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Abstract

This paper studies the integration strategies of multinational firms in a multi-
period model under incomplete contracts and uncertainty. I incorporate con-
tinuous levels of integration to the study of organizational choice in an existing
model of foreign direct investment (Antras and Helpman, 2004) and extend the
model to a multi-period framework of learning. The joint productivity of the two
partners in an integrated firm is unknown initially to both sides and is revealed
only after continued joint production. The model gives rise to a nondegenerate
distribution of foreign ownership at the firm level and shows that the optimal
level of integration rises with the age of the firm. These patterns are supported
by detailed plant-level data on share of foreign ownership. The model predicts
that the degree of foreign ownership is an increasing function of joint productiv-
ity and intra-firm trade should rise over time as a result of increased control by
multinationals. I test the implications of my theory with plant-level data from
Turkey and find support for the predictions of the model.
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1 Introduction

In a comprehensive empirical and theoretical review of multinational firms, Navaretti
and Venables (2004) identify three facts about foreign direct investment (FDI) activity.
First, mergers and acquisitions (M&As) account for the dominant share of FDI flows;
this share increased steadily from 66.3% in the 1980s to 76.2% in the late 1990s. Second,
most FDI is concentrated in skill- and technology-intensive industries. Third, multina-
tional firms are increasingly engaged in international production networks, which gives
rise to intra-firm trade that currently takes up around one third of world trade (Antras,
2003).

The incomplete contracts setting of Antras (2003) has proved extremely useful in
explaining the recent trend in intra-firm trade and how it depends on industry-level
factor intensities. Antras and Helpman (2004) extend this approach to the integration
strategies of multinational firms but have restricted attention to two forms of sourcing
inputs abroad: complete outsourcing and complete integration. However, the preva-
lence of M&As suggests that multinationals may split ownership shares with domestic
partners every time they engage in FDI. As Desai et al. (2004) note, multinational firms
frequently have the option to own 100%, majority, or minority shares of newly created
foreign entities. In their words, “the appropriate ownership of productive enterprise
is a central issue in economic theory and a practical question for multinational firms
establishing new foreign affiliates.”

The choice of the degree of foreign ownership raises issues of incentives and gov-
ernance at the acquired firm. Traditional theories of FDI posit that MNEs engage
in operations abroad to exploit firm-specific (often intangible) assets. Yet, as Caves
(2007) argues: “Collaborator A in a joint venture cannot agree to reward party B
highly for B’s contribution of proprietary technology to the project, without evidence
of the technology’s worth.” Hence, a multinational seeking to acquire a firm abroad
faces idiosyncratic uncertainty about the complementarity of its proprietary assets and
the production technologies and organization of the target firm. This uncertainty will
surely affect the multinational’s choices at the acquisition stage as well as its behavior
about the delivery of its proprietary assets over time.

I refer to the variety of organizational forms that entail less than 100% ownership for
a multinational abroad as partial integration. Using detailed plant-level data from the
census of Turkish manufacturing firms over the period 1993-2001, I demonstrate three

empirical findings. First, there is a substantial degree of partial integration among



multinationals and their domestic partners, regardless of the industry they operate in.
Second, the average degree of foreign ownership at a multinational plant rises over time
(conditional on survival). Third, firms display substantial heterogeneity within sectors
in their factor use and productivity. These findings motivate the theoretical model in
this paper, which incorporates partial integration into an existing model of FDI. I focus
on integration strategies by a foreign direct investor in a search and matching framework
under a setting of incomplete contracts and uncertainty. Given the long-term nature of
the investment relationship with a host country firm, I study not only a static problem
of integration, but also a dynamic problem of optimal takeover strategies.

Specifically, I extend the model in Antras and Helpman (2004) to describe the opti-
mal path of integration when there is uncertainty over the quality of the match between
integrated firms. The uncertainty is modeled as the lack of sufficient information on
the joint productivity of the integrated firms in the first period of production. The
parties to the match learn about their joint productivity only after joint production
has taken place. The model delivers a nondegenerate distribution of foreign ownership
at the firm level and shows that the optimal level of integration rises with the age
of the multinational firm. Additionally, the model highlights the role of heterogeneous
firms in determining the level of integration and accounts for heterogeneity in factor use
within sectors. The driving force behind the optimal path of integration is the search
and learning framework that is built on Jovanovic (1979). This framework helps recon-
cile some potentially conflicting results concerning the direction of causation between
foreign ownership and productivity and the manner in which they interact.

In contrast to the framework of Antras and Helpman (2004), which highlights
industry-specific intensities of intermediate inputs, my major results are driven by the
joint productivity between the multinational firm and its input supplier within an indus-
try. The key comparative static of the model says that the degree of foreign ownership is
an increasing function of joint productivity. The search and matching framework, along
with this comparative static, imply that multinationals follow reservation strategies with
regard to observed productivity levels when they make their investment decisions. In
equilibrium, we only see the highly productive firms being targeted by multinationals,
and the most productive staying in a long-lasting relationship. Multinationals increase
their degree of equity participation when they find themselves in a fruitful match, while
they divest (by either dissolving their match or reducing their shares) if revealed joint
productivity does not meet their expectations. This selection mechanism implies that

equity investment decisions precede physical investment decisions. Since the degree of



equity participation determines the factor intensity of the production line, the optimal
ratio of intermediate inputs by the multinational firm to that by the supplier rises as
the match endures. As such, the model identifies increased control by the multinational
as the source of the transfer of proprietary assets.

Consider Honda Turkey, which is the second European production facility of the
well-known Japanese automaker Honda. Honda Turkey represents a story of foreign
direct investment which the theoretical model developed in this paper aims to capture.
The company was established in 1992 under the name Anadolu Honda Otomobil with a
50 percent stake controlled by each of Honda Motor Co and its Turkish business partner
Anadolu Group. Production started in 1998 and focused on serving the Turkish market
with the Civic Sedan model. Production of the Civic averaged around 7,000 until 2003,
when Honda Motor Co acquired its Turkish partner’s shares in its totality and became a
fully integrated subsidiary assuming its current name. Honda Turkey started producing
a second model, City, in 2005 and started an ambitious investment project worth $100
million to increase its yearly production capacity to 50,000 in 2006. By 2008, Honda
Turkey reached its production goal of 50,000 units. While Honda Turkey imports key
mechanical pieces as well as engine and electrical components, it either produces the
remaining components on-site or sources them domestically.

The multi-period model developed here is also motivated by and able to explain
several findings from the literature on FDI. Firstly, the most common argument in
the literature is that domestic firms that are controlled by foreign direct investors are
typically the cream (Razin and Sadka, 2007).2 Second, citing Pérez-Gonzdlez (2005)
and Chari et al. (2010), Razin and Sadka (2007) argue that control by multinationals
increases the efficiency and value of the firm. Similarly, Lipsey and Sjoholm (2006)
suggest that higher wages observed at multinationals may be explained if a majority
foreign ownership share is required to transfer technology. Third, Barbosa and Louri

(2002) argue that a foreign partner will demand higher ownership in case of profitable

'Data related to Honda Turkey are retrieved from http://www.honda.com.tr/honda_turkiye.aspx.
Similar patterns of equity and physical investment, not necessarily resulting in complete takeover,
can be found with other multinationals in Turkey. For instance, Ford Motor Company was a much
earlier entrant to the Turkish market and it assumed 11 percent of ownership in 1983 at Otosan, which
operated as the Ford assembler in Turkey. Ford increased its stake first to 30 percent in 1987, and
later to 41 percent in 1997, and it continues production with Ford Motor Co and Otosan holding 41.04
percent each of the equity, the remainder of which is traded publicly.

2Harris and Robinson (2002) and Benfratello and Sembenelli (2006) provide empirical evidence in
favor of “cream-skimming” in their studies of the UK and Italian manufacturing industries, respectively.
Djankov and Hoekman (2000) provide similar evidence for transition economies.



affiliates and large intangible assets to be transferred. The model I present here sheds
light on these predictions by linking the investment decision of foreign investors to firm-
level productivity. Moreover, it is able to account for the intensive margin of imports
when intrafirm trade occurs through vertical integration, on which theory has essentially
been silent (Corcos et al., 2010).

