressions; **sig-
nificant at 1 percent, “significant at 5 percent, *significant at 10 percent.
*Countries with US BITs or trade agreements with investment chapters.

higher margins on lending, the financial system is less efficient and
borrowing more costly. In column 3, we include log stock market cap-
italization, relative to GDP, to account for the overall size of the do-
mestic financial market. In column 4, we include the number of /szed
companies as an alternative measure of the size of the domestic finan-
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cial market.”® In column 5, we include a measure of corporate gover-
nance, minority shareholder rights, which was obtained from the World
Bank’s Doing Business database.” Weaker corporate governance laws
may make it more difficult for firms to find domestic financing, leading
them to find new sources of financing in markets with stronger share-
holder protections and to also benefit from those stronger shareholder
protections themselves.*

The negative coefficient on property rights remains across all mod-
els and retains its statistical significance, allaying concerns that the re-
sults are driven by the coincidence of financing constraints and weak

property rights.
FoOREIGN-FIRM MOTIVATIONS

The results may be explained by the motivations of US firms to invest
in host countries. Below, we present results from bond and equity is-
sues, which are based on the unilateral decision of a domestic firm and
potentially create a foreign ownership stake in the future—without an
explicit involvement of foreign investors at the time these issues are
made. These data therefore allow us to bracket the incentives of US
firms to get involved in domestic markets.

Table 3 offers models to account for the motivations of foreign firms.
First, we exploit that some of the reasons for US firms to invest in
host countries do not require the participation of domestic firms. US
firms may decide to enter the domestic market because the protections
implied by investment agreements create an advantage over compet-
itors in an environment of weak property rights. If that is the case,
these investments should not be limited to projects that involve do-
mestic firms. Greenfield investment, without participation of domestic
partners, would be just as attractive to US firms in those contexts. We
therefore include the bilateral direct investment position with the US
(data are from the Bureau of Economic Analysis),* which allows us to
hold constant the more general demand by US firms for investments in
the domestic economy.

Second, US firms may invest in the domestic economy to expand
production networks. Again, this expansion may be more attractive
where investment agreements create an advantage for US firms rela-

7 All three variables are from Cihik et al. 2013.

7 World Bank 2016.

%0 Coffee 2002. The data on shareholder protections are not available for years before 2006. Consid-
ering the few changes in the series from 2006 to 2012, we use the 2006 data for earlier years.

81 Bureau of Economic Analysis 2016.
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TABLE 3
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ProprerTY RiGgHTS AND M&AS wiTH US Firms: FOREIGN-FIRM MOTIVATIONS®

(1) & () (4 (5)
Property rights =3.32"*  -2.00"" —2.58" -2.81" 452
(1.24) (.94) (1.20) (1.39) (1.76)
Democracy .68 1.13* 827 767 .38
(.20) (21) (.26) (:23) (.30)
GDP 1.49% 1.45% 1.42 1.44% 1.38
(.30) (.34) (.28) (.30) (.38)
Population —.93% =97 73" —.82% -.88*
(.29) (.37) (.27) (.28) (.35)
GDP per capita —.13% -.16™* -.10* -.13* -.089
(.05) (.06) (.05) (.05) (.07)
Capital account .88™* .24 74 .83™* 1.15%
(:29) (.34) (.33) (.30 (.38)
Economic complexity A4 .077 .36* 497 A43*
(17) (21) (.20) (.19) (.24)
Distance to the US .60™* .83 A4 A3 .56*
(.23) (.31) (.18) (21) (.31)
Domestic credit .041 35% .10 -.024 -.022
(.15) (.15) (.13) (.12) (.14)
US bilateral direct investment ~ .005
(.01)
Related party trade 20
(.08)
Technology frontier —.44
(.58)
Investment profile -.036
(.65)
Economic transparency 15
(.09)
Constant —24.3% 3127 247 2340 21.9"
(3.79) (4.70) (3.45) (4.24) (5.40)
Year fixed effects yes yes yes yes yes
Obs. 445 251 409 450 306
Countries 35 33 30 34 28

Coefficient estimates and standard errors (clustered by country); negative binomial regressions; **sig-
nificant at 1 percent, “significant at 5 percent, *significant at 10 percent.

* Countries with US BITs or trade agreements with investment chapters.

tive to competitors. But it need not involve domestic partners. Includ-
ing a variable for the presence of production networks therefore allows
us to control for the motivations of foreign firms to invest in the do-
mestic economy more generally. We rely on data from the US Census

Bureau on related

party trade, defined as (logged) imports and exports
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between US firms and affiliated firms abroad, to capture the presence
of such production networks.*

Third, foreign firms may choose to form M&as with domestic part-
ners over alternative forms of engagement if technology transfers are
driving investments in the host country; moreover, domestic firms may
seek relationships to foreign firms to gain access to new technology.®
To account for the potential for technology transfers, we estimate a
country’s proximity to the zechnological frontier as a country’s total factor
productivity relative to that of the US, using data from the Penn World
Table.®* The results show that distance from US technology is not sig-
nificantly related to M&aA activity.

