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data on 3500 outward foreign direct investment (FDI) projects undertaken by U.S. manufacturing MNEs, we find
that cash-rich firms are significantly less likely to locate FDI activities in more corrupt countries. We show that
this effect is most pronounced in firms with stronger governance and monitoring regimes. Overall, our findings,
which are robust to a battery of tests and treatment of a potential endogenous determination of cash holdings and
FDI location decisions, suggest that liquidity influences firms’ perceived expropriation risk, with cash-rich firms

MNEs optimally sheltering their FDI activities from more corrupt countries when expected expropriation costs

Ownership

outweigh the economic gains that can be easily exploited through FDI. These findings have important impli-

cations for research, practice, and policy regarding the FDI location decisions of MNEs.

1. Introduction

Foreign direct investment (FDI) decisions involve difficult choices for
multinational enterprises (MNEs) regarding which countries to locate
their value chain activities and how much capital to invest. One of the
most important considerations for location choice by MNE:s is the extent
of corruption in foreign host countries (Mauro, 1995; Wei, 2000;
Cuervo-Cazurra, 2006; Rabbiosi & Santangelo, 2019; Bahoo et al., 2020;
Hanousek et al., 2021). The importance of corruption in influencing FDI
has been shown to be highly significant and to greatly exceed other
potential drivers such as taxation (Wei, 2000), with businesses and in-
dividuals estimated to pay between US$1.5 to US$2 trillion in bribes
every year, which is approximately 2 % of the global GDP (IMF, 2016)."

At the aggregate-level, corruption has been associated with signifi-
cantly lower inflows of FDI (Bhardan, 1997, Mauro, 1998, Wei, 2000,
Habib & Zurawicki, 2002; Brada et al., 2019)—especially from firms
originating from low corruption countries (Cuervo-Cazurra, 2006; Kano
& Iriyama, 2023). However, while corruption is widely perceived as a
deterrent to FDI, relatively less is understood about whether firms’
responsiveness to corruption is heterogeneous. In this paper, we focus on

the potential role of cash holdings in explaining the heterogeneity in
MNESs’ responsiveness to host country corruption. Our choice to examine
cash holdings is economically well-grounded. Specifically, liquid assets,
compared to other assets, are known to be fluid and more difficult to
trace, which increases the risks of expropriation (Pinkowitz et al., 2006).
Indeed, several studies suggest that firms shelter liquid assets away from
expropriation when facing higher corruption levels (Caprio et al., 2013;
Smith, 2016). Moreover, MNEs and government officials are thought to
play a bargaining game, which ultimately determines which firms are
more vulnerable to expropriation and how much they pay. Notably,
resourceful firms who have more to pay end up paying larger grafts
(Svensson, 2003). Since cash holdings could signal to officials how much
firms can pay and the amount of extractable resources available for
expropriation, we conjecture that firms holding more cash may be less
likely to locate their FDI activities in more corrupt countries. In other
words, cash holdings could influence how sensitive firms are to host
countries’ corruption when making FDI location choices.

Our empirical analysis is based on outward FDI undertaken by U.S.
manufacturing firms. We use a novel dataset that matches 3554 unique
manufacturing Greenfield FDI projects located in over 80 countries, with
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data on more than 569 distinct public U.S. firms from 2003 to 2019. To
examine the effect of corruption and its interaction with cash holdings
on FDI location choices, we employ McFadden (1973)’s conditional lo-
gistic model (clogit), which has been widely used in the FDI location
literature (e.g., Head et al., 1995; Nachum et al., 2008).

Our baseline results show that higher host economy corruption
(empirically proxied by the World Bank Control of Corruption Index) is
associated with a significantly lower likelihood of FDI location choice.
More importantly, our main findings show a significantly negative
interaction between host country corruption and firm-level cash hold-
ings, indicating that firms holding more cash are less likely to locate
their investments in more corrupt countries. This finding is consistent
with the notion that higher cash holdings may expose firms to increased
expropriation risk, thus cash-rich firms being more reluctant to locate
FDI activities in more corrupt countries as a result.

We further examine the roles of governance and ownership struc-
tures, as the extent to which firms incur expropriation risk may be
influenced by internal governance mechanisms. For instance, the risks of
expropriation associated with high cash holdings may be mitigated by
strong governance (Dittmar & Mahrt-Smith, 2007), as well as reducing
the likelihood firms engage in misconduct and corruption (Dela Rama,
2012; Cole et al., 2021). By employing three-way interactions between
cash, corruption, and measures of corporate governance (board inde-
pendence) and shareholders’ monitoring (institutional ownership), we
find that cash-rich firms with stronger corporate governance and
monitoring regimes are even less likely to locate their FDI activities in
more corrupt countries. Therefore, corruption does deter FDI when firms
hold more liquid assets, and have stronger governance mechanisms in
place to mitigate agency problems.

We run batteries of sensitivity checks to ensure the robustness of our
main findings. Our results are robust even after accounting for several
sources of unobserved heterogeneity at both the investment (project)
and firm levels. Importantly, they remain robust to the inclusion of
control variables that, at country level, could obfuscate the effects of
corruption and to variables that, at firm level, could confound the effects
of cash holdings. Furthermore, we also attenuate a potential endogenous
determination of cash holdings and FDI location related decisions. We
utilize increases in corruption convictions ruled by courts of law in
firms’ home states (e.g., Smith (2016)) as sources of exogenous signals
capturing heightened exposure to expropriation risk. Our results remain
robust.

We further examine the potential role of the size (scale) of FDI pro-
jects. We show that higher corruption makes FDI capital expenditures
(capex) marginally less sensitive to cash holdings. That is, cash-rich firms
not only shelter their FDI activities away from more corrupt countries
but use less cash to finance FDI activities when they must end up
choosing to invest in more corrupt countries.

Our study makes several contributions that establish closer linkages
between the corporate finance and international business literatures.
While several international business studies have examined how cor-
ruption affects FDI location decisions (Wei, 2000; Cuervo-Cazurra,
2006; Hakkala et al., 2008; Kesternich & Schnitzer, 2010; Azzimonti,
2018; Rabbiosi & Santangelo, 2019; Hanousek et al., 2021; Kano &
Iriyama, 2023). However, evidence on the sources of heterogeneity in
MNESs’ responses to corruption remain scarcer and thus less understood.
For instance, in a survey article, Bahoo et al. (2020) suggest that iden-
tifying firm-level variables that mediate the effects of corruption on
MNEs’ investments is an important avenue for future research. We
contribute to this by highlighting how the interplay between cash
holdings, governance, and ownership structure serves as novel finance
and governance mechanisms that significantly influence MNEs’ sensi-
tivity to host country corruption in FDI location choices.

We also provide new insights to the finance literature by examining
the interplay of corruption, cash holdings, investment, and corporate
policies. Existing studies typically find that corruption is associated with
negative firm outcomes, and that firms hold less cash in more corrupt
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jurisdictions (e.g., Colonnelli et al., 2022; Du & Heo, 2022; Huang &
Yuan, 2021; Hossain et al., 2021). Although interactions between
agency costs—both internal and external to the firm—such as corrup-
tion, managerial incentives, governance, and cash holdings have been
studied (e.g., Pinkowitz et al., 2006; Dittmar & Mahrt-Smith, 2007;
Caprio et al., 2013; Smith, 2016), our study is the first in the corporate
finance literature to expand the examination of the relationships be-
tween corruption, cash holdings, and investment to the domain of FDI
location decisions. We provide novel evidence demonstrating how cash
holdings and corruption interplay with one another and with gover-
nance and ownership structure to explain FDI location choices. Given
the higher risks (e.g., Lin et al., 2019) and complexities (e.g., Daude &
Fratzscher, 2008) associated with FDI compared to domestic in-
vestments, along with the growing importance of cash for US firms (e.g.,
Pinkowitz et al., 2016), our examination of how investment, liquidity
and corruption interact in the context of FDI is an important
contribution.

The rest of the paper proceeds as follows. Section 2 introduces the
theoretical background and develops our hypotheses. We explain our
empirical strategy in Section 3. The empirical results are reported and
discussed in Section 4. Section 5 concludes by discussing policy and
managerial implications.

2. Literature review and hypotheses development
2.1. Corruption and FDI

Corruption, which can be defined as illegal activities including
bribery, fraud and falsification resulting from the actions and misuse of
“authority or power by public (government) or private (firms) officeholders
for private gain and benefit, financial or otherwise” (Bahoo et al., 2020,
p-2), remains an unfortunate reality of doing business internationally.
Although foreign investors may be typically averse to firms’ investments
in corrupt countries (Wei, 2000; Habib & Zurawicki, 2002), given the
additional risks and costs such investments entail (Cuervo-Cazurra,
2006; Rabbiosi & Santangelo, 2019), many MNE choose to locate FDI
activities in corrupt economies. Yet quite why such decisions are taken
by MNEs remain an elusive enigma.