I test the predictions of my model using data from the census of manufacturing firms
in Turkey. After constructing plant-level estimates of total factor productivity (TFP)
to proxy match quality, I study the determinants of the degree of foreign ownership
and its relationship with productivity. I find that match quality can explain more of
the variation in the degree of foreign ownership as compared to sectoral measures of
capital and skill intensity. This finding remains even after taking into account firm-
level heterogeneity in factor use. Moreover, I test the existence of a causal effect from
productivity to the degree of foreign ownership and find strong evidence in favor of this
effect. My empirical analysis also documents, using nonparametric and semi-parametric
methods of survival analysis, ample evidence for the existence of a selection mechanism
that is key to the theory. In line with the model’s predictions, I find that multinational
firms with lower productivities are most likely to engage in divestment.

The structure of the paper is as follows. Section 2 introduces the Turkish data
to demonstrate three empirical regularities. Sections 3 and 4 develop the static and
dynamic sides of the theoretical model, respectively. The multi-period model is able
to generate the empirical regularities identified as well as “cream-skimming.” Section 5
discusses the construction of the productivity measure to be used in the econometric
analysis, lays out the econometric strategy to test the model, and presents the results

from this analysis. Section 6 concludes. All proofs are relegated to the Appendix.

2 Plant-Level Evidence on Extent of Integration

Plant-level data for the current study come from the Industrial Analysis Database
collected by the Turkish Statistical Institute (TurkStat). TurkStat annually conducts a
census of all manufacturing establishments in Turkey with ten or more employees with
detailed information on plant characteristics such as size, wages, investment, inventories,
and value added. The database has been recently used in a study of export decision
by Ozler et al. (2009) and discussed in more detail there. Most importantly for the
current study, the database indicates whether the plant is vertically integrated with a

multinational firm and provides a breakdown of equity ownership between the foreign



direct investor and the Turkish plant operator.® I focus on the period 1993-2001, which
is a period of stable capital inflows to Turkey.* Since Turkey did not impose any
limitations on the foreign ownership of manufacturing plants in this period, I am able
to observe maximal amount of variation in the degree of foreign ownership at the plant
level and document the extent of partial integration.

Table 1 summarizes the presence of multinationals by year and sector in the sample
of Turkish manufacturing plants used for the empirical analysis in this paper. I define
a plant to be a multinational enterprise (MNE) in any given year if it has any positive
level of equity held by a foreign direct investor. In the sample, the minimum degree of
foreign ownership is 1% and the maximum degree is 100%. Panel (b) shows that while
MNEs are most prevalent in industries such as other chemicals, transport equipment,
and electrical machinery, they also operate actively in industries such as food, wearing
apparel, textiles, and non-electrical machinery.> Hence, we observe vertical integration
not only in those industries that are relatively intensive in their use of headquarter
services, as predicted by Antras and Helpman (2004), but also in industries where man-
ufactured inputs constitute the primary factor of production.® What is more interesting,
however, is that a majority of the multinationals operating in Turkey choose to do so
in a partially integrated setting with a domestic partner, regardless of their industry.
Figure 1 depicts the distribution of foreign equity participation in the pooled sample of
plant-year observations, which points to a non-trivial distribution of the equity share
owned by multinationals. There is a sizable variation in plant-level FDI which stretches
from very low stakes in the single digits to complete integration cases. In unreported

figures, I find this pattern to be fairly robust to the type of industry and plant size.

3The database includes further information about the foreign direct investor as surveyed in the
census form. If a plant is vertically integrated, plants are asked to report the countries of the top three
shareholders and their respective shares at the plant. Since I do not focus on this further breakdown,
I simply work with the total foreign equity participation at the plant level.

4Although the period of analysis is 1993-2001, I use data starting from 1990 for plants with 25+
employees and 1991 for plants with 104 employees to compute the capital stock series. Inclusion of
plant identification codes enables me to construct a panel and follow the plants over time. Construction
of the capital stock series and variables used in the analysis is explained in the Data Appendix, which
also describes the cleaning procedure of the data used for the analysis. Table Al reports the number
of plants that were in the raw data before cleaning.

5In addition, multinationals are big players in their industries. Despite their small number in the
overall population of plants, multinationals have employed 381 employees on average in a year compared
to 117 in wholly owned domestic plants. This discrepancy is more pronounced in value added terms,
with MNEs creating almost ten times as much value added as domestic plants. See Table 3.

6 A similar finding is reported by Corcos et al. (2010), who find that intrafirm trade and outsourcing
coexist in virtually all the manufacturing industries in their database of French multinationals, which
roughly includes one hundred industries at the NACE Revl 3-digit level.



Both of the facts that vertical integration exists in all sectors and that it mostly occurs
through partial integration are unaccounted for in previous theoretical models.

A more arresting picture emerges when we examine how the distribution of for-
eign equity participation changes over time. Define the “age” of an MNE to be the
n!™ consecutive year that a multinational carries out joint production with a domestic
partner; for example, age 1 is the time of acquisition by the multinational with at least
1 percent equity share and the first year that joint production takes place, age 2 is the
second year of joint production, and so on. Figure 2 shows how the extent of integra-
tion evolves with the age of the MNE.” As joint production continues into future years,
the weight of the distribution moves to the right, suggesting that MNEs have higher
extent of integration with age. Note the drop in the fraction of MNEs under minority
foreign control and the rise in the fraction of MNEs under majority control with age. As
an alternative way to see these dynamics, I plot the mean foreign equity participation
against the age of the MNE in Figure 3.8 While average foreign equity participation
is around 52 percent at age 1, it jumps to 60 percent by age 3, and rises further to 65
percent by age 7. Hence, multinationals typically increase their equity participation at
their subsidiaries conditional on continued joint production and this adjustment mostly
occurs at the earlier ages of the MNE. These trends are again robust to type of industry
and plant size (employment).

Table 2 provides a summary of the (logs of) key variables used in the empirical analy-
sis, including their standard deviations decomposed into a between- and a within-sector
component. In line with previous evidence (see, for instance, Corcos et al. (2010)), I find
substantial variation in productivity and factor intensities overall. More importantly,
almost all of this variation is due to firm-level heterogeneity within sectors, and not be-
tween them. Panel (a) reveals that 82.8% of the variation in TFP, 90.9% of the variation
in skill intensity, and 97.3% of the variation in capital intensity come from within-sector
differences in the covariates, which indicate that the sector is a poor indicator of factor

intensities. These figures are slightly higher than the ones reported for the French data

"Note that the sample used to construct this figure includes those MNEs that would be classified
as “greenfield FDI,” i.e. plants which have always had 100 percent foreign equity participation. Hence
the abundance of observations at the far right end of the distribution. These MNEs are included in the
figure to give an idea about how the prevalence of partial integration compares to the case of complete
integration. In the sample, only around 25% of all MNEs are fully integrated.

8Tn the figure, predicted foreign equity participation is a univariate fractional-polynomial estimate.
I exclude greenfield FDI plants when constructing Figure 3, as these plants typically do not show any
variation in their degree of foreign ownership. Inclusion of these plants does not change the main point
of Figure 3, but makes the jump from age 1 to age 2 less pronounced.



by Corcos et al. (2010), and they support the authors’ observation that the firm is the
correct unit of analysis in order to study the determinants of internalization identified
by the theory.

There are three empirical regularities that emerge from the Turkish data. First,
the majority of multinationals operate in a partially integrated setting with a domestic
partner regardless of industry characteristics, which implies that partial integration is a
more prevalent form of foreign direct investment than complete integration. Moreover,
there is significant heterogeneity in the degree of integration among MNEs. Second, the
average share of ownership by foreign direct investors increases over time conditional on
continued joint production. This suggests that multinationals follow a dynamic policy
of integrating with their supplier and choose high levels of equity participation if they
find themselves in a long lasting contractual relationship. This pattern could also arise
if more highly integrated firms are more likely to survive. Lastly, there is significant
within-sector heterogeneity; the variation in productivity and factor intensities across

firms cannot be explained by sector-specific characteristics.

3 Optimal Integration

In this section, I modify the model in Antras and Helpman (2004), henceforth AH, to
incorporate partial integration in the study of foreign direct investment.