Fourth, we account for investment protections from the perspective
of foreign investors by including the investment profile index from the
International Country Risk Guide.* Including this variable allows us to
interpret the coefficient on domestic property rights as property rights
net of the protections perceived by foreign firms. This variable is also
commonly used to account for the possibility that foreign firms seek
domestic M&as over licensing arrangements to avoid the expropria-
tion of technology.® The protections afforded to international investors
have small and statistically insignificant effects on M&as, an observa-
tion consistent with the argument that the domestic environment is
less important to foreign investors protected by investment agreements.

Fifth, we include an index of economic transparency.’” Plausibly, con-
nections to domestic firms are most important to US firms where gov-
ernments are less inclined to disclose information. Where transparency
is low, connections to domestic firms may help foreign firms obtain
information about political processes or even broad macroeconomic
trends. In our sample, transparency is associated with more M&aAs, al-
though the coefficient estimate is not statistically significant and the
substantive effect is small.

That the coefficient on property rights retains its sign and statisti-
cal significance when accounting for these motivations of foreign firms
reinforces the interpretation that domestic firms seeking foreign part-
ners drive the results.

82 US Census Bureau 2016.

% Antras, Desai, and Foley 2009; Pandya 2013.

5 Vandenbussche, Aghion, and Meghir 2006; Feenstra, Inklaar, and Timmer 2015.
% Updated data from PRS Group 2012.

% Markusen 1995; Antras, Desai, and Foley 2009.

% Hollyer, Rosendorff, and Vreeland 2014.
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ADDITIONAL ROBUSTNESS CHECKS

The supplementary material provides additional results.® These ac-
count for the following: changes in capital account and trade openness,
which reflect a country’s movement toward liberal economic policy;
dependence on the US through military aid; the presence of migrant
networks; participation in International Monetary Fund programs,
which tend to couple privatization demands with reforms to the prop-
erty rights regime; the production of natural resources, which tends to
be capital-intensive and located in countries with weak property rights;
and the exchange rate level and regime. We remove M&as involving the
privatization of state-owned companies from the sample, which may
still enjoy privileged access to the government. The results are robust
to these changes.

THE ROLE OF INTERNATIONAL LLAW: UNCOVERED VERSUS
CoVERED FIRMS

If the previous results are explained by the protections of foreign firms
under investment agreements and their access to arbitration, then the
negative effect of property rights should disappear for firms that lack
access to arbitration under international law. Although large multina-
tional corporations may form individual contracts with governments
that provide access to arbitration, these contracts do not offer system-
atic access to arbitration for domestic firms with foreign owners. Table
4 presents three results that underscore the importance of this access.

First, where no investment agreement exists, US firms cannot grant
domestic firms protection through international law. We therefore cre-
ate a sample of M&As between US firms and firms in countries without
US investment agreements. As shown in column 1 of Table 4, the neg-
ative effect of property rights disappears in this sample. Instead, prop-
erty rights have a positive, statistically significant effect.

Second, the US signed several investment framework agreements
with other countries. These agreements declare in rather general terms
a common desire to foster economic exchange between the US and the
partner country. They lack any clear stipulations to protect US firms,
and they provide no access to arbitration or any other mechanisms that
would allow firms to challenge host-government policies. This sam-
ple therefore includes countries with sufficiently close ties to the US
to result in investment framework agreements but without protections
extended to US investors. The negative association between property

8 Betz and Pond 2019b.
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TABLE 4

M&AS BETWEEN FIRMS WITHOUT ACCESS TO ARBITRATION?

No Agreement, Agreement with MEAs with
No Arbitration No Arbitration Domestic Firms
(1) ) (3)
Property rights 2.82% 6.84** =29
(.55) (2.12) (1.65)
Democracy 617 90" 1.05**
(.17) (.24) (.45)
GDP 36 53 1.69%
(.18) (17) (.39
GDP per capita .025 -.012 —25%
(.02) (.01) (.07)
Population 677 .50™ -1.18*
(.16) (.24) (.48)
Capital account 1.08* .65 .67
(.49) (.82) (.58)
Economic complexity 51 397 .39
(.17) (.08) (.37)
Distance to the US —.63"* -1.00"** 2.097
(.14) (.23) (.65)
Domestic credit 25% -.062 .50%
(.12) (.10 (:21)
Constant —17.4% -16.5"* -38.0"*
(2.80) (3.00) (5.98)
Year fixed effects yes yes yes
Obs. 712 227 468
Countries 53 22 35

Coefficient estimates and standard errors (clustered by country); negative binomial regressions; ***sig-
nificant at 1 percent, *significant at 5 percent, *significant at 10 percent.