A growing literature emphasises the expropriation risks accounted
by MNEs when they invest in corrupt countries (e.g., Petrou & Thanos,
2014; Cuervo-Cazurra, 2016; Rabbiosi & Santangelo, 2019). These risks
arise from both levels of country corruption as well as uncertainties
regarding the precise levels of corruption faced by firms (Rodriguez
et al., 2005; Uhlenbruck et al., 2006; Hanousek et al., 2021). Environ-
ment dependent, these uncertainties stem from differences in countries
formal and informal institutions, which induce unpredictability for
managers when evaluating the risk associated with investments in
foreign markets (Miller, 1992).? These uncertainties are important
because they can distort the incentives of firms and managers to invest in
corrupt economies — for example by incentivising managers and firms to
forgo or delay investments (Chi et al., 2019; Hanousek et al., 2021) or to
structure asset holdings to avoid expropriation (Stulz, 2005). Overall,
the effects of corruption are likely to be dynamic at the firm-level
(Kaufmann & Wei, 1999).

Recent studies have explored the effect of corruption and expropri-
ation risk on international investments; this is predominately in relation
to the entry mode decisions of MNEs, and/or the nature of investment in
foreign subsidiaries. Sartor and Beamish (2018) find that the nature of
corruption affects the choice of equity-based foreign entry strategies
(wholly owned subsidiary entry mode vs partnering with a local firm)

2 Firms located in more corrupt environments have been associated with
weaker corporate governance (Porta, Lopez-De-Silanes, Shleifer and Vishny,
2000), and with greater engagement in corrupt and/or opportunistic actions
such as insider trading, fraud and management of earnings (Liu, 2016).
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for a sample of international investments by Japanese MNEs from 2004
to 2007. Sartor and Beamish (2020b) show that in host countries with
higher private (public) corruption MNEs are more likely to invest
through a wholly owned subsidiary rather than forming joint venture
with a local partner. Gomez-Mera and Varela (2024) highlight the role of
bilateral investment agreements in mitigating the likelihood of expro-
priation due to weaker and more unstable institutions that firms
encounter when pursuing FDI activities. Spencer and Gomez (2011) find
that MNEs structure foreign subsidiary investments to mitigate the un-
certainty associated with investing in emerging markets that have
higher corruption levels. Additionally, they show that the pressure these
subsidiaries face to engage in corruption is influenced by both home and
host market conditions. More specifically, MNEs originating from less
corrupt home countries face less pressure to engage in corruption locally
in subsidiaries located in host markets, in the absence of a local partner.
This suggests the importance of controlling for home market conditions
when examining the effects of corruption on international investment.

There are two main and contrasting views of corruption, The first,
the grabbing hand view, considers that investing in corrupt countries
imposes additional costs and risks on firms and their investors, associ-
ated with the uncertainty of establishing and conducting business in
corrupt environments (Mauro, 1995; Voyer & Beamish, 2004; Javorcik
& Wei, 2009), which makes FDI less attractive (Uhlenbruck et al., 2006).
Since these additional costs and risks are internalised by foreign in-
vestors, the expectation is that a negative relationship should exist be-
tween corruption and FDI (Javorcik & Wei, 2009). Furthermore, from a
real-options perspective corruption uncertainty is considered undesir-
able, since it exposes firms to increased downside risk, which infers that
greater corruption uncertainty would induce firms to invest less
(Hanousek et al., 2021). Finally, as theorised by Kaufmann and Wei
(1999), in the context of a Stackelberg “game between a rent-seeking
government official and a representative firm,” (p.5), corruption has dy-
namic effects over time, such that firms who pay more bribes face “both a
higher nominal rate of harassment in equilibrium, but also have to deal with a
higher effective rate of harassment” (p.7), thereby inconsistent with a
helping hand view. In this way focusing on paying bribes may also
distract managers from investing in projects that create long-term value
(Birhanu et al., 2016).

A number of empirical studies present evidence in support of the
grabbing hand view. Sartor and Beamish (2020a) examine the impact of
corruption on international investments using data on foreign subsidiary
investments made by Japanese MNEs from 1998 to 2015. They docu-
ment a positive relationship between corruption and the likelihood of
MNE subsidiaries exiting host emerging markets. Attributing this result
to the uncertainty regarding levels of corruption and its effects in the
host market, they further show that the likelihood of exit from higher
corruption emerging countries is reduced when MNEs hold a larger
equity stake in the subsidiary. This suggests that managers may inter-
nalise the costs of risky international location decisions (King et al.,
2021). Javorcik and Wei (2009) also provide evidence consistent with
the grabbing hand view, arguing that since corruption increases the un-
certainties associated with dealing with local bureaucracy, effectively
acting as a tax on foreign investors. Similarly, Voyer and Beamish (2004)
find that higher levels of perceived corruption in emerging markets
reduce the likelihood of FDI by Japanese firms.

Alternatively, the helping hand view posits that corruption can help to
‘grease the wheels of commerce’, thus generating corporate advantage
(Petrou & Thanos, 2014; Ferris et al., 2021). From this perspective
corruption can have beneficial effects, and the use of bribes may also be
advantageous to firms and potentially more so in corrupt environments.
Survey evidence based on a sample of corporate managers from 125
countries by D’Souza and Kaufmann (2013), highlights that over 60 % of
managers believe firms like theirs use bribes to win public contracts,
with these bribes accounting for approximately 8 % of the contract
value. Additionally, the Dow Jones State of Anti-Corruption Survey,
(2011; 2014) indicate that 33 % (2014) to 40 % (2011) of firms report
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losing business to competitors willing to use bribes to win contracts. In
fact, some top management teams (TMTs) may justify corruption, and
investments in more corrupt environments, if it allows them to maintain
and advance international competitiveness (Collins et al., 2009;
Cuervo-Cazurra, 2016). Even considering the expected reputational and
financial costs to firms associated with paying bribes, projects involving
bribes can still generate positive value to firms (Karpoff et al., 2017,
Cheung et al., 2021). Furthermore, returns to MNEs from paying bribes
may also be substantial. As shown by Cheung et al. (2021), for a sample
of 195 firms prosecuted for international bribery, a $1 bribe is associated
with $6-9 increase in the market value of bribe paying firms, which
suggests bribery can be valuable to MNEs. This is especially true of
corrupt countries, given that the benefits to bribes are higher in such
countries but lower in less corrupt economies and those in which general
law-enforcement is more efficient (Cheung et al., 2021).2

There is also recent evidence to suggest that both the grabbing hand
and helping hand views could play a role in influencing FDI. Petrou and
Thanos (2014) explore FDI by banks and present evidence that the effect
of corruption on FDI is U-shaped. More specifically, at low to moderate
levels of corruption their results are consistent with the grabbing hand
view, whereas at high level of corruption their findings support the
helping hand perspective. More recently, Ferris et al. (2021) show that
while corruption has negative effects at the country level, corruption can
enhance the profitability of private European firms. Furthermore, since
managers do not consider international investment decisions indepen-
dently (Buckley et al., 2007), corruption uncertainty will be weighed
against expected benefits of investing in particular locations. Thus,
given that uncertainty is endogenous there may be significant
first-mover advantages to investing in more uncertain environments,
which could encourage investment and early entry (Kulatilaka & Perotti,
1998; Folta & O'Brien, 2004; Chi et al., 2019).

The arguments presented in this section lead to Hypotheses 1a and
1b:

Hypothesis 1a.
choice.

: Corruption is negatively associated with FDI location

Hypothesis 1b.
choice.

: Corruption is positively associated with FDI location

2.2. Firm heterogeneity: the role of cash holdings

Firms’ cash holdings could potentially play an important role in
influencing FDI in the presence of host country corruption. Since the
degree of expropriation by corrupt host country officials may vary ac-
cording to their perception of a foreign MNE’s ability to pay (Svensson,
2003) and cash availability (Birhanu et al., 2016), higher cash could
signal that MNEs have abundant liquid assets for grabs. This is consistent
with the idea that firms with more (less) liquid assets are (less) more
likely to be at risk from expropriation, given the relative ease through
which cash and other liquid assets can be expropriated compared to
illiquid assets (Myers & Rajan, 1998; Pinkowitz et al., 2006). Brown
et al. (2021) argue that corruption has a negative impact on firms’ in-
vestment efficiency. In terms of FDI, it can therefore be argued that cash
rich firms face greater costs, risk, and uncertainty, regarding the extent
of expropriation in host markets, which could negatively influence the
willingness of foreign MNEs to invest in corrupt economies.

This view is reflected in the “sheltering effect” (e.g., Smith, 2016),
whereby the threat from political expropriation from corrupt host
country officials, who may employ targeted taxation and regulatory
threats, can encourage firms with higher liquidity to decrease their

3 However, Cheung et al. (2021) find no evidence that supports the idea that
the size of bribes paid is associated with the size of the benefit, nor that the
introduction of explicit anti-bribery enforcement reduces the benefits to bribing
firms.
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exposure to corrupt environments. Smith (2016) shows evidence in the
context of local corruption in the U.S., with firms holding less cash in
environments that are more politically corrupt. Chen (2011) demon-
strates that high cash holdings can reduce the value of firms who operate
in corrupt countries and in countries with ineffective securities laws,
while Caprio et al. (2013) show that firms operating in corrupt envi-
ronments hold less cash.