There are two countries, North and South, and a single factor of production, labor.
Preferences are as in AH, so that the world population consists of a unit measure of

consumers with identical preferences given by:
10
U=zo+—) X' 0<pu<l,
Iz ; !

where x( represents consumption of a homogeneous good, p is a parameter, and aggre-

gate consumption in sector j is a CES function,

1/a
Xj: |:/$](Z)adlj| ,0<a<l,

of the consumption of different varieties z;(i). I retain the AH assumption that varieties
within a sector are more substitutable for each other than they are for x( or for varieties
from a different sector; i.e. a > p. These preferences imply that final goods producers

face the following inverse demand function for each variety ¢ in sector j:

p;(i) = X (i) (1)



There is a perfectly elastic supply of labor in each country, and wages are given by
wy and wg in the North and the South, respectively. Assume wy > wg. Output is
produced using a combination of two inputs that are specific to the variety, h;(i) and
m; (i), where the headquarter services input h;(7) can be produced only in the North.
The manufactured components m;(i) can be produced in either country. Essentially,
however, every final good producer needs to contract with a manufacturing plant oper-
ator for the provision of the variety-specific components (Antras and Helpman, 2004).
This means that an input that is crafted to be used in a certain variety has no valuable
use in the production of some other variety. Accordingly, output is produced following
the Cobb-Douglas function:

xj(i):e[hm)rj {mj(z)]l m,0<nj<1, 2)
n; 1 —mn;

where 6 is a match-specific productivity parameter that is unknown to both the final

good producer and the manufacturing supplier at the time of the match.” The param-
eter, 7);, controls the headquarter intensity of the production and is sector-specific.

A major assumption built into the model is that there exists a nondegenerate distri-
bution of productivities for a final good producer across different suppliers. I interpret
0 as a measure of how complementary the two sides to the match are and as reflecting
the cost-saving advantages to the final good producer of monitoring and supervising
the supplier. This will show variation across suppliers due to plant-specific factors such
as location, industry, organizational form, or skill composition. The match-specific
productivity is unknown in the first period and is revealed to both sides only after con-
tinued joint production in the second period. As in Jovanovic (1979), € is distributed
independently across suppliers, which means that the “informational capital” generated
through joint production is completely match-specific. Hence, the final good producer’s
previous experience with other suppliers carries no information about its productivity
with new suppliers.

The distribution of # in the population is known and I follow the common assumption
regarding firm productivities: i.e. § ~ Pareto(b, ), where b > 0 is the scale parameter

and v > 2 is the shape parameter.!® Accordingly, the cdf is given by:
b Y
G(e):1—(5),92b

9Note that the match-specific parameter should in fact be denoted as 6;; I drop the subscript to
simplify notation.
10~ > 2 is required for the distribution to have finite variance.




In order to draw the match-specific parameter with a manufacturing supplier, the
final good producer pays a fixed cost of entry wy fg. Upon payment of this fixed cost,
the final good producer matches with a supplier with probability one and receives a
noisy signal about the true value of its joint productivity with its supplier. If the
match persists, the final good producer decides on the organizational form of the match
(“the firm”), which determines the additional fized organizational costs to be incurred.
Following AH, I interpret the fixed organizational costs as the sum of all costs that
pertain to the search for a supplier in the South and to the management of the firm,
which entails “supervision, quality control, accounting, and marketing” among other
things.

I assume in addition that the fixed organizational costs are increasing in the final
good producer’s ownership share. This assumption reflects the idea, for instance, that
a multinational firm may be required to hire a larger team of management and devote
more time to establish a firm in which it has majority share. Due to economies of
scale in operation, however, a multinational may not incur as high fixed costs once it
achieves effective control of the firm. Hence, the fixed organizational costs are denoted
as wyd?, where § € (0, 1) is the share of the multinational at the firm and ¢ € (0, 1) is
an exogenous parameter.

I focus specifically on vertical integration as the organizational form of the firm in
this paper. I assume that the multinational has already made its decision to obtain
the manufactured input from a vertically integrated supplier in the South; i.e. foreign
direct investment. AH establish that there always exist high productivity final good
producers that choose to acquire manufactured inputs via FDI. The crucial question
I ask is: where does the multinational draw its boundaries in controlling/owning the
manufacturing plant operator in any given period? In other words, is there an optimal
level of integration, §* € (0, 1), for each period given the multinational’s characteristics?

I adopt the incomplete contracts setting due to Antras (2003), where ownership of
the suppliers entitles final good producers to some residual rights of control. Following
the property-rights approach to the boundaries of the firm, input suppliers and final
good producers cannot sign enforceable contracts specifying the purchase of a certain
type of intermediate input for a certain price (Antras, 2003). As such, the division of
the firm’s revenue is determined by an ex post bargaining procedure following the pro-
duction of the inputs. Asin AH, ex post bargaining takes place under all organizational
forms and is modeled as a generalized Nash bargaining game over potential revenue,

which is given by:

10
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In the Nash bargaining procedure, the outside option of the manufacturing supplier
is always zero since its input is completely variety-specific. The final good producer’s
outside option, however, depends positively on the share of the firm it controls. Specifi-
cally, 6 determines the fraction of the manufactured input that the final good producer
has residual rights over. In the ex post bargaining, the final good producer can seize
its share of the manufactured input, §, once production has already taken place, and

11 This translates into a fraction 6% of the revenue if the final

sell an amount dx (7).
good producer carries out production on its own. Let § € (0, 1) denote the fraction
of the ex post gains from entering a production relationship that go to the final good
producer. Given this definition of residual rights, the share of the revenue that the final
good producer captures is given by Oy = d* + (1 — ) as a result of generalized Nash
bargaining, which reflects the final good producer’s outside option plus its share of ex
post gains. The share of the revenue for the manufacturing supplier is (1 — 3)(1 — 6%),
or equivalently, 1 — By, where Gy = 6+ 0“ — (36

The final element of the model is an upfront payment in each period by the man-
ufacturing supplier to participate in the match. The upfront payment could be either
positive or negative and is included in the contract that is offered to the potential
supplier by the multinational. The contract offer follows the decision for the level of
integration. As in AH, I assume an infinitely elastic supply of manufacturing suppliers
so that their profits from the relationship inclusive of the upfront payment are equal to
their ex ante outside option, which is set to zero for simplicity.

The time line of the model is as follows:

1. Period 1 starts. The final good producer enters the industry and pays the fixed

cost of entry, wy fg.

2. At the same time, an unmatched supplier of manufactured inputs and the final
good producer form a pair and jointly draw a random match parameter 6 from
a known distribution with cumulative distribution function Prob{f < s} = G(s).

The value of ¢ is unknown to both sides of the match at this point.

'Note that restricting é to be strictly less than one ensures that the supplier chooses to produce a
positive amount of the manufactured input in each period.

11



3. After the match is formed, the final good producer and the supplier receive a
signal y, which is a random draw from the uniform distribution over the range
(0, 6].12 13 Following the realization of the noisy signal, the final good producer
may choose to exit the match or offer a contract to the supplier. If the final good
producer leaves, it can seek out a new supplier, draw a new match parameter, ¢’,

and receive a noisy signal on it, 3/, the next period.

4. If the final good producer stays, it negotiates a multi-period contract with the
supplier. The contract sets forth the share of the firm that the multinational will
own this period, d;, with the understanding that this can be updated when the
uncertainty is resolved. The contract also specifies an upfront payment, ¢, that is
to be paid by the supplier for each period that the match survives and that can
be updated. Note that ¢ could be positive or negative and the supplier has an

outside option of zero in each period.

5. If the parties to the match cannot reach an agreement, the match breaks up.
The final good producer can then seek out a new supplier and draw a new match
parameter, €', in the next period. If the multi-period contract is accepted, the

match survives into the next period.

6. Upon acceptance of the contract, the final good producer acquires its negotiated
stake, 01, as specified in the contract. The final good producer and the supplier
then independently choose their quantities, h and m respectively, to maximize

their own payoffs.

7. Output for the first period is sold and the resulting revenue is divided following

a generalized Nash bargaining procedure. Period 1 ends.

8. Period 2 starts. In the case of survival, the true value of ¢ is revealed to both sides

of the match as a result of continued joint production. The final good producer

121 let the signal be a random draw from the uniform distribution for purposes of tractability. In
particular, this setup yields the Pareto distribution to be “conjugate”; that is, the posterior distribution
of the parameter of interest belongs to the same family as the prior distribution. The model could be
easily extended to the case where the signals are also distributed Pareto - in this case, the posterior
distribution will belong to the Gamma family of distributions when the shape parameter is unknown,
and to the Pareto family when the scale parameter is unknown.

BNotice that the lower boundary on the range of the signal is known, while the upper boundary
is not. One can also imagine a case where the lower boundary is unknown as well, e.g. some range
[01, 02]. This could be handled similarly where the prior joint distribution of ¢, and 65 are bilateral
bivariate Pareto, which gives rise to a posterior joint distribution in the same family of distributions.

12



has the option to terminate the contract at this point or update it. If the multi-
period contract is updated, the final good producer picks its optimal stake this

period, do, which will apply in all subsequent periods as well.