*Column 1: M&as between domestic firms and US firms not covered by US BITs or trade agreements
with investment chapters. Column 2: M&as between domestic firms and US firms covered by US invest-
ment framework agreements or other investment agreements that do not provide access to arbitration.
Column 3: domestic M&as in countries with US BITs and trade agreements with investment chapters.

rights and M&As should disappear in this sample. To identify these
agreements, we draw on the United Nations Conference on Trade and
Development for a list of investment agreements involving the US and
determine from the agreement text whether investors have access to ar-
bitration.®” The negative association between property rights and M&as
disappears in this sample. Property rights again have a positive, statisti-
cally significant effect, as shown in column 2 of Table 4.

% United Nations Conference on Trade and Development 2016.
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Third, we replace the dependent variable with domestic ME4s. M&as
between firms from the same country cannot grant additional protec-
tion through international law, and the negative association between
domestic property rights and M&as should again disappear. We ob-
tain a count of domestic M&aAs from Thomson One.” To allow for a
better comparison, the sample is identical to our main sample and in-
cludes only countries that have investment agreements with the US.
The results, reported in column 3 of Table 4, show that domestic prop-
erty rights have little effect on domestic M&as. The effect of domes-
tic property rights is small and statistically indistinguishable from zero.

These results lend additional support to our theory, which empha-
sizes differential access to international law between firms. In general,
M&aAs are not more popular in countries with weak property rights. In-
stead, weaker property rights drive financial ties only with firms that
have access to international law. That the effect of property rights de-
pends on participation in investment agreements rules out several al-
ternative explanations: that foreign firms choose M&As over greenfield
investments where property rights are weak to navigate corrupt polit-
ical systems;” that foreign firms choose M&as over licensing technol-
ogy to domestic firms in environments with weak property rights;** and
that US firms are more likely to invest where property rights are weak
because of the US government’s extraordinary will (combined with its
economic and political power) to defend private investments abroad.”

BonD AND EQuiTy ISSUES AS AN ALTERNATIVE TO M&AS

Domestic firms can also acquire ties with foreign firms by issuing bonds
or equity. Although the literature on investment agreements typically
focuses on foreign direct investment, bonds or equity that a foreign firm
acquires are also protected under common stipulations in investment
agreements. Any action by the government that is detrimental to the
domestic firm also affects the value of its bonds and equity and there-
fore harms foreign investors holding these assets.” This coverage has
been validated by international arbitration tribunals. For example, Mo-

“Thomson One, at https://www.thomsonone.com, accessed October 25, 2016.

1 Henisz 2000.

2 Markusen 1995.

% Moran 1973; Maurer 2013.

In addition to covering foreign direct investment, investment agreements signed by the United
States provide coverage to the owners of “shares, stock, and other forms of equity participation in
an enterprise” and “bonds, debentures, other debt instruments, and loans.” See http://www.state.gov

/documents/organization/188371.pdf, accessed March 5, 2019, for the US agreement template. We
confirmed similar language in all US investment agreements in the sample.
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torola loaned $2 billion to the Turkish telecommunications firm Tel-
sim; the loan provided Motorola with no direct ownership or oversight
capability. Following fraud allegations, the Turkish government took
ownership of Telsim and placed “Turkey’s own financial claims against
the telecom firm ahead of those of Motorola.” In 2005, Motorola filed
an ICSID case against Turkey. The 1CSID tribunal accepted jurisdiction in
the case, and a settlement was reached out of court.

The example of Motorola implies that domestic firms have an al-
ternative route of obtaining protection under investment agreements
by issuing bonds or equity. Because issuing bonds or equity is a uni-
lateral decision by the domestic firm and involves no foreign firm at
the time the issue is made, these data further allow us to bracket many
motivations of the acquiring foreign firm. This upside brings a disad-
vantage with it: compared with M&as, the ties between domestic and
foreign firms are loose. The domestic firm may not know who is acquir-
ing these assets.

We obtain data on the number of bond and equity issues by domestic
firms from Thomson One.” These bond and equity issues cover a vari-
ety of assets, such as mortgage-backed securities, debt instruments, and
stock issues. We exclude any issues by government agencies. Although
we cannot determine who purchased these assets, Thomson One pro-
vides information on the target market of bond and equity issues. We
restrict our data to bond and equity issues targeted at the US market.