Nevertheless, even in higher corruption environments, expropriating
the FDI itself may be relatively difficult for local officials given its fixed
capital nature. Yet, higher corporate liquidity may work as a signal of
how much MNE:s can afford to pay when asked for bribes and grafts, but
also MNEs’ willingness to pay. This would be in line with the liquidity
hypothesis, which predicts that firms use their liquid assets to issue
cooperative signals to corrupt officials (Smith, 2016). Thus, firms
holding more cash could be more reluctant to invest in corrupt countries
to avert expropriation directly, and to avoid signalling to officials they
have assets to bargain with. In other words, foreign firms with higher
cash holdings may try to shelter their liquid assets away from political
expropriation by avoiding investing in corrupt countries. In summary,
the arguments presented in this section infer that cash holdings could
negatively moderate the effect of corruption on FDI location choice.
Thus, we suggest that:

Hypothesis 2:. The negative association between corruption and FDI
location choice is stronger (more negative) in firms with higher cash holdings.

Finally, and as a caveat, although the focus of our paper is on the
important role of firm cash holdings in moderating the effects of cor-
ruption on FDI location choice, we acknowledge that other factors
including firm leverage and dividend payout policy could also influence
investment choices. For example, Jensen (1986) describes the agency
issue whereby managers may act opposite to shareholder interests and
engage in empire building by withholding dividends and using retained
earnings to invest in unattractive projects. In support, a number of
empirical studies have documented a positive association between high
cash holdings and risks associated with opportunistic behaviour by
managers (e.g., Jensen, 1986; Myers & Rajan, 1998; Harford, 1999),
including inefficient investment and empire building (Richardson, 2006;
Dittmar & Mahrt-Smith, 2007; Harford et al., 2008). Alternatively,
managers may be similarly reluctant to pay dividends and more likely to
hoard cash but due to risk-averse management styles and financial
conservatism (Jensen, 1986; Graham et al., 2001; Graham & Tucker,
2006; Chava & Purnanandam, 2010; Denis & Denis, 2009). Consistent
with this, several prior studies support the notion that a scarcity of
available funds, captured by low cash holding and/or high leverage,
should be associated with lower investment (e.g., Fazzari et al., 1988;
Hubbard, 1998).

However, the recent empirical evidence in relation to FDI is mixed.
For example, Morck et al. (2008) present evidence consistent with the
idea that Chinese firms with lower dividends are more likely to engage
in outward FDI. The focus of King et al. (2021) is on the role of leverage.
The authors provide evidence in support of a disciplining effect of
corporate leverage on managerial behaviour, with higher leverage
associated with lower financial commitments to FDI projects, moreover,
they demonstrate that this effect is stronger in firms with lower growth
opportunities. Finally, Caprio et al. (2013) find that firms operating in
corrupt environments issue more dividends (to lower cash holdings),
and invest more in fixed assets, since hard assets are more difficult to
expropriate.

Given these observations, we are careful to control for such factors
throughout our empirical analyses to better isolate the effect of cash
holdings on FDI location choice. Moreover, we conduct an extensive set
of additional tests to mitigate potential endogeneity concerns, specifying
models that separate the effects of the interaction between corruption
and cash holdings across firms with high/ low cash flows, dividend
payment propensity, and leverage, given these variables and corporate
policies are likely correlated with cash holdings and can potentially
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affect perceived expropriation risks by managers and investors. Thus, we
further expect, as extensions of Hypothesis 2, that the reluctance of high-
cash firms to locate in corrupt countries should be more pronounced
(binding) when firms have (a) more cashflows that can be expropriated,
(b) when firms have lower dividend payment propensity and hence do
not fully utilize the dividend governance mechanism to shield cash from
expropriation risk, and (c) when firms have higher leverage such that
the risk of cashflow expropriation is conducive to higher default risk.

2.3. Averting expropriation risk: the function of corporate governance

We now consider whether the moderating effect of cash holdings on
the proclivity of MNEs to locate FDI projects in corrupt environments
may be more pronounced when firms have weaker or stronger corporate
governance and monitoring regimes in place to avert expropriation.

The increased risk of expropriation associated with high-cash hold-
ings in corrupt countries may be mitigated by strong corporate gover-
nance (Dittmar & Mahrt-Smith, 2007; Dittmar et al., 2003). For
example, managers and other stakeholders have greater scope to
appropriate the value generated by cash when cash is abundant, which,
in the absence of strong governance, could lead to misallocation of firm
capital, as predicted by agency theory (Jensen, 1986). In a U.S. setting
Armstrong et al. (2015) present results consistent with strong firm
governance representing an effective disciplining tool that can reduce
the likelihood that managers pursue risky investment opportunities. In
their study, risky investment is explored in the context of tax avoidance,
and they find that effective governance can mitigate the likelihood that
managers engage in extreme levels of tax avoidance. Supportive evi-
dence also comes from Harford et al. (2017). They question why U.S
industrial firms choose to invest heavily in risky financial assets and find
that financially unconstrained firms, and those with poor governance,
invest significantly more in risky assets; a finding consistent with the
notion that governance may be an effective channel through which the
effect of cash on risky international investment is moderated. Similarly,
Harford et al. (2008) find support to what they refer to as the spending
hypothesis, whereby high-cash firms with weaker governance spend cash
sub-optimally and more quickly than high-cash strong governance firms.
In these firm cash is used to engage in riskier investments such as ac-
quisitions as well as capital expenditures.

If corporate governance is strong enough, the extent to which
corporate managers may enjoy leeway to engage with corrupt foreign
officials in host economies, so as to create dealings whereby firms’ cash
could be expropriated, can be rather limited as managers are more
closely monitored by the board. In support, several studies (Dela Rama,
2012; Liu, 2016; Cole et al., 2021) suggest that stronger corporate
governance and weaker opportunistic culture inside firms are typically
associated with a lower incidence of corporate misconduct, fraud,
earnings manipulation, and corruption. Likewise, stronger governance
may curb sub-optimal investment, disciplining managers’ excessive
risk-taking in corrupt countries.

Based on these arguments, governance could therefore further
strengthen a negative interactive effect of cash holdings on the proclivity
of firms to invest in corrupt markets. In different words, with stronger
governance firms should be more aware of the perils from expropriation,
thus limiting managers’ opportunities to use firms’ cash to invest in
more corrupt (thus riskier) countries where they could excise greater
discretion over the firm’s liquid assets. Based on the preceding argu-
ments, we hypothesise:

Hypothesis 3:. The negative association between corruption and FDI
location choice is stronger (more negative) in firms with higher cash holdings,
and even more so in firms with stronger corporate governance.
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3. Research design
3.1. Data and variables

In this paper, we utilize a unique firm and project level dataset to test
the proposed hypotheses. The dataset employed in our study combines
project-specific FDI data sourced from fDi Markets: Cross-border In-
vestment Monitor (a database provided by The Financial Times)* with
firm-specific financial data sourced from Compustat. The fDi Markets
dataset monitors FDI announcements, providing granular project-level
FDI that allows us identifying the investing firm, the location, capex,
and the year of the investments. We collect data on outward FDI un-
dertaken by U.S. manufacturing MNEs to over 80 countries. Our dataset
boasts 3554 investments, undertaken by 569 U.S. publicly listed firms,
covering a period of 16 years, between 2003 and 2019. We focus on
manufacturing FDI for several reasons. For example, as suggested by
Janeba (2002), the location selection of industrial plants, typically
requiring larger investments and bearing heavier sunk costs, is more
sensitive to country risk compared to other types of investments, which
are more footloose. Second, the international trade literature, which
provides the theoretical underpinnings for estimating conditional lo-
gistic FDI location choice models, builds predominantly on the empirical
industrial location literature (e.g., Alcacer & Delgado, 2016).

3.1.1. Dependent variable

The dependent variable in our empirical analysis is project FDI
location choice. In deciding on a project location, firms select between j
candidate countries (alternatives). Location choice (Li;) equals one
when firm i locates the project in country c, and equals zero otherwise.

3.1.2. Explanatory variables

We employ country and firm-level explanatory variables. Corruption
(Corrupt,,) is the main country explanatory variable. We measure cor-
ruption using the World Bank Corruption Control index (CCE)
(Kaufmann et al., Kraay and Mastruzzi, 2006; 2010). The CCE ranges
from —2.5 (most corrupt) to + 2.5 (least corrupt). To measure corrup-
tion on an increasing basis, we follow Cuervo-Cazurra (2006) and
re-calculate the CCE as: 2.5 (maximum score) minus CCE actual score,
which re-balances the scale to a theoretical maximum of 5 (most
corrupt) and a theoretical minimum of 0 (least corrupt). As an illustra-
tive example, in the year of 2010 the CCE for India is estimated at
—0.468. Therefore, the re-scaled continuously increasing measure of
corruption is 2.5 - (-0.468) = 2.968. At firm level, our main explanatory
variable is Cash Holdings (Cash;), which is calculated as Cash & Cash
Equivalents divided by Total Assets (Cash/Assets), which is a standard
metric for Cash Holdings in the finance literature (e.g., Pinkowitz et al.,
2006).