9. The final good producer and the supplier choose their quantities noncooperatively

to maximize their own payoffs.

10. Output for this period is sold and the resulting revenue is shared following a

generalized Nash bargaining procedure. Period 2 ends.

The current model can characterize what happens to the likelihood of divestment over
time (i.e. a break up of the match) endogenously. It is still of interest, however, to
study an exogenous impact that may dissolve a match, which ensures that there exists
a set of domestic suppliers that remain unmatched in each period. I assume that a
firm in production is subject to adverse liquidity shocks with the hazard of separation
occurring at the exogenous rate A. Once joint production starts, the firm could receive
a liquidity shock in any of the future periods.

Before describing the equilibrium under uncertainty, I study the per-period problem
that the final good producer and the manufacturing supplier face. In the case that
parties reach agreement, one can write the revenue in each period, using (2), as:

R(i) = X"~*6° [@] B [M} Q(H) , (3)
n L—=n
where I have dropped the subscript, j, to focus attention on a single industry. In the
case of disagreement, the outside option of the supplier remains zero but that of the
final good producer depends on its share of the firm, 4.

Following the final good producer’s choice of ¢ in each period, the parties to the
match independently choose the quantities of their inputs. Given the noncontractibility
of the supply of inputs, each input supplier maximizes its own payoff. The final good
producer’s problem is to pick the amount of headquarter services to maximize Sy R(i) —
wyh(7), and the manufacturing supplier’s problem is to pick the amount of intermediate
inputs to maximize (1 — By )R(i) — wgm(i). Substituting the expression in (3) for R(7)

and taking first order conditions, the Nash equilibrium quantities are:

1—a(l1—n) a(l-n)
1 11—« 1 _ 11—«
h*(i) = 1 (XP00%) == (-52) ( wfv> (4)
1 e /1 e
- 0y () (123 .
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These quantities reflect the optimal decisions of the sides to the match after uncer-
tainty is resolved; that is, at stage 9 of the game. When the input suppliers are making
their input decisions prior to the resolution of the uncertainty, at stage 6, they will be
picking their quantities conditional on the information that they receive about the true
joint productivity. The optimal quantities under uncertainty are then given by the first
order conditions to each supplier’s program, which maximize own per-period ezpected
payoffs. Since both input suppliers are assumed to update their beliefs about 6 in a
Bayesian fashion, the expected payoffs substitute E[0*|y] in place of € in (3).

The ratio of headquarter services to manufactured inputs is given by:

B n -8+ B ws
m*(i) 1-n1-06(1—-8)—Bwy’
since [y = 0%(1 — ) + . Notice that taking headquarter intensity and wages as fixed,

(6)

h*(i)/m*(i) depends only on §. Hence, the model generates within-sector heterogeneity
in factor use due to the level of integration. The optimal intensity of headquarter
services is independent of 6 due to the symmetry between the two input suppliers’
(lack of) information about # in each period. In the first period, they both observe
the same signal, y, which returns the same conditional expectation about 6, while in
the second period, the true value of 6 is revealed to both sides. This informational
symmetry prevents the sides to the match from learning more about 6 through each
other’s input choices. Given this, the final good producer’s optimal level of integration
will be changing as the firm endures to the extent that it is affected by the resolution
of the uncertainty. In particular, the production line will be getting more intensive in
the use of headquarter services if § increases following the removal of uncertainty in
equilibrium. I show this result in the next section.

Using the first order conditions in (4) and (5) along with (3) gives the total per-

period value of the firm as measured by total operating profits:
(6, 0, X, n) = X2 0Tw(5, 1) — wyd? (7)

where

a(l—n)

w&mzm%G&fﬂC‘m)““u—wm—mvwm—mw )

wWN Wg

By =0*"(1-08)+0

and wyd? reflects the (per-period) fixed costs of integration. Recall that ¢ > « is a
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parameter that describes the marginal fixed cost of acquiring an ownership stake at the
firm. I assume that this marginal fixed cost decreases with the level of integration as
the final good producer is required to commit a greater amount of resources initially to
take control of the firm. Accordingly, ¢ € (0, 1). Profits are strictly increasing in 6 and
strictly decreasing in w” and w® as expected.

Following AH, I consider an industry with high headquarter intensity 1 such that
operating profits excluding organizational costs are increasing in the final good pro-
ducer’s share of the revenue.!* This setup highlights the importance of the input by
the final good producer and lays the basis for the observation that most foreign direct
investment takes place in high technology intensive industries. Since I focus specifi-
cally on vertical integration in the South, this is equivalent to the setup in AH where
¥(By, n) is increasing in [y regardless of where production takes place. The intuition
here is that in a high headquarter intensity sector, “the marginal product of headquar-
ter services is high, making underinvestment in h(i) especially costly and integration
especially attractive” (Antras and Helpman, 2004).

In solving any given period’s subgame, the upfront payment specified in the multi-
period contract, ¢, ensures that the final good producer effectively maximizes the total
value of the firm in every period.!® Given the structure of the profits in the stage game,
is there an optimal level of integration 6* that maximizes (7)? Moreover, is 6* unique?
This is the question that the final good producer needs to answer at stage 8 of the game
after both parties to the match learn the true value of 6 (the same question needs to be
answered also in the first period at stage 6, when 6 is still unknown). It is equivalent to
asking whether the firm’s operating profits, (7), are concave in 0%; for if not, then the
optimal level of integration happens either at extremes (e.g. in the case of linearity) or

at multiple points.

Proposition 1 There exists a unique optimal value for the level of integration, 6* €
(0, 1), that maximizes the total operating profits of the multinational firm at the

stage game.

Figure 4, panel (a), shows the relationship between the firm’s operating profits and
its degree of integration for various values of headquarter intensity. Firstly, the optimal

level of integration lies strictly away from the end points for a range of headquarter

4Where deemed useful, I comment on how the model can accommodate low headquarter intensity
sectors (see, for example, the proof of Proposition 1) and provide intuition for comparison purposes.
15See Antras and Helpman (2004) for a proof of this assertion.
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intensities. For different values of 7, profits are maximized at an intermediate level
of integration. Secondly, notice that the optimal level of integration is increasing in
n. For industries that are relatively more intensive in the use of headquarter services
(i.e. m > 0.5), both the optimal integration level and the absolute level of profits are
rising in 7.1 The reason for this lies at the heart of the hold-up problem, whereby a
larger share of the manufactured input’s ownership should be given to the side whose
investment has greater impact on the joint surplus, following the optimal allocation
of property rights. In high 7 industries, the marginal product of the input from the
headquarters is much greater than that of the input from the manufacturing supplier.
Therefore, the underinvestment in the manufactured input that is caused by a higher
degree of integration is more than offset by the rise in total revenues driven by increased
employment of headquarter services. Consequently, the share of the revenue that the
final good producer captures from the relationship is increasing in the intensity of
headquarter services. I refer to this dependence of the optimal degree of integration on
n as the “Antras effect.”

A second important result from the stage game concerns how * changes with match-
specific productivity. As seen from (3), the revenues of the firm are strictly increasing
in 6. Given a higher level of productivity, a final good producer is inclined towards
capturing a greater share of the revenue. However, this decreases the share that is left
to the manufacturing supplier, causing underinvestment in the manufactured input.
The downward pressure on the revenue level caused by the supplier’s underinvestment
can potentially outweigh the gains from a productivity increase. Yet, in an industry
with high headquarter intensity, the marginal product of the manufacturing input is
relatively low. This enables the final good producer to choose a higher stake at the firm

without distorting the incentives of its supplier by too much.

Proposition 2 The optimal level of integration is increasing in the match-specific pro-
ductivity level; that is, 96*(0)/06 > 0.

I refer to this dependence of the optimal degree of integration on € as the “match
quality effect.” Figure 4, panel (b), relates operating profits to ¢ for a range of joint pro-
ductivities in the same industry. While the Antras effect highlights the role that sector-

6Notice that the absolute level of profits for n = 0.35 is actually higher than that for n = 0.5.
The upper envelope of operating profits as a function of § seems to be U-shaped, with the bottom of
the U being reached at an intermediate level of n. This is because the hold-up problem in physical
investments is most severe when both sides to the match make large contributions.
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specific headquarter intensity plays in determining 6*, the match quality effect empha-
sizes within-sector heterogeneity along joint productivities. Given a non-degenerate
distribution of #, the stage games produce a non-degenerate distribution of ¢* among
the MNEs. Producers show variation in their level of integration not only along head-
quarter intensity, but also their joint productivities within similar industries. Which
one of these effects is more instrumental in determining ¢* is essentially an empirical
question. Another important implication of Proposition 2 is that the optimal ratio of
investments in headquarter services and manufacturing inputs, given by(6), is higher
for those MNEs with a higher match quality in any given industry. Within-sector het-
erogeneity in productivity translates into factor intensity heterogeneity for the MNEs

due to the variation in their optimal degree of foreign ownership.