Replacing M&aAs with the variable on equity and bond issues, we
replicate the main models from Table 2. Weaker property rights are as-
sociated with more bond and equity issues (see the supplementary ma-
terial for results).” Moving from the 10th percentile of the property
rights variable to the 90th percentile results in a reduction in bond and
equity issues from 4.7 to 1.2. In the supplementary material, we also re-
port results when adding bond and equity issues to the M&aA data to ob-
tain a more comprehensive measure of financial relationships between
firms. The results corroborate our findings: where property rights are
weak, firms seek foreign stakeholders that can defend their rights in re-
sponse to damaging government policies. Moreover, mirroring the re-
sults for M&as, the negative association is limited to issues by firms in
countries with investment agreements with the US, and it disappears
for domestic issues.

% See http://www.iisd.org/pdf/2005/investment_investsd_nov2_2005.pdf, accessed September 25,
2018.
%Thomson One at https://www.thomsonone.com, accessed December 19, 2016.

97 Betz and Pond 2019b.
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CONCLUSION

We develop a theory that identifies international financial relationships
between firms as a response to weak property rights: domestic firms use
ties to foreign firms to benefit through international law from stronger,
rule-based property rights than their domestic environment provides.

This article speaks to several broader debates. First, we highlight a
novel effect of capital mobility. Capital mobility has long been viewed
as a constraint on governments because asset owners can threaten to
move their assets abroad and out of reach of their government.” Al-
though this literature emphasizes the constraining effects of the threat
of capital outflows, our theory emphasizes the constraining effects of
capital inflows. Domestic asset owners can constrain their government
by attracting foreign capital that is covered by international law. Do-
mestic firms do not have to threaten capital flight. They can stay put
if they instead forge relationships with covered foreign firms. Invest-
ments from covered foreign firms, in the form of capital inflows, there-
fore reduce the need of domestic firms to exit their home market. For
governments, this dynamic reinforces the challenge of regulating do-
mestic markets without deep restrictions to international economic
transactions.”

Second, our work has new implications for understanding the dis-
tributional consequences of international law. In the domestic mar-
ket, firms that can tap into the protections afforded to foreign firms
benefit; they gain an advantage relative to their competitors that lack
relationships to foreign firms. These advantages can have substantial
consequences for the structure of domestic markets. Firms that enjoy
improved protections against government interference may have bet-
ter access to new sources of financing, they may engage in parts of the
economy that are more subject to political risk, and they may expect el-
evated returns because of limited competition.

Moreover, domestic firms with foreign links lose incentives to lobby
the government for property rights improvements: such improvements
would erode their advantage by disproportionately benefiting compet-
itors. International law and international financial relationships may
thus dampen the pressure on governments to implement domestic re-
forms and effectively insulate them from reform demands, providing an
explanation for the erosion of institutional quality in these contexts.'®

% Przeworski and Wallerstein 1988; Basinger and Hallerberg 2004; Cai and Treisman 2005; Arel-
Bundock 2017.

% Pond 2018b; Betz 2019.

1% Ginsburg 2005.
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The distributional consequences of international law also extend
to international markets, where firms from countries with investment
agreements become attractive business partners not only for the capital
and technology they provide, but also for their access to international
law. This effect awards firms from countries with investment agree-
ments an advantage relative to firms from other countries. Selling as-
sets to foreign firms allows domestic firms to “import” property rights.
International law becomes a source of comparative advantage in this
trade. The theory suggests that countries and firms may gain a com-
parative advantage not only from factor endowments and technology,
but also from international institutions. This perspective complements
a growing literature that focuses on domestic institutions as a source of
comparative advantage in international trade.'*!

Last, individual firms increasingly sign investment contracts with
host governments. Some of these contracts, which are outside the
framework of international law, provide access to arbitration similar
to the stipulations in investment agreements.’”” Such contracts rein-
force the advantages of global firms that are able to negotiate their own
terms, especially when they are backed by powerful home governments,
such as the United States, which historically have been willing to in-
tervene on behalf of their firms operating abroad.’® This development
raises new questions for the future of the global investment regime.
The further decentralization of property rights may simultaneously
contribute to a shift of authority from governments to individual firms
and perpetuate the market power of countries like the United States.
And if firm-government contracts are implicitly backed by state-to-
state diplomacy, the repudiation of legalization returns economic state-
craft to the forefront of debates over the governance of international
financial markets.'® The interplay between firms, governments, and in-
ternational law remains a promising area for future research.

SUPPLEMENTARY MATERIAL

Supplementary material for this article can be found at https://doi.org/10.1017
/50043887119000017.

Data

Replication data for this article can be found at https://doi.org/10.7910/DVN
/CWFTZX.

1% Sokoloff and Engerman 2000; Nunn 2007.
12 Wellhausen 2018.

1% Maurer 2013.

104 Kalyanpur and Newman 2019.
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