We also examine empirically the roles of governance and monitoring
regime as factors conditioning the relationship between cash holdings,
corruption, and FDI location choices by MNEs. For example, Dittmar and
Mahrt-Smith (2007) show that the value of cash holdings is higher
(lower) in well (badly) governed firms, whereas Masulis et al. (2007)
show that weak governance is associated with less efficient investment
project choices. Our preferred proxy for governance quality is Board
Independence (the number of outside directors as a fraction of the total
number of directors), following evidence suggesting that board inde-
pendence is associated with independent monitoring, improved gover-
nance, and shareholder wealth (e.g., Choi et al., 2007; Rosenstein &

4 The fDi Markets database has been widely employed by investment pro-
motion agencies, development institutions and in scholarly research. For papers
that have employed this data source, see, for example: Desbordes and Wei
(2017), and Castellani and Lavoratori (2020). For further details on the data-
base itself we kindly refer the interested reader to the provider’s website:
https://www.fdimarkets.com/.
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Wyatt, 1990). We also test institutional ownership (I0) as an alternative
proxy, given institutional ownership is often associated with more
effective monitoring (Demiralp et al., 2011; Aggarwal et al., 2011)>

3.1.3. Main control variables

We employ several country and firm level controls as recommended
by extant literature. We control for country attributes known to corre-
late with corruption and affect FDI location choices, and which have
been widely employed in the international business literature (e.g., Wei,
2000; Brouthers, Gao, McNicol., 2008; Nachum et al., 2008; Duanmu,
2012; Nielsen et al., 2017; Loncan, 2021; King et al., 2021). First, since a
country’s relative size and wealth positively influences its attractiveness
of a host country (Aaker & Day, 1986; Henisz & Delios, 2001; Bevan &
Estrin, 2004; Brouthers et al., 2008; Nachum et al., 2008) and “speak
directly to the core of trade theory” (Loncan, 2021, p.165), we control for
market size (GDP) and consumer wealth (GDP per capita) (Brouthers
et al., 2008; Nachum et al., 2008; Yeaple, 2009; King et al., 2021), which
have been employed as standard gravity variables in the literature (e.g.,
Bevan & Estrin, 2004; Yeaple, 2009; King et al., 2021; Loncan, 2021).
Market size controls for the extent of product demand and market
growth potential of host countries and is expected to be positively
associated with FDI (Bevan & Estrin, 2004; Markusen, 2004; Loncan,
2021), whereas consumer wealth is an important determinant of the
price sensitivity of consumers (Brouthers et al., 2008). Although higher
corruption should reduce the attractiveness of investing in larger and
wealthier host countries (Brouthers et al., 2008; Brada et al., 2019),
higher consumer wealth can mitigate the effect of increases in business
costs attributable to corruption since it reduces the price elasticity of a
typical consumer, thus allowing higher prices to be charged (Brouthers
et al., 2008). More recent general evidence on FDI location decisions of
U.S. MNEs by King et al. (2021) demonstrates that firms commit greater
financial resources to FDI projects located in countries with larger
markets (based on GDP). Using comparable data, Yeaple (2009) also
shows that increases in a host country’s GDP per capita is associated
with a greater number of FDI projects being located in that country,
while King et al. (2021), find that increases in a host country’s GDP per
capita result in reductions in the extent of financial resources committed
to FDI projects in that country. King et al. (2021) argue that this may
reflect MNEs seeking cost economies through FDI such as access to lower
labour costs, given this is typically associated with lower costs of pro-
duction too (e.g., Helpman et al., 2004; Brouthers et al., 2008). Conse-
quently, although lower host country labour costs may attract FDI any
cost savings may be insufficient to offset the negative influence of host
country corruption on FDI, given limits to cost savings but lack of limit
on corruption costs (Brouthers et al., 2008), which infers that corruption
should reduce potential cost advantages. Therefore, we control for la-
bour costs (labour share of GDP per worker), since this is an important
FDI determinant (e.g., Bevan & Estrin, 2004; Brouthers et al., 2008). We
also control for trade openness (Trade/GDP) (e.g., Loncan, 2021), which
proxies for a country’s international orientation (Brouthers et al., 2008),
since countries more open to trade are expected to receive more FDI (e.
g., Asiedu, 2002; Brouthers et al., 2008; Loncan, 2021). All of the
aforementioned variables in this section are sourced from the Penn
World Table (Feenstra et al., 2015). Next, we control for a country’s
growth opportunities (GDP growth, with data from the World Bank),
since GDP growth should positively influence the likelihood of FDI (King
et al., 2021; Burlea-Schiopoiu et al., 2023). Finally, we control for
corporate taxation (Statutory Corporate tax, from KPMG) since higher
host country tax rates are expected to negatively impact FDI (e.g., Wei,
2000; Barrios et al., 2012; King et al., 2021). Barrios et al. (2012) employ
corporate taxation as a predictor of FDI location choice and find that

5 Data on Board Independence and Institutional Ownership is available for a
more limited number of firms (usually those from the S&P 1500), hence these
variables feature a lower number of observations in our models.
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higher corporate taxation discourages FDI, while Wei (2000), who also
employ corruption taxation as a main explanatory variable, compares
the relative importance of corporate tax rates with corruption as po-
tential drivers of FDI, and concludes that while tax is a determinant of
FDI the role of corruption in influencing FDI choices is substantially
more important.

Akin to the clogit model, we also employ a project-specific (group)
fixed effect that absorbs investment-specific time-invariant unobserved
heterogeneity (we elaborate more on the control variables, including
controls at the firm level, when discussing our empirical FDI location
model in Section 3.2).

3.1.4. Summary statistics

We present basic summary statistics in Table 1 (Table Al in the
Appendix also reports FDI and Corruption statistics per country, whereas
Tables A2 and A3 present summary statistics separating between
countries with high and low corruption based on the median, and
Table A4 displays a correlation matrix).

Average Corruption across countries in the sample is 2.074 (out of a
maximum of 5). Countries with higher corruption (75th percentile) have
an average corruption score close to 3.00 (typically emerging/devel-
oping economies), whereas the least corrupt countries (25th percentile)
have average scores close to 1.00 (usually developed countries). Average
Cash (Cash/Assets) is at 0.12. Firms that hold more cash (75th percen-
tile) have on average 0.16 cash ratios, whereas firms with lower
liquidity (25th percentile) 0.04 on average. The FDI data suggests that U.
S. firms show preferences for investments in key emerging markets, with
China, India, Mexico, Brazil, and Russia leading, and invest heavily in
strategic developed economies, such as the U.K., Germany, France,
Spain and Ireland. Corruption is systematically higher in emerging
economies, in line with the notion that emerging markets struggle with
poorer institutions with a strong bargaining role of government officials.

3.2. Empirical model

To examine the effect of corruption and its interactions with cash on
FDI location choices, we employ McFadden (1973)’s conditional logistic
regression (clogit), a widely employed model in the empirical FDI
location literature (e.g., Nachum et al., 2008; Head et al., 1995). The
clogit is consistent with random utility maximisation, being thus suit-
able to study optimal FDI location choices. The economic intuition
behind the model is that firms assess the utility (profitability) of
investing in different candidate host economies by comparing the eco-
nomic/institutional attributes of the countries (e.g., corruption, market
size, taxation, labour costs, etc), choosing to locate the investment in the
candidate host country where the expected profits are maximised.

The clogit model employs grouped data, where the unit of analysis is
the investment, and a group (investment) fixed effect is applied by
default. It is the group fixed effect that effectively pools each investment
within the location choice set, allowing the decision-maker to compare
the utility of the attributes of each candidate location. As such, each
investment features a location choice set with all the c,...,j candidate
host countries. Location choice takes the value of 1 in one instance per
investment, and the value of 0 in j-1 instances (for more on the clogit
data structure, see Cameron & Trivedi (2010). It is important to high-
light that, although the clogit model features variation across locations,
firms, and time (as we match to each FDI the firm and country finan-
cial/economic characteristics prevailing in the year when the invest-
ment is undertaken), the model does not exhibit a typical longitudinal
structure, as each FDI project has a unique occurrence (FDI is a discre-
tionary type of investment, instead of a recurrent one). Hence, common
panel data techniques are not suitable to examine investment-level FDI
location choices.