4 Equilibrium under Uncertainty

In serving a host country market, the multinational seeks to maximize the expected
present value of its profits. Given the structure of the multi-period contract, this will be
equivalent to maximizing the total profit stream of the whole relationship (the integrated
firm) associated with a match. The problem for the multinational is to determine the
optimal path of integration with a manufacturing supplier to achieve this goal. This
includes the option that the final good producer might withdraw from the partnership
in order to seek a new match at any period in the relationship. I solve the problem by
working backward, starting in period 2.17

From stage 8 on, the final good producer knows the true value of 6, which will be
its joint productivity with the supplier in this and all future periods. Let J(#) denote
the expected present value of profits to a firm who has a known match quality 6 and
is behaving optimally. Note that having realized its true productivity, the final good
producer could calculate its optimal level of investment, ¢35, and stipulate this level in
the contract to be updated. Therefore, @ is a sufficient statistic for the firm’s expected
present value at any period in time, which allows me to write the value function in
terms of 6 only.

Let r be the firm’s discount rate. If the contract is updated, then the value of the

17The solution concept here is similar to the discussion in Ljungqvist and Sargent (2004), who work
with a simplified version of Jovanovic’s model in its original context of labor markets. I also work with
a simple discrete time version of Jovanovic’s model; however, the current model differs significantly
from the original in certain respects, such as its contracting structure and probability distributions.
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firm is given by 7(0) + —5J(#), where'®

7(0) = X w075 1p(8y, n) — wnds (9)

is the per-period profit of the firm at the outcome of the stage game in period 2. Recall
that X is the exogenously given separation rate due to adverse liquidity shocks.

If the contract is terminated, no production will take place this period as the final
good producer would have no provision of the manufactured inputs. The final good
producer could then start searching for a new manufacturing input supplier next period
and draw a new match parameter. Let () be the present value of profits of a final good
producer who withdraws from a match and behaves optimally. Since the search for a
new supplier involves drawing a new value of # independent of the previous matches, @)
will be a constant under the assumptions of an infinite horizon and constant discount
rate (Jovanovic, 1979).19

The Bellman equation that characterizes the value of the game to the final good
producer in period 2 is then given by: J(0) = max{n(6) + r—ll-)\‘](g)’ 1Q}. I depict this
equation in Figure 5. The value of continued joint production is rising in the match

parameter while the value of withdrawal is constant. As is clear from the figure, the
optimal policy is one that updates the contract for values of 6 above a certain level and
terminates it below this threshold level. The solution to the Bellman equation in period

2 is given by:

1
50 7;(0) + 5 J(0) for0>0 (10)
;Q for 8 <46

where the threshold level 6 satisfies:?°
r4+ A 1
— 7 n6) == 11
r+A— 1W<_> TQ (11)
The final good producer’s optimal policy in period 2 implies that, in equilibrium,
only those matches that have high enough productivities will continue joint produc-
tion in future periods. If the true value of 0 is revealed to be below 6, the firm will

be dissolved since continuing the relationship indefinitely at a low 6 yields a lower ex-

18] suppress the other arguments of the per-period profit function for notational simplicity.

9Tn the current model, the constancy of @) implies that if a final good producer withdraws from a
match with a supplier, it will never choose to carry out joint production with this particular supplier
in the future.

**Notice that (10) implies J(#) = #F257(6) for 6 > 0.
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pected present value of profits than the alternative matches. This aspect of the model
can explain the often mentioned case of “cherry-picking” in foreign direct investment,
whereby multinational firms invest only in the high productivity plants in the host
economy. Since the multinational can sample from a large pool of potential suppliers
and it locks itself in a relationship with the same supplier, its optimal policy is to wait
until it finds itself in a match with high enough productivity. In equilibrium, only
those multinationals that realize a certain threshold level of productivity persist in the
industry.

The multinational’s optimal policy in period 2 implies that matches break up only
between the first and second periods. If the multinational decides to remain in the
relationship in period 2, then it will continue joint production indefinitely. Hence,
divestment is negatively correlated with the age of the multinational and the model
reproduces the empirical observation that most plant closures by multinationals occur
in the early stages of the partnership.

Given the optimal policy of contract updating in period 2, I now turn to the final
good producer’s decision making in period 1 in the presence of uncertainty. Having
received a noisy signal on the match parameter, y, the final good producer follows
Bayesian updating to calculate the posterior probability distribution of #. The following

lemma describes the properties of the posterior distribution.

Lemma 1: Let y denote a random draw from a uniform distribution over the range
(0, 0]. The Pareto(b, ) distribution has density:

2T i f0>b
foy =TT U0z

0 otherwise

where b > 0 and v > 2. Let ¥y = v+ 1 and b= maz(y, b). The posterior density
of 6 is defined by:

o if0>0
FOly) o< O

0 otherwise

which takes the same form as the prior. Hence 6|y is Pareto(7, b) with E(0]y) =

. . o N\2
% and Var(f|y) = [% — <%) } b.

Proof: See Leonard and Hsu (1999).
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Lemma 1 expresses the posterior expected value of 8 in terms of the parameters of the
distribution and the signal. In order for the signal to be informative about 6, I assume
for the remaining analysis that the lower bound for the signal is b, so that b = y.2! This
setup leads the firm to infer that the true value of its 6 is increasing in the value of the
signal that it receives, as the posterior mean is given by: 6 = E(0|y) = %y Notice
that since y is uniformly distributed, the posterior mean is also distributed uniformly,
characterized by the parameters b and v, where b= %b and 4 = %19.22 I denote the

~ R Y v
distribution of the posterior mean by G(6|7, b).

Let V(é) be the value to a final good producer who has received signal y and is

behaving optimally in period 1. If the final good producer chooses to remain in the

match, the outcome of the game in period 1 yields a per-period profit of m(6), where®?
7(0) = X2 B 0755 |y| v (81, n) — wnd, (12)

In the case that the match breaks up, the final good producer receives a per-period
profit of zero and it can seek out a new supplier next period. If it survives, the true

value of € is revealed. Then V() satisfies:

V(8) = maz {w(é)+ 5 [ @irer. %Q} (13)

r

In (13), P(¢'|3, b) is the conditional distribution of joint productivities for the next
period when the true 6 is revealed. As with the contract updating policy in period 2,
(13) implies an optimal policy for the final good producer that continues the match
above a certain level of 6, and withdraws from it below this threshold.2* The solution

to the Bellman equation for the first period is given by:
_ 0) + - [ J(@)dP(#|7, b) for
v - {70+ TR TOPER D) g
Q for

™

>
- (14)

™
[\
| D2

210ne can interpret this by assuming, for instance, that the firm receives a signal above a certain
value in expectation of the productivity gains from a takeover. Note that when y < b, the posterior
mean becomes b/(¥ — 1), which is independent of y, and therefore the signal becomes uninformative.

22The support of a uniform distribution is defined by its upper and lower bounds.

ZThe following equations are written with some abuse of notation. Notice that equation (12) is
actually defined in terms of E [9ﬁ|y}, which is not the same as 6 = E(fly). To be more precise,
one can calculate [9&@] as %ya/(l_a) by using the density function f() in Lemma 1.
Notice that just like E(f|y), F [9ﬁ|y] is determined by 4 and y. Likewise, taking o as given, the
distribution of the posterior expectation is uniform and characterized by similar parameters.

24To see this, notice that both 7(f) and Ti)\ [J(0")dP(#'|7, b) are increasing in 6 while 1Q is
constant.
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where 0 satisfies:
1
+—/ "NdP(' |5 b) rQ (15)

It is possible to show (see Appendix) that m(f) > =(f); that is, the final good
producer requires a higher level of profits in period 2 to stay in the match compared to
the level of profits it would accept in period 1 to continue joint production. The reason
for the increase in the “reservation profits” is the resolution of the uncertainty over the
joint productivity parameter. Since the final good producer knows that the firm’s total
profits will be determined by the true value of 6 in period 2 and thereafter, it becomes
more selective in establishing a long-term relationship with a supplier. An immediate
implication of this result is that § > 6, because the per-period profit function 7(.) is
strictly increasing in 6. Therefore, the final good producer’s optimal policy implies
divestment whenever the true productivity level with the supplier turns out to be lower
than the threshold value of the posterior mean.