The main country locational attribute that we examine is corruption.
As well noted by Nachum et al. (2008), in multinomial models like the
clogit, only alternative-specific variables (e.g., country location
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variables) can have their main effects estimated explicitly (directly) by
their respective baseline (stand-alone/independent) regression co-
efficients. Nevertheless, it is a common approach in the empirical FDI
location literature to expand the location choice model as to incorporate
firm heterogeneity (e.g., Nachum et al., 2008; Chen & Moore, 2010). As
such, the variables capturing the characteristics of the decision-makers
(firm-level variables, like cash in our case) enter the model interacted
with country-specific variables, but do not display baseline (stand--
alone) coefficients.®

Therefore, to test for the moderating effect of cash holdings on firms’
locational preferences towards corruption, we model location choice as
a function of corruption’s main effect (baseline), plus an interaction of
corruption with firms’ cash holdings. Hence, we can tease out whether
the (dis)utility of investing in more corrupt countries changes for
varying degrees of firms’ cash holdings (plus depending upon corporate
governance and ownership in subsequent analyses) through the in-
teractions. In other words, cash holdings can condition the extent to
which corruption brings (dis)utility to MNEs, thus affecting optimal FDI
location choices.

We model the location choice probability (Li:) as a function of
country-level corruption and its interaction with firm-level cash, further
including the vector of country controls (X’) specified in the previous
sub-section, plus the group (investment) fixed effect. An interesting
feature of the group fixed effect is that it absorbs investment-specific
unobserved heterogeneity (e.g., firms’ unobservable preferences for
particular locations), which confers much stringency to the estimation.
Our clogit model, estimated via maximum likelihood (ML), is specified
as:

ga+pCorruptione,  +ocashy  x Corruptiong  + X

Pl = 1] = @

Z ea+/iConupa‘onj[ +écashy  x  Corruption;,  +  y'X'je
j

We are particularly interested in two regression parameters from this
equation. First, the parameter Beta captures the effect of corruption on
FDI location choices. Based on our discussion of the literature, we expect
anegative Beta coefficient. Second, and most importantly, the parameter
Delta captures the effect of cash on the sensitivity of location choices to
corruption. We expect a negative Delta, meaning that cash-rich firms are
even more reluctant to invest in corrupt countries.

It is noteworthy that the empirical model does not feature a vector of
firm-level controls. The reason is because, as we alluded to previously in
the paper, in the clogit model firm-level variables cannot be included in
their baselines, thus it is only possible to model firm characteristics via
their interactions with the country-level (location-specific) variables
that we are mostly interested about (corruption). Nevertheless, to ensure
our findings are not affected by omitted firm characteristics that could
affect FDI location choices and correlate with cash holdings, later in this
paper we conduct robustness checks where we augment the model with
interactions between corruption and key firm variables that are known
to correlate with cash (e.g., size, cashflows, growth, and leverage).

® This is a standard feature of such multinomial models, and not a deliberate
choice. This occurs because firm characteristics that potentially condition
(affect) location choices (e.g., cash holdings) do not exhibit variability across
the candidate countries in the location choice set, such that when included in
their baselines (main effects), they are subsumed and dropped from the esti-
mation when the clogit (group) fixed effect is applied. Notwithstanding, the
effect of firm variables is fully identifiable via the interactions, and the absence
of firm variables in their baseline effects is inconsequential for the consistency
of estimated coefficients.
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Table 1

Descriptive statistics.
Variables Mean SD Median p25 P75 N
Country variables
Location choice (0/1) 0.011 0.108 0 0 0 301,773
Corruption 2.074 1.049 2.238 1.164 2.893 301,773
Trade/GDP 0.794 0.605 0.644 0.416 1.022 301,773
Labour inc. p.w. ($ 000) 28.53 18.67 24.28 12.91 43.22 301,773
Distance (KM 000) 8.289 3.609 7.445 6.235 10.91 301,773
Corporate taxes 0.254 0.0861 0.257 0.200 0.310 301,773
GDP p.c. ($ 000) 26.87 21.88 20.72 10.77 39.41 301,773
GDP ($ billion) 622.8 866.7 245.6 68.60 692.0 301,773
GDP growth 0.037 0.041 0.038 0.017 0.060 301,773
Projected Growth 0.025 0.017 0.024 0.016 0.035 298,219
Government Effect. 0.526 0.926 0.464 -0.147 1.262 301,773
Regulatory Quality 0.531 0.886 0.536 —0.152 1.247 301,773
Firm/state variables
Cash/Assets 0.117 0.101 0.091 0.041 0.160 301,773
Board Independence 0.810 0.111 0.833 0.750 0.900 164,472
Institut. Ownership 0.723 0.157 0.715 0.621 0.834 164,050
FDI capex ($ million) 124.6 406.7 40 20 100 301,773
EBITDA/Assets 0.113 0.820 0.130 0.0891 0.174 301,518
Debt/Assets 0.231 0.153 0.212 0.129 0.325 301,688
Dividends (0/1) 0.758 0.428 1 1 1 301,773
Tobin’s Q 1.542 5.618 1.149 0.772 1.840 295,653
Ln Assets ($) 9.484 2.086 9.595 8.171 10.88 301,773
Corr. convict. (state) 0.305 0.311 0.271 0.191 0.368 301,773

4. Results with higher corruption levels, corroborating hypothesis Hla. Such

4.1. Main results

In Table 2, we begin our analysis by looking at the effect of cor-
ruption unconditionally on firm cash. In column (1) we find a signifi-
cantly negative effect of corruption on FDI location likelihood. This
initial finding suggests that firms are less likely to locate FDI in countries

Table 2
Corruption, cash holdings and FDI location: conditional logit estimates.
Y = FDI Location (@D)] (3] 3)
Corruption —0.137 * ** —0.096 * ** —0.120 * **
(0.030) (0.035) (0.031)
Corruption x Cash/Assets —0.355 * *
(0.149)
Corruption x Cash/Assets (3Q) —0.072 * *
(0.036)
GDP 0.001 * ** 0.001 * ** 0.001 * **
(0.000) (0.000) (0.000)
GDP growth 7.941 * ** 7.945 * ** 7.940 * **
(0.578) (0.579) (0.578)
GDP per capita —0.005 * * —0.006 * * —0.006 * *
(0.002) (0.002) (0.002)
Labour income p.w. —0.015 * ** —0.015 * ** —0.015 * **
(0.003) (0.003) (0.003)
Corporate taxes —1.192 * ** —1.191 * ** —1.192 * **
(0.244) (0.244) (0.244)
Trade/GDP 0.583 * ** 0.583 * ** 0.583 * **
(0.036) (0.036) (0.036)
Distance (km 000) —0.071 * ** —0.071 * ** —0.071 * **
(0.007) (0.007) (0.007)
Observations 301,773 301,773 301,773
Pseudo R-square 0.186 0.187 0.186
chi2 7425 7470 7449
Log-likelihood —12844 —12841 —12842

FDI location choice is modelled as a function of country-level corruption proxied
by the World Bank Control of Corruption Index measured on an increasing basis
from 0 (least corrupt) to 5 (more corrupt) (model 1), plus interactions of cor-
ruption with cash holdings (Cash/Assets) continuously measured in (model 2)
and measured as a dummy in (model 3) (the dummy is =1 for firms in the 3Q of
the distribution, =0 if below). Country controls include GDP, GDP growth, GDP
p-c., Labour income p.w., Corporate taxes, Trade/GDP, and Distance (km 000).
=% =% and * indicate statistical significance at the 1 %, 5 %, and 10 % levels.
Robust standard errors are in parentheses.

stronger location preferences for less corrupt countries offer renewed
empirical support for the grabbing hand hypothesis (e.g., Kaufmann &
Wei, 1999).

Briefly commenting on the country controls, these are mostly in line
with the extant literature. Location likelihood is positively associated
with the size of GDP and higher GDP growth, suggesting firms’ value
market size and economic growth as location attractiveness signals.
Location is negatively associated with labour costs, with GDP per capita,
and with corporate taxes, signalling that firms may prefer investment in
countries with lower costs. The results further suggest that firms’ loca-
tion choice is more likely in countries with higher trade openness, but
less likely in countries with higher geographical distance, which in-
dicates that trade frictions may obstruct FDIL”

Next, in column (2) we introduce the interaction with firms’ cash
holdings. While the baseline effect of corruption remains significantly
negative, we observe a significantly negative interaction between cor-
ruption and cash holdings. Thus, when firms hold more liquid assets,
they derive more disutility from investing in more corrupt countries.
This finding corroborates hypothesis 2 (H2) and seems to be in line with
Smith (2016) and Caprio et al. (2013), whereby firms shelter their liquid
assets away from political extraction. Since liquid assets are relatively
easier to expropriate, higher liquidity might signal to bureaucrats in host
economies that MNEs have resources up for grabs, or that they are
willing to bargain with these assets (Svensson, 2003). Hence, firms with
higher liquidity may prefer investing in countries with lower corruption
to avert expropriation risk.

To facilitate the interpretation of the economic effects emerging from

7 Because certain country characteristics typically correlate highly with one
another (e.g., Corruption, Labor income or GDP per capita as shown in the
correlation matrix in Table A4), we run further testing to ensure issues of
multicollinearity do not drive our results. We run a VIF test (variance inflation
factors) reported in Table A5 in the Appendix. The test shows no sign of
collinearity issues given the mean VIF value is 2.45, a test statistic way below
values that typically trigger concerns, i.e., values at 10 and above (Note: The
VIF is based on an OLS estimation of our location model, since in the clogit
model the conditional fixed effect subsumes the constant, rendering the VIF test
unfeasible). Furthermore, we run additional models (not reported for brevity)
where we exclude the covariates with high pairwise correlations (namely Labor
Income p.w. and GDP per capita), without any changes to the results.
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the interactions (since the clogit coefficients yield the effect of corrup-
tion on the utility of choice, but not, directly, on choice probability), in
Table 3 we tabulate the marginal effects (dydx) and elasticities (eyex)
associated with the interactions. The table shows how the effect of
corruption changes for varying levels of cash holdings as per the dis-
tribution of firms’ Cash/Assets ratios (1Q, Median, and 3Q).

We observe that both the marginal effects and the elasticities of
location choice with respect to corruption are strongly statistically sig-
nificant and negative across the distribution of cash holdings (as was
already hinted by the significant interaction). Both the marginal effects
and the elasticities grow stronger in magnitude as we move from low
(1Q) to high (3Q) cash firms. For instance, the elasticity of location
choice with respect to corruption is estimated at —0.127 for low cash
firms (1Q) and at —0.184 for high cash firms (3Q). These estimates
suggest that a 10 % increase in corruption is associated with a reduction
of 1.27 % in location likelihood for low cash firms, and with a reduction
of 1.84 % in location likelihood for high cash firms (an effect roughly
45 % stronger in high vis-a-vis low cash firms in relative terms).
Therefore, high cash firms are not only statistically but also economi-
cally less likely to invest in more corrupt countries, corroborating Hy-
pothesis 2.

4.2. Addressing potential endogeneity

4.2.1. Omitted variable bias and firm unobserved effects

Since the clogit does not allow to control for firm main effects, one
remaining concern is whether firm characteristics that might correlate
with cash and affect FDI sensitivity to corruption remain unaccounted
for, thus possibly triggering omitted variable bias. To mitigate this risk,
we test our models with additional interactions between corruption and
several firm covariates that are usually correlated with firms’ cash
holdings (e.g., Opler et al., 1999): Ln Assets (firm size), EBITDA/Assets
(cashflows), Tobin’s Q (growth opportunities), and Debt/Assets (firm
leverage). These additional findings are reported in Table 4.°

In Table 4, we first include additional interactions one by one
(models 1-4). Importantly, despite the inclusion of the interactions be-
tween corruption and the control variables, the interaction of cash with
corruption (our main result) remains significantly negative. We docu-
ment a significantly negative interaction between corruption and size,
suggesting smaller firms are more likely to locate in corrupt countries,
whereas the interactions with cash flows, growth, and leverage are
insignificant.

Next, in model (5) we test a much more stringent model. We adapt
our model slightly, shifting the group fixed effect from the investment-
level to the firm-level. This allows us to absorb firm unobserved

Table 3
Economic effects of corruption conditioning on cash holdings levels.
Economic effects of Cash 1Q Median 3Q
corruption
Marginal effects (dydx) —0.023 * ** —0.026 * ** —0.031 * **
(0.006) (0.005) (0.005)
Elasticities (eyex) —0.127 * ** —0.150 * ** —0.184 * **
(0.043) (0.042) (0.045)

This table shows the economic effects (dydx — marginal effects, and eyex -
elasticities) of the interactions between corruption and cash holdings at varying
levels of Cash/Assets distribution (1Q, Median, and 3Q). * **, ** and
* indicate statistical significance at the 1%, 5 %, and 10 % levels. Robust
standard errors are in parentheses.

8 There are slight variations in the sample size in these models due to oc-
casional missing values in some of the control variables now utilized (e.g.,
Tobin’s Q which requires market valuation data).
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heterogeneity. We also include the interactions of corruption with all the
controls. We observe, once again, a significantly negative interaction
between cash holdings and corruption, even after absorbing firm un-
observed heterogeneity and including key controls.” Therefore, our
findings are unlikely driven by omitted observable and unobservable
factors.

Next, we run a couple of sensitivity checks by conditioning the joint
effect of country corruption and firm cash holdings on firm character-
istics that can interplay with cash policy and expropriation risk: cash
flows, leverage, and dividends. The findings reported in Table 5 split the
sample according to key characteristics potentially correlated with cash
and that can affect firms’ perceived expropriation risk due to high
country corruption.'” In columns (1,2) we split the sample based on cash
flows (EBITDA/Assets), separating between firms with high (above the
median) and low (below the median) cash flow generation. In columns
(3,4) we do the same regarding firm leverage (Debt/Assets), whereas in
columns (5,6) we separate firms between dividend payers and non-
payers.

The results show that the interaction between country corruption
and cash holdings remains significantly negative in the sub-samples of
firms with (a) high cash flows, (b) high leverage, and (c) among firms
that are not active dividend payers, whereas turning insignificant in the
sub-samples of firms with low cash flows, low leverage, and among firms
that pay dividends. Overall, these findings corroborate the notion that
high-cash firms avoid locating FDI activities in more corrupt countries
particularly when (i) they have more cash flows that are subject to the
risk of expropriation, (ii) when the governance function of dividends
whereby firms reduce expropriation risk by paying dividends back to
shareholders is not fully operative, and (iii) when firms have high
leverage and thus cash expropriation can be conducive to higher
financial distress risk. In all, these additional findings reinforce the
notion that the higher the expropriation risk (manifested in higher cash
holdings, higher cashflows, and lower tendency to pay dividends), the
less likely firms are to locate FDI activities in countries with higher
corruption.

4.2.2. Evidence from state-level corruption convictions

We now try and tease-out a stronger responsiveness of firms to cor-
ruption by examining state-level corruption convictions. Extant litera-
ture suggests that firms and shareholders take localized increases in
corruption as signals of higher expropriation risk, with shareholders
discounting firm value (Brown et al., 2021), and with firms lowering
cash holdings (Smith, 2016), increasing dividends (Hossain et al., 2021),
and cutting back on innovations (Huang & Yuan, 2021). Following this
literature, we employ state-level corruption convictions data obtained
from the reports published by the US Department of Justice (DOJ) Public
Integrity Section (PIN). The report provides disaggregated annual data
on the corruption convictions ruled by all federal judiciary districts. We
aggregate the district-level corruption convictions at the state-level and
normalize the number of convictions by the states’ populations to
net-out any potential size effect. We then calculate the yearly change in
convictions per state and lag the measure by one period. We introduce in
our location models three-way interactions between the host countries’
corruption, firms’ cash holdings, and the corruption convictions ruled in

° By shifting the group fixed effect from the investment to the firm-level, we
are also able to test another specification of the model with firm clustered
robust standard errors. As shown, the results remain robust.

10 These models feature lower numbers of observations compared to our
baseline model because we split the sample according to the relevant firm
characteristics (i.e., cash flows, leverage, and dividends).
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Table 4
Mitigating omitted variable bias and firm unobserved heterogeneity.
Y = FDI Location (¢D] @ 3) (4 (5)
Corruption 0.111 —0.054 —0.100 * —0.110 * * 0.083
(0.079) (0.044) (0.035) (0.048) (0.114)
Corruption*Cash/Assets —0.418 * ** —0.373 * * —0.334 * * —0.332 % * —0.288 * *
(0.152) (0.150) (0.155) (0.159) (0.135)
Corruption*Ln Assets . —0.023 * *
(0.011)
Corruption*EBITDA/Assets —0.304 —0.175
(0.204) (0.176)
Corruption*Tobin’s Q —0.013 —0.009
(0.026) (0.029)
Corruption*Debt/Assets 0.052 0.058
(0.118) (0.095)
Country controls Yes Yes Yes Yes Yes
Investment (group) FE Yes Yes Yes Yes No
Firm FE No No No No Yes
Observations 301,773 301,518 295,653 301,688 295,483
Pseudo R-square 0.187 0.187 0.186 0.187 0.161
chi2 7478 7467 7299 7467 2739
Log-likelihood —12837 —12829 —12583 —12837 —15204

Location choice is modelled as a function of country corruption, plus interactions of corruption with Cash/Assets. Model

(1) controls for an interaction of Corruption and Ln Assets (firm size). Model

(2) controls for an interaction of Corruption and EBITDA/Assets (cash flows). Model
(3) controls for an interaction of Corruption and Tobin’s Q (growth opportunities). Model

(4) controls for an interaction of Corruption and Debt/Assets (Leverage). Model

(5) includes all the interactions between corruption and the firm covariates altogether and is estimated with firm fixed effects. Robust standard errors are in

parentheses.
Table 5
The roles of cash flows, leverage, and dividends.
Y = FDI Location (€D (@3] (©)] “@ %) (6)
High Low High Low Dividend Non
Cash Flow Cash Flow Leverage Leverage Payers Payers
Corruption —0.009 —0.174 * ** —0.063 —0.114 * * —0.100 * * —0.122 *
(0.049) (0.050) (0.051) (0.049) (0.040) (0.071)
Corruption*Cash/Assets —0.715 * ** —0.099 —0.763 * ** —0.200 —0.151 —0.555 * *
(0.224) (0.205) (0.292) (0.180) (0.208) (0.222)
Country controls Yes Yes Yes Yes Yes Yes
Observations 147,813 153,705 154,329 147,359 228,882 72,891
Pseudo R-square 0.162 0.215 0.190 0.185 0.183 0.200
chi2 3227 4243 3879 3623 5492 2064
Log-likelihood —6483 —6307 —6543 —6280 —9785 —3050

Location choice is modelled as a function of country corruption, plus interactions of corruption with Cash/Assets. Models (1,2) split the sample based on cash flows
(EBITDA/Assets above or below the median). Models (3,4) split the sample based on leverage (Debt/Assets above or below the median). Models (5,6) split the sample

based on dividends (dividend payers and non-payers). * ** ,
parentheses.

the firms’ states.'!