The increase in the reservation productivity level of the final good producer explains
the argument that foreign direct investors tend to retain high-productivity firms under
their ownership and sell low-productivity firms to uninformed agents since they gain
crucial information about the productivity of the firms under their control (Loungani
and Razin, 2001). Note, however, that in order to gain this crucial information, the
final good producer should commit to at least one period of joint production with
its supplier. What happens following this learning stage is a selection process which
eliminates low quality matches. As a result, multinational producers lie at the high end
of the productivity distribution for a universe of plants in host economies.?

I now study whether there exists a unique solution to the final good producer’s
dynamic problem. The final good producer’s optimal policy consists of a threshold
strategy in each of the two periods of the model. If the final good producer leaves the
match at either of these periods, it can match with a new supplier and receive a noisy
signal on its joint productivity with the new partner. The expected present value from

a new match is given by:

Q= / 0)dG (A4, b) (16)

The final good producer’s optimal policy is characterized by the equations (10),

25This mechanism implies a lemons problem in the market for corporate stocks when foreign owners
are divesting. It would not be surprising to see a decline in the value of a firm when corporate control
is handed from foreign owners back to the initial owners of the firm.
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(14), and (16), which give rise to a single Bellman equation in V:

vw)::7mm{w@y+rik/$mw{7£}équx%/ﬁq@ma@wﬁm}dpwwjx

—/V@MQ%%Q} (17)

The following result establishes the solution to the final good producer’s dynamic

problem and is proved in the Appendix.

Theorem 1 There exists a unique, bounded, and continuous solution for V" in (17).

What does the learning process imply about the optimal level of integration? Recall
that the final good producer designs a multi-period contract in period 1 (stage 4) which
specifies its share of the manufactured input in the first period and gives the right to
update this share when the uncertainty is resolved (stage 8). I am interested in how
this share evolves as the match endures. Within the property-rights framework of the
multinational firm, I expect the resolution of the uncertainty to lead to a more efficient
allocation of residual rights as joint production reveals the optimal mix of headquarter
services and manufactured inputs. The multi-period contract should be updated to
reflect this allocation of rights over the manufactured input.

Consider a final good producer in period 1 that has received a signal such that its
posterior expected value of 0, say 0,, lies between 6 and 6. In equilibrium, this marginal
producer will start production with its supplier in the first period but it will divest and
withdraw from its match if the true value of its 6 eventually turns out to be less than 6.
For the producer to survive with its current match into future periods, its true 6 should
turn out to be greater than 6 > 6,. This implies that the true joint productivity with
the supplier should surpass the posterior expected value, which is calculated from the
signal, for surviving firms. Recalling the earlier result that 06*(0)/00 > 0, the marginal
producer will increase its optimal level of integration with the supplier in the case that

the match survives. It is then intuitive to see the following proposition:

Proposition 3 The optimal level of integration for an average firm in its second period
is higher than the optimal level of integration for an average firm in its first period.
In other words, the optimal degree of foreign ownership is rising over time for an

average multinational.
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Proposition 3 explains the empirical regularity demonstrated in Section 2 that for-
eign equity participation rises with the age of the MNE. The intuition is fairly straight-
forward and depends on the selection of high productivity matches into future periods.
Low productivity matches dissolve if the true value of their # is not higher than their
posterior mean. High productivity matches survive into the second period and the
multi-period contract is updated to reflect the revelation of the true value of produc-

tivity. This selection mechanism leads us to the following proposition:

Proposition 4 The optimal ratio of investments in headquarter services and manu-

factured inputs, h*/m*, rises with the age of the integrated firm.

Proposition 4 is relatively easy to see from equation (6). Notice that (6) depends only
on ¢, and positively. Since the optimal level of integration is increasing over time for an
average multinational, we immediately have that h*/m* is higher in the second period
than in the first period. Hence, the model predicts that production gets more intensive
in the use of headquarter services as the integrated firm continues production in future
periods. In the second period, there is a greater transfer of headquarter services that
are produced in the North to the production plant in the South. Therefore, the model
generates transfer of technology that is driven by the degree of foreign ownership and
explains the empirical finding that multinational plants get more headquarter-intensive
over time.20

The inner workings of the dynamic model essentially depend on a selection mecha-
nism whereby low productivity matches dissolve as the uncertainty over match quality
is resolved. This selection mechanism determines the rise in the threshold levels of joint
productivity from period 1 to period 2 and leads to the optimal reallocation of property
rights within the firm. According to the model, the probability of a match being dis-
solved in period 2 is given by Prob{¢’ < |0} = P(6|7, b), which is obviously negatively
correlated with 6, the posterior expected value for joint productivity. I summarize this

selection mechanism in the following proposition:

Proposition 5 The probability of a match being dissolved subsequently is negatively

correlated with the current level of joint productivity.

26See, for instance, the discussion in Arnold and Javorcik (2009) for how factor intensity and use of
imported inputs evolves at multinationals over time.
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The dynamic model can thus explain the major empirical regularities identified in
Section 2 in addition to a set of well-known facts in the literature. It also presents
some strong implications about the evolution of the degree of foreign ownership and
productivity and how they interact. I turn next to a rigorous empirical analysis of this

Interaction.

5 Empirical Evidence

The theoretical model described above delivers some testable implications about the
relationship between the level of foreign ownership and the joint productivity (“match
quality”) of the multinational parent and the manufacturing supplier. In order to test
the implications of the model, I measure joint productivity at the MNE by total factor
productivity (TFP). This section first discusses the construction of the joint produc-
tivity measure and then lays out the econometric strategy to test the model alongside

presenting my findings using plant-level data from Turkish manufacturing industry.

5.1 Estimating Joint Productivity

In the model, output is produced according to the Cobb-Douglas production function:
. h»(i)rﬂ' [m(@')]l-”j
xi(i) =0 |- J L 0<n <1,
i) { j 1 - ’

where 6 indicates joint productivity, h;(i) is the headquarter services input that is

imported from the North, and m;(i) is the manufactured component at the plant in
the South. Both the headquarter firm and the manufacturing supplier employ physical
capital, labor, and some intermediate inputs to provide A and m. While I do not observe
the quantities of inputs that are used in the production of h, I do observe the inputs
used by the supplier firm to produce m. More specifically, I assume that m is produced

following a Cobb-Douglas function of the form:

m;(i) = k& 10 nS e (18)

4,570,575
where k represents physical capital, [ represents labor, n represents raw material in-

puts, and e represents energy consumption. Substituting (18) into the final production

function gives:

. ; a 7b c .d 1-n;
h; (Z)} R i e
L—mn;
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which suggests the following specification of the Cobb-Douglas production function in

logs:
logz;(i) = Bo+ Pilogh;(i)+ Balogk; (i) + Bslogl; (i) + Balogn; (i) + Bsloge; (i) +logh +¢,;(7)

where logf is the productivity shock that is observed by the producer but not by
the econometrician, and € are unobservable shocks to efficiency. Productivity shocks
logh are assumed to follow a first-order Markov process. Since I cannot differentiate
between h and n in my data set, I choose to follow a value-added estimation approach.
Letting v; (i) represent value added, i.e. gross output net of both imported and domestic

intermediate inputs, I can write the production function as:
logv;(i) = Bo + Brlogk; (i) + Bilogl;(i) + logh + € (19)

The parameters of the value-added equation (19) are consistently estimated using
the two-step procedure suggested by Levinsohn and Petrin (2003) and predicted levels

of productivity are recovered from:
0 = exp(logv — Brlogk — Bilogl)

The Levinsohn and Petrin (2003) procedure relies on firms’ intermediate inputs to
proxy for productivity shocks that are correlated with firms’ inputs of production. In
my estimations, I use raw materials to proxy productivity shocks in order to satisfy the
monotonicity condition.?” T estimate the parameters of (19) at the ISIC Rev. 2 three
digit industry level; coefficient estimates are reported in Table A3.%

Table 2 reports the mean values of some key variables used in the empirical analysis
by type of ownership and year. The average TFP value for the multinationals is more
than twice that for domestic plants in most of the years in the sample. The average
TFP at multinationals throughout the sample period is around 5.3 compared to 1.3 at
domestic plants, a difference that is statistically significant. This finding confirms the

model’s prediction that, in equilibrium, only the most productive plants are controlled

2T An alternative methodology for TFP calculation is Olley and Pakes (1996), who suggest using
investment decisions to proxy productivity shocks. However, there is a large number of zero obser-
vations for the investment series in the Turkish data, as can be seen from Table A2, which reports
the percentage of non-zero observations of potential proxy variables for the ten largest manufacturing
sectors.