Because increases in corruption convictions ruled by courts of law in
firms’ states are hardly driven by the actions of individual firms, we
conjecture that corruption hikes act as external signals of heightened
expropriation risk, potentially helping to attenuate endogeneity con-
cerns. We expect that firms facing exposure to increasingly higher
expropriation risks in their local states in their home country (the U.S.)

1 The model also features the two-way interaction of corruption and cash,
and the two-way interaction of corruption and corruption convictions (state). It
is noteworthy that the two-way interaction of cash holdings and the corruption
convictions (state) displays within-firm variability but no variability across
locations (countries), hence it is subsumed by the group fixed effect, being
automatically dropped from the estimation.

“, and * indicate statistical significance at the 1 %, 5 %, and 10 % levels. Robust standard errors are in

should be even less likely to double down on their expropriation risk
exposure by locating FDIs in highly corrupt foreign countries. Table 6
presents the results.

Model (1) shows the findings for the full sarnple.12 While we find a
negative triple interaction between Corruption (country) x Cash x Cor-
ruption convictions (states), this interaction is insignificant. Model (2)
shows the results comparing firms in the 25th vs 75th percentiles of cash
holdings, allowing to cleanse the estimation from marginal cases around
the median. The results this time return a statistically significant
(p < 0.10) and negative three-way interaction of Corruption (country) x
Cash x Corruption convictions (states), indicating that high-cash firms
from states experiencing surges in corruption convictions are more

12 The model with the full sample features a lower number of observations
compared to our baseline model due to some loss in information when
matching the state convictions data to firms without state identifiers in the
Compustat database. The remaining models feature lower numbers of obser-
vations given the sub-samples used in the estimations.
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Table 6
Evidence from state-level corruption convictions.
Y = FDI Location (€B] 2) 3) “
Corruption x Cash x —1.207 —1.284 * —1.583 * * —1.882* *
Corruption
convictions (state)
(0.772) (0.763) (0.764) (0.928)
Corruption —0.070 —0.114 * * —0.167 * ** —0.173 * *
(0.047) (0.055) (0.057) (0.083)
Corruption x Cash —0.420 * —0.392 * —0.352 —0.408 *
(0.220) (0.220) (0.220) (0.237)
Corruption x Corruption ~ 0.081 —0.095 0.028 —0.036
convictions (state)
(0.097) (0.146) (0.145) (0.168)
Cash holdings Full 25th 20th 10th vs
percentiles Sample vs 75th vs 80th 90th
Country controls Yes Yes Yes Yes
Observations 274,318 138,070 109,703 54,844
Pseudo R-squared 0.189 0.176 0.178 0.174
chi2 2932 1794 1791 927.1
Log-likelihood —11628 —5951 —4719 —2369

Location choice is modelled as a function of three-way interactions of Corruption
(country), Cash/Assets (firm) and Corruption convictions (state) measured as
the yearly increase in the number of convictions scaled by the state’s population
(lagged by one period). Model

(1) reports the results for the full sample of firms. Model

(2) compares firms in the 25th vs 75th percentiles of cash, model

(3) compares firms in the 20th vs 80th percentiles, whereas model

(4) contrasts firms in the 10th vs 90th percentiles. Country controls include GDP,
GDP growth, GDP p.c., Labour income p.w., Corporate taxes, Trade/GDP, and
Distance. * ** , * * and * indicate statistical significance at the 1 %, 5 %, and
10 % levels. Robust standard errors are in parentheses.

strongly less likely to locate FDIs in more corrupt countries. The findings
from model (3) compare firms in the 20th vs 80th percentiles (first and
fifth quintiles), whereas the findings from (4) contrast firms in the 10th
vs 90th percentiles (first and tenth deciles). We observe that as we
compare firms further apart in the distribution of cash, the three-way
interactions become more strongly significant (p < 0.05), whereas the
three-way interaction coefficients increase in size, suggesting stronger
economic effects. Taken together, these analyses suggest that state-level
surges in corruption affect the extent to which high-cash firms take on
additional exposure to expropriation risk via FDI, with cash-rich firms
more exposed to local corruption being less likely to locate FDI in foreign
corrupt countries.

4.3. The roles of corporate governance and monitoring

In this section, we explore the role of corporate governance and
monitoring by shareholders as potential mechanisms affecting the
relationship between cash, corruption, and FDI location choice. In
Table 7 we introduce three-way interactions between corruption, cash,
and measures of (i) corporate governance quality (board independence),
and (ii) shareholder monitoring (institutional ownership). To facilitate
the interpretation of the somewhat complicated three-way interactions,
in Fig. 1 we illustrate the economic effects by plotting the elasticities.
Each marker (circle/triangle) in the figure yields the elasticity of loca-
tion choice with respect to corruption along several values of firms’ cash
holdings ratios, conditioning again on the governance/ ownership var-
iables (1Q/3Q).

Model (1) of Table 7 explores the three-way interaction between
corruption, cash holdings, and board independence. We find a signifi-
cantly negative three-way interaction, which corroborates our

10

Table 7
The roles of corporate governance and monitoring.
Y = FDI Location @ 2
Corruption —0.844 * ** —0.099 *
(0.255) (0.051)
Corruption x Cash/Assets 3.021 * —0.444 *
(1.583) (0.258)
Corruption x Board Independence 0.862 * **
(0.307)
Corruption x Cash/Assets x Board Independence —4.048 = *
(1.967)
Corruption x Low 10 (1Q) —0.210 * *
(0.086)
Corruption x Cash/Assets x Low 10 (1Q) 1.093 * *
(0.539)
Country controls Yes Yes
Observations 164,472 164,050
Pseudo R-square 0.185 0.185
chi2 4002 3984
Log-likelihood —7007 —6991

Location choice is modelled as a function of three-way interactions of Corrup-
tion, Cash/Assets and (1) Board Independence, (2) Institutional Ownership
measured as a dummy =1 for low IO firms (1Q of the distribution) and
= 0 otherwise. Country controls include GDP, GDP growth, GDP p.c., Labour
income p.w., Corporate taxes, Trade/GDP, and Distance. * ** 6 ** and
* indicate statistical significance at the 1%, 5%, and 10 % levels. Robust
standard errors are in parentheses.

conjecture that governance plays a role in this relationship.'® The
significantly negative three-way interaction suggests that high-cash
firms are even less likely to invest in more corrupt countries especially
when monitored by a more independent board of directors. The elas-
ticities tabulated in Table 7 and plotted in Fig. 1 indicate that at mod-
erate cash ratios (roughly up to 0.20), the effect of corruption on
location choice is immaterial regardless of governance quality, as the
elasticity is tangent to zero for both high and low degrees of board in-
dependence. It is when cash ratios become higher that firms’ reluctance
to locate in more corrupt countries shows. We can see that as cash in-
creases, the elasticity turns negative, with the curves of high and low
board independence detaching from one another. For high levels of cash,
the elasticity of location to corruption becomes much stronger for firms
with more independent boards, thus stronger governance.

The findings from model (2) in Table 7 explore the interaction of
corruption, cash, and institutional ownership measured as a dummy
capturing high/low institutional ownership (low =1). We find a signif-
icantly positive three-way interaction, which suggests that high-cash
firms are less deterred by corruption when they are more weakly
monitored by institutional investors. The corresponding elasticities
presented in Fig. 1 suggest that non-linear dynamics are present. Inter-
estingly, for both governance variables we explore, the turning point
appears to be at cash ratios around 0.20/0.25, values of cash that sit at
the upper quartile of the distribution. This suggests that strong moni-
toring plays a more relevant role when firms have substantial amounts of
cash that risk being expropriated. In fact, when cash is low, firms with
low institutional ownership are marginally more sensitive to corruption
than firms with high institutional ownership. However, as cash in-
creases, it is firms with higher institutional ownership that show
stronger reluctance of locating FDI in more corrupt countries. In all, the
findings including the interactions of corruption, cash, board indepen-
dence, and institutional ownership altogether suggest that stronger

13 1t is noteworthy that the two-way interaction of cash holdings and the
governance variables displays within-firm variability but no variability across
locations, hence it is subsumed by the group fixed effect, being automatically
dropped from the estimation.
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Fig. 1. Corruption, cash and governance: economic effects (eyex). This
figure plots the elasticity effects (eyex) of the interactions between corruption,
cash holdings and governance measures: (a) board independence, and (b)
institutional ownership. Each marker in the plots captures the % change in
location likelihood for every 1 % increase in corruption across varying levels of
cash and conditioning on Low (1Q)/High (3Q) values in the distribution of the
governance variables.

governance and monitoring may work as deterrents against the risk of
expropriation, corroborating H3.'*

4.4. The effect of corruption on the sensitivity of FDI capex to cash
holdings

We now test whether corruption affects how much capital firms
commit to their FDIs, and the sensitivity of investment (FDI capex) to
cash holdings. This analysis is important because FDIs are typically
characterized by large capital investments, so cash may act as an

14 We further tested several additional governance variables to identify
alternative transmission channels. Specifically, we tested interactions of cor-
ruption and cash with ESG ratings (from Refinitiv), with board composition (e.
g., CEO duality, board size, etc.), and managerial risk-taking behaviour (e.g.,
compensation). These additional tests returned inconclusive, as we did not find
robustly significant findings. Thus, the governance forces affecting firms’
location choices in the presence of corruption and cash expropriation risk come
effectively from monitoring encapsulated by the role of independent directors
and institutional investors.
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important source of finance. That is, we would like to ensure that the
relation between cash and location preferences that we uncovered thus
far is not obfuscated by a simpler and almost mechanical association
between cash as a source of finance and the sizeable capital pledged to
FDIs. Also importantly, FDIs of different sizes may respond to corruption
differently, thus considering the amount of capital pledged to the FDIs
can shed light on important relationships.

To this objective, we examine if corruption is associated with a lower
use of cash to fund FDIs. Because we now examine FDI capex value
(investment) measured on a continuous basis, we no long require a
location choice model as the decision of how much to invest is not of a
discrete nature. Intuitively, we only observe in the dataset the amount of
the final investment made in the country of destination of the FDI.
Although it is plausible that firms may have considered investing
different amounts when evaluating the choice in countries that ended up
dismissed, we do not observe this information from the dataset. For this
reason, we cannot model investment size in a location-choice setting
explicitly. To tease-out the roles of corruption and cash on the FDI
Capex, a pooled model suffices, and we must “undo” the location choice
set (that is, now each investment appears only once in the regression).
We regress the natural log of each project’s FDI capex against country
corruption, cash holdings, and the interaction between the two, plus
including country and firm controls, industry, and year fixed effects.
This is a much simpler regression, much closer to common corporate
finance models often seen in the empirical literature.

The model reported in column (1) shows an initial specification
where we include the country controls only. We find a significantly
negative interaction between corruption and cash, which suggests that
high-cash firms commit less capital to the FDIs when investing in more
corrupt countries. In column (2) we augment the model with the firm
controls. We find that larger firms make more sizeable FDIs, and that
firms with higher Tobin’s Q ratios (stronger growth opportunities) also
invest more. While we see no effect of cashflows, firms with higher
leverage invest less, in line with the monitoring role of leverage. This is
comparable to King et al. (2021), who show that more leveraged MNEs
commit lower capital expenditure to FDI projects located in countries
with higher political risk. Importantly, the interaction of corruption with
cash holdings remains significantly negative. Thus, the interaction of
corruption and cash seems to be negatively associated not only with
firms’ FDI location choices, but also with how much capital firms pledge
to their foreign investments, exerting a dual effect on risk-aversion.

The findings reported in Table 9 provide more structure to the role of
investment size. We re-estimate the location choice model ( using the
full location choice set) by splitting the sample of FDIs into large and
small investments (based on the median FDI Capex). The logic behind
this test is to tease-out whether the location of investments with
different sizes responds heterogeneously to corruption, especially when
firms hold more cash and face higher expropriation risk. We see two
possible outcomes here. First, larger investments put more capital at
risk, such that cash-rich firms may be more concerned about locating in
corrupt countries when making larger investments. This view predicts
that the interaction between corruption and cash holdings should be
more pronounced when FDI capex is larger. Alternatively, the costs
associated with corruption may be relatively more important for smaller
investments, such that the interaction between corruption and cash
could be more pronounced in smaller investments, instead. Empirically,
we find support for the first view, as the interaction between country
corruption and firm cash holdings takes on a significantly negative co-
efficient in the sample of large FDI capex, whilst being insignificant in
the sample of small FDI capex. These results highlight the important role
of investment size and suggest that expropriation risk elicits different
responses in terms of investment location for FDIs with different levels of
financial commitment.
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Table 8
The effect of corruption on the sensitivity of FDI capex to cash holdings.
Y = (Ln) FDI capex (€8] (@3]
Corruption 0.024 0.022
(0.057) (0.058)
Cash/Assets 0.753 0.587
(0.497) (0.536)
Corruption x Cash/Assets —0.474 * * —0.456 * *
(0.210) (0.216)
Ln Assets 0.067 * **
(0.018)
Ln Tobin’s Q 0.128 *
(0.067)
EBITDA/Assets —0.725
(0.448)
Debt/Assets —0.414 * *
(0.200)
Country controls Yes Yes
Year FE Yes Yes
Industry FE Yes Yes
Observations 3492 3419
Adjusted R-square 0.268 0.269
F 12.37 9.809

The natural log of FDI capex is modelled, via OLS, as a function of country
corruption, cash holdings, plus an interaction between corruption and cash.
Model

(1) includes country controls: GDP, GDP growth, GDP p.c., Labour income p.w.,
Corporate taxes, Trade/GDP, and Distance. Model

(2) also includes firm controls: size, cashflows, growth opportunities, and
leverage. All models include industry (4-digit SIC codes) and year fixed effects.

,* *, and * indicate statistical significance at the 1 %, 5 %, and 10 % levels.
Robust standard errors are in parentheses.

Table 9
The role of FDI capex on the sensitivity of location to corruption and cash
holdings.

Y = FDI Location ) (2)
Large Capex Small Capex
Corruption 0.011 —0.204 * **
(0.050) (0.050)
Corruption*Cash/Assets —0.829 * ** 0.158
(0.200) (0.237)
Country controls Yes Yes
Observations 153,994 147,779
Pseudo R-square 0.197 0.183
chi2 4045 3399
Log-likelihood —6466 —6315

Location choice is modelled as a function of country corruption, cash holdings,
plus an interaction between corruption and cash holdings. Model

(1) is estimated for the sample of large FDI Capex (above the median). Model
(2) is estimated for the sample of small FDI Capex (below the median). * ** , * *,
and * indicate statistical significance at the 1 %, 5 %, and 10 % levels. Robust

standard errors are in parentheses.

4.5. Controlling for future growth, government effectiveness, and
regulatory quality

In this section, we add structure to our findings by adding additional
control variables that could play a relevant role in the corruption-
location nexus. First, we consider the role of future economic growth
as a key driver of FDI. While current economic growth clearly matters
for investment location, FDI involves a long-term capital commitment
and should, therefore, respond not only to current growth but also to
future growth expectations. Given countries with more corruption may
be those with higher future growth (e.g., frontier/developing econo-
mies), we control for the variable Projected Growth, estimated by the IMF
and available at the Our World in Data repository (from Oxford Uni-
versity). Using the best data available, we calculate Projected Growth as
the average expected annual GDP growth rate (from 2022 till 2029).
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We also control for two key variables (both from the World Bank),
that capture dimensions of countries’ institutional setup that may
correlate with corruption. First, we control for the Government Effec-
tiveness index to account for any correlation between corruption and
government inefficiency. Second, we control for the Regulatory Quality
index to account for the correlation between regulatory inefficiency and
corruption. Table 10 shows the results of the tests.

The findings in column (1) refer to the model augmented with Pro-
jected Growth as a control variable. We find a significantly positive
association between FDI location choice and Projected Growth, in line
with the view that firms take future growth opportunities into account
when making long-term investments such as FDI. The results reported in
columns (2) and (3) refer to the models where we control for the Gov-
ernment Effectiveness and Regulatory Quality indices, respectively
(higher scores in both variables are associated with stronger perfor-
mance in the indicator - i.e., higher government effectiveness and reg-
ulatory quality). The findings show a significantly positive association
between both Government Effectiveness and Regulatory quality and FDI
location. Crucially, in all additional tests we continue to observe a
negative association between corruption and FDI location that grows
significantly stronger for high-cash firms.

4.6. A closer look at the trade-off between expropriation risk and growth
opportunities

Whilst the findings from the previous section show that firms
consider Projected Growth as an important factor when locating FDIs, in
this section we explore the role of growth by examining whether it in-
fluences how firms perceive corruption.

Our prior in these tests is that, if future growth is high enough, then
firms could become relatively more tolerant of corruption, as the mar-
ginal benefits from expected future growth opportunities could
outweigh the higher expropriation costs associated with corruption. To
test for this potential moderating role of future growth, we introduce an
interaction between Corruption and Projected Growth (measured as
dummy =1 for countries with Projected Growth above the median, and
=0 for countries with Projected Growth below the median). We run this
test for the full sample of firms, and separate models for sub-samples of
firms with high cash holdings (above the median) and low cash holdings
(below the median), so that we can understand the rol