28] estimate industry categories 313 (beverages) and 314 (tobacco) together, as well as 361 (pottery,
china, earthenware) and 362 (glass products), to increase the sample size for the estimation at the
industry level. For the same concern, the production function is not estimated for the industries of 353
(petroleum refineries) and 354 (other petroleum), which have a total of 367 plant-year observations.
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by multinational investors. Accordingly, multinational plants in Turkey are much larger
compared to domestic plants, both in terms of the number of workers they employ and
the value of output they produce. They are also more capital intensive on average and
have much higher value added. Hence, there is a sizable premium to being multinational,
which is well documented in the literature. What remains to be understood, however,

are the determinants of the extent of ownership at multinationals, to which I turn next.

5.2 Match Quality and the Level of Foreign Ownership

This subsection answers two questions that are central to my model: i) What determines
the level of foreign ownership at subsidiaries of multinational firms; and ii) how does
joint productivity affect the level of ownership? Theory suggests that there are two
primary factors that determine the answer to my first question. The first is the industry-
level intensity of the production line in headquarter services, n, which I refer to as the
“Antras effect.” The second is the match-specific joint productivity, #, which I call
the “match quality effect.” Antras (2003) and Antras and Helpman (2004) proxy n
by industry-level data on capital- and skill-intensity, respectively, and I compute these
values for the Turkish manufacturing data for its 85 industries defined at the ISIC four
digit level.? T compute @ as described in the previous section and estimate variants of

the following Tobit type-one model:

y:t = o+ ﬁ@lﬂ(@)lt + ﬂK/LlTL(K/L)gt + ﬁs/Lln(S/L)gt + Lt —+ €4t (20)
oo f0<yn <100
yit _ yzt Zf yzt — (21)
0 ifyp <0

where ¢ indexes plants, g indexes industries, and ¢ indexes time. In (20), v, is a latent
variable indicating the optimal level of foreign equity participation, but in the data I

2 constant across observations,

simply observe y;;. I assume ¢ ~ N(0, o) with variance o
and p; are year dummies.
Table 4 reports the estimates of the model in (20). In all columns, I report stan-

dardized “beta” coefficients, which makes it easy to analyze and compare the size of the

T conducted the following analysis at the ISIC three-digit level as well, and my results are un-
changed. My analysis with 85 industries is an improvement over Antras (2003), who worked at the
2-digit SIC level with 28 industries, and Yeaple (2006), who worked with 51 industries from BEA
data, but falls short of a similar exercise conducted by Nunn and Trefler (2008), who work with 370
industries from the US Census data. Unlike these studies, however, I am interested in determining
firm-level outcomes as opposed to the industry-level.
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coefficients. To judge the goodness of fit for the different models, I follow Wooldridge
(2002) and calculate R? as the square of the correlation coefficient between y; and 7,
where g; is the Tobit estimate of E(y|x = x;) with x being the vector of explanatory
variables. The results indicate that match quality is a highly significant determinant of
the degree of foreign ownership. Joint productivity alone can explain more of the vari-
ation in foreign equity participation as compared to sectoral capital and skill intensity
(see columns (1) and (2)). I find that while sectoral skill intensity is a significant deter-
minant of foreign equity participation, sectoral capital intensity is not. Comparing the
sizes of the coefficients in column (3) indicates that joint productivity has a larger effect
than industry-level factor intensities. Hence, the “match quality effect” outweighs the
“Antras effect” in determining the degree of integration at multinational subsidiaries.
These findings are consistent with a high degree of within-industry heterogeneity
in factor use. In their study of intrafirm trade using French data, Corcos et al. (2010)
find factor intensity to be an important determinant of firms’ sourcing decisions when
measured at the firm level, but not at the industry level, which they attribute to sub-
stantial within-industry heterogeneity. In order to determine whether match quality
still matters when this heterogeneity is taken into account, I estimate (20) with firm-
level capital and skill intensity. Indeed, columns (4) and (5) show that both variables
are highly significant determinants of foreign equity participation. I find that match
quality retains its significance with an economically large effect even after controlling for
firm-level heterogeneity in factor intensities: a one standard deviation increase in joint
productivity leads to a 0.223 standard deviation increase in foreign equity participation.
One of the major propositions that comes out of my model is that, conditional on
acquisition taking place, the level of foreign ownership is increasing in the joint produc-
tivity of the final good producer and the manufactured input supplier; i.e. 9§/96 > 0.
In order to quantify the impact of joint productivity on the level of foreign ownership,

I estimate the pooled Tobit model:
vy = o+ Boln(0)y + Bryln(K /L)y + Bsln(S/L)u + 7' Xt + €t (22)

where y}; is defined by (21) and X;; is a vector of firm-level controls.*® The pooled

30My choice of controls is informed by existing studies which predict the type of foreign ownership
at the plant level (see, for instance, Barbosa and Louri (2002)). It is important to note that there is
a subtle difference between the determinants of the level of foreign ownership and the determinants of
foreign acquisition per se. Most of the existing literature has focused on the latter, predicting what
factors increase the likelihood of a domestic plant being taken over. The focus of the current study,
however, is on the former, which will not necessarily share the factors that predict acquisition.
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Tobit model has two distinct advantages. First, it does not maintain strict exogeneity
of the explanatory variables; while ¢;; are assumed to be independent of the covariates,
the relationship between the current error term and the covariates in the other time
periods is unspecified. This means that we can safely estimate explanatory variables
that are affected by feedback from previous periods. Second, e; are allowed to be
serially dependent, so that y}, can be dependent after conditioning on the explanatory
variables (Wooldridge, 2002).

Table 5 reports the estimates from the model in (22), which also control for year

and sector effects.?!

I report marginal effects conditional on foreign acquisition; i.e.
E(0y/0x|0 < y < 100). Column (1) indicates that a 10 percent increase in joint pro-
ductivity is associated with around a 17 percent increase in foreign equity participation
when I do not control for additional covariates. This is an economically significant effect
and it points to substantial variation in the degree of foreign ownership simply due to
“match quality.” When additional covariates are included in columns (2) and (3), the
estimated effect is 18 percent and 14 percent, respectively. These figures show that
multinationals acquire sizable shares of equity at those of their subsidiaries that they
perceive as highly productive partnerships. Controlling for unobserved plant effects in
column (4) does not change the major finding of a positive relationship between joint
productivity and foreign equity participation, although it returns much lower coeffi-
cients across the board.??

It is possible to have a nonzero correlation between In(0);; and £, in (22) if the speci-
fication does not include relevant time-varying factors correlated with TFP, or if TFP is

mismeasured.®® An additional concern is reverse causality, whereby the degree of foreign

311f foreign investors own larger equity fractions in sectors that are more productive than the others,
then failing to control for sector effects might drive the relationship reported in Table 5. Controlling
for sector effects ensures that this relationship is driven by within-industry variation.

32Column (4) reports estimates from a random effects Tobit model to control for unobserved in-
dividual effects since unconditional fixed effects estimates are biased as is well known. Controlling
for individual effects comes at a cost, though, because the random effects Tobit estimator requires
strict exogeneity conditional on the unobserved effects. This assumption is unlikely to be satisfied in
the present context as theory emphasizes the link between firm-specific characteristics and firm-level
outcomes.

331 experimented with three additional methods to check the robustness of my results against the
construction of the TFP measure. First, I used electricity use as a proxy for unobserved productivity
shocks instead of raw materials in the Levinsohn-Petrin procedure. Second, I estimated equation (19)
assuming there are two types of labor, skilled and unskilled, instead of one. Data on the number of
non-production and production workers are used to represent skilled and unskilled labor, respectively.
I estimated the production function with two types of labor first using electricity usage as a proxy, and
then using raw materials. My results are robust to these alternative methods and they are available
upon request.
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ownership might impact productivity through intrafirm activities. An oft mentioned
argument is that equity investment decisions precede physical investment decisions, for
instance if majority foreign ownership is required to transfer technology to the affiliate
(Lipsey and Sjoholm, 2006). If such physical investment affects TFP concurrently, then
In(0) is potentially endogenous in (22).3* I therefore turn to an instrumental variables
(IV) Tobit model to establish the causal link from joint productivity to the degree of
foreign ownership.

I implement the IV Tobit model in a two-step procedure following Smith and Blun-
dell (1986) and Wooldridge (2002), in which residuals from first stage estimation are
included in (22) and a standard Tobit is estimated at the second step. I estimate the
first stage by ordinary least squares including the (log of) price cost-margin (PCM) at
the plant level, which serves as the identifying exclusion restriction. The PCM is cal-
culated as {(value added - total wages)/gross value of production} for each plant-year
observation. The PCM captures the multinational’s marginal costs and price-setting
behavior and thus directly reflects its market power and profitability, which cannot be
accounted for by physical inputs to production. These in turn are positively associated
with firm-level productivity, which renders PCM a good proxy for In(6). In the data,
the simple correlation between (log) PCM and (log) TFP is 0.39. Barbosa and Louri
(2002) find, using plant level data from Portugal, that PCM does not affect multina-
tionals’ ownership preferences, which provides support for the exogeneity condition of
the instrument.

Estimates from the IV Tobit model are reported in columns (5)-(7) of Table 5.3
First stage results indicate that PCM is a highly significant predictor of joint produc-
tivity; a 10 percent increase in PCM is associated with around a 5 percent increase

in TFP. Accounting for endogeneity does not affect my major findings and estimates

34While the differences in the level of productivity between MNEs and domestic firms are well doc-
umented, the evidence from the few studies on whether there is a causal effect of foreign ownership
on productivity is inconclusive. Using data from the British and Italian manufacturing industries,
respectively, Harris and Robinson (2002) and Benfratello and Sembenelli (2006) find that foreigners
acquire the most productive plants (cherry-picking) and that foreign ownership has no effect on pro-
ductivity. In contrast, Arnold and Javorcik (2009) find that foreign acquisitions do lead to productivity
improvements in Indonesian manufacturing, and Aitken and Harrison (1999) find that foreign equity
participation is positively correlated with plant productivity, as measured by (log) output, in Venezuela.
In a review of the literature, Navaretti and Venables (2004) argue: “... the evidence reported up to
now supports a statistical association between foreign ownership and productivity, but not a causal
link.”

35As a robustness check, I estimated the IV Tobit model using maximum likelihood as well. My
results are unchanged using this alternative method.
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at the second stage. Column (5) shows that a 10 percent increase in joint productiv-
ity leads to an 18 percent increase in foreign equity participation. Including further
controls in columns (6) and (7), this estimate becomes 14 percent and 12 percent, re-
spectively. Table 5 additionally reports the results of the Wald test of exogeneity for
the two-step procedure, which indicate that endogeneity is a valid concern except for
column (5). As a result, these estimates point to a robust and economically large effect
of joint productivity on the degree of foreign ownership. Comparing the size of the es-
timates for all covariates, joint productivity is only second to plant size in determining
foreign equity participation. As expected, capital and skill intensity as well as plant

size unambiguously impact the degree of foreign ownership positively.

5.3 Match Quality and Selection

Why does the average degree of foreign ownership rise over time? In the model, multi-
nationals enter a relationship with input suppliers if they receive a high enough produc-
tivity draw and they determine their level of equity participation depending on the noisy
signal on this draw. Because they lock themselves in a long-lasting relationship upon
the resolution of the uncertainty over joint productivity, multinationals choose higher
shares of equity in a high productivity partnership. They are also predicted to increase
their equity share if true productivity turns out to be better than what is implied by
the noisy signal. If, on the other hand, they find themselves to be in a low productivity
partnership after uncertainty is resolved, then they dissolve the match and engage in
divestment. As low productivity matches dissolve with learning, divestment occurs at
those partnerships with lower levels of foreign equity participation, thus producing the
trend in Figure 3. This subsection tests whether the described selection mechanism is
also at work empirically by using nonparametric and semi-parametric survival analysis.

I define divestment as constituting any reduction in foreign equity participation
that exceeds 1 percentage point, including cases of plant closure by the multinational
parent.’® A reduction in foreign equity participation means the sale of equity shares
back to the domestic supplier or a third party, which indicates that the multinational
parent is unwilling to commit resources in line with its original stake as it perceives itself
to be in a low productivity match. In the data, the median age (defined as the number

of years that the newly established MNE has operated) of divestment is 3 years. I

36The reason for choosing 1 percent for the definition is to capture the fact that any change in excess
of 1 percent can have significant implications for the subsidiary, if for instance, the multinational parent
decreases its stake from 51 percent to 49 percent.
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start by modeling the “hazard” of divestment by a strictly empirical and nonparametric
approach that leaves out covariates that could affect the hazard rate, which is the well-
known Kaplan-Meier estimator. Let T' be the time until divestment occurs and a,, be
the age of the MNE in year m = 1, ..., M; e.g. a; is the first year of production for the
MNE. Then the survivor (no divestment) function at age a,, is given by:

S(ap) =P(T > ay) =" P(T > a.|T > a,_1) (23)

Now for each r = 1, ..., M, define N, to be the number of MNEs in the “risk set”
for interval r. That is, N, is the number of MNEs that did not engage in divestment
in the time interval [a,_1, a,), so they are subject to the hazard of divestment during
this period (age). Similarly, define D, to be the number of MNEs that engaged in
divestment in interval r. A consistent estimator of (23) at age a,, is then given by
(Wooldridge, 2002):

S(am) =TI, [(N, = D,)/N,]

The Kaplan-Meier estimator imposes minimal restrictions and assumes that the
probability of divestment depends only on time. In the present context, it highlights
the role that learning over time plays in determining survival/divestment. Figure 6
depicts the evolution of the Kaplan-Meier estimates of divestment. I divide MNEs
into four groups of 25 percentile units according to their average productivity.’” The
figure displays the cumulative probability of divestment by age for the MNEs ranked
by their percentile of productivity. The cumulative divestment functions for the four
groups diverge over time, with the MNEs in the bottom 25" and second 25" percentiles
subject to higher divestment hazard throughout. MNEs in these two groups have around
a one-third probability of divestment beyond age seven. A log-rank test for the equality
of the divestment functions for these four groups returns a x? value of 13.22 with an
associated p-value of 0.004. When I control for time-invariant sector and/or year effects,
the log-rank test essentially returns a p-value of 0. Coupled with Figure 6, these test
statistics provide strong evidence that low productivity matches dissolve earlier than
high productivity matches.

An important assumption of the Kaplan-Meier estimator is that all MNEs in the
sample behave the same regardless of whether they have engaged in divestment or not.
If those MNEs that experienced no divestment during the sample period behave differ-

ently from those that did, then the Kaplan-Meier estimator may return biased results.

37As a robustness check, I conducted the following nonparametric and semi-parametric analyses
using the initial values of productivity at the MNEs as well. My results are unchanged with this
alternative variable.
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Additionally, there could be other factors that influence the probability of divestment,
such as plant size, which are not controlled for in the non-parametric approach. In
order to address these issues, I turn to a Cox proportional hazard model. Cox (1972)
suggests a semi-parametric method of analyzing the impact of covariates on the hazard
rate while handling censored cases (MNEs for which no divestment took place) and

individual heterogeneity. Let the hazard function be given by:
A(T;) = exp(=x;8)Mo(T5) (24)

where )\ is the “baseline” hazard, which reflects individual heterogeneity, and x is a
vector of covariates. Cox’s partial likelihood estimator provides consistent estimates of
(6 without specifying the form and the estimation of g individually. Since interest is
on how match quality impacts the probability of divestment, the Cox model provides
the best tradeoff between the purely non-parametric model and the more restrictive
parametric models.

Table 6 presents the estimates of the model in (24) with different sets of controls.
I report hazard ratios; a ratio above 1.0 means higher odds of divestment and hazard
ratios below 1.0 are associated with decreased hazard of divestment. All estimations are
stratified by sector and year, which allow for equal coefficients of the covariates across
these pairings, but generate baseline hazards unique to each stratum. Hence, I guard
against sectoral and economy-wide shocks in a given year that may render the baseline
hazards for these pairs non-proportional.®®

I find strong evidence that lower levels of productivity increase the probability of a
match being dissolved between the multinational parent and its supplier. Columns (1)
and (2) report the estimated effect of an MNE’s time-invariant average productivity
on the probability of divestment.?® One unit decrease in average productivity in log
terms is associated with between 35 percent and 27 percent higher hazard of divestment.
Considering that one standard deviation of average productivity is about 1.42 in log
terms, these estimates imply economically large and significant differences between the
survival prospects of MNEs that lie at the opposite ends of the productivity distribution.

For instance, using the more conservative estimate from column (2), an 