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Under One Roof: Supply Chains and the Protection of
Foreign Investment
LESLIE JOHNS University of California, Los Angeles
RACHEL L. WELLHAUSEN University of Texas at Austin

We argue that economic links, such as supply chains, can create a common roof that protects
foreign investors in host countries that lack strong institutions to protect property rights. Supply
chains link the activities of firms: when a host government breaks a contract with one firm,

other firms in the supply chain are harmed. These partner firms therefore have incentive to protect one
another’s property rights. This leads to the key implication of our argument: host governments are less
likely to violate the property rights of firms that are more tightly linked with other firms in the host
economy. We test our argument with cross-national data on investment arbitration, a survey of US
multinational subsidiaries in Russia, and case studies from Azerbaijan. Our findings imply that one
benefit of outsourcing in developing and transition economies is the creation of a network of partner
firms that protect each other’s property rights.

INTRODUCTION

A ll multinational corporations (MNCs) face po-
litical risks in countries that lack strong insti-
tutions to protect property rights, but some

are more vulnerable than others. For example, a ma-
jor Turkish power provider in Azerbaijan tried to use
political connections to prevent adverse government
treatment, but it ultimately suffered expropriation and
sued the Azerbaijani state in 2006.1 BP, in contrast,
has benefitted from an informal “roof” under which
both it and its network of suppliers have enjoyed good
relations with the Azerbaijani regime.2 Why are some
foreign firms, like the Turkish power provider, more
vulnerable to adverse government treatment than oth-
ers, like BP and its suppliers? What determines the
likelihood that a host government will violate or honor
the property rights of a foreign firm?

Many scholars and policymakers argue that the ebb
and flow of global capital in itself constrains a govern-
ment from violating the property rights of foreign firms.
If expropriation triggers the exit of existing firms or de-
ters the entry of new firms, then a capital-seeking gov-
ernment has incentives to protect foreign investment.
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Market forces could thus constrain a host government.
Other scholars have highlighted the role of organiza-
tions in protecting foreign investors from their host
governments. In medieval Europe, merchant guilds co-
ordinated the activities of their members to enforce the
property rights of guild members in foreign countries.
Business associations, such as chambers of commerce,
attempt to provide similar coordination in the modern
era. And in some countries, extralegal organizations,
such as mafias, enforce property rights. By exchanging
rents for political protection, extralegal organizations
create a buffer between foreign investors and their host
governments.

We argue that an additional mechanism may shield
firms from adverse government treatment: economic
links, such as supply chains, can create a protective
“roof.” Members of a supply chain derive economic
benefits from other firms in the host economy. These
benefits provide a direct economic incentive for partner
firms to enforce the property rights of a firm that is
a target for possible mistreatment. Informal property
rights are thus created not only by market forces and
formal organizations, but also by the conscious indi-
vidual efforts of firms acting to preserve the economic
benefits created by their partner firms. This leads to
the key empirical implication of our theoretical model:
Host governments are less likely to violate the property
rights of firms that are more tightly linked with other
firms in the host economy.

We also examine the impact of government capacity,
firm value, and the number of partner firms on risks to
property rights. In our theoretical model, a host gov-
ernment is more likely to violate a firm’s property rights
when the host government has high capacity, such as
operational expertise in the firm’s industry, because
this increases the host government’s utility from seizing
the firm’s assets. In contrast, a host government is less
likely to break its contract when the firm has more
value. While increasing the value of a firm makes it a
more attractive target for mistreatment, it also gives
partner firms more incentive to invest effort in protect-
ing the firm. Finally, we show that holding constant the
aggregate strength of a target’s links with all other firms
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in the host economy, increasing the number of partner
firms puts a target firm at risk, as it reduces the strength
of individual firm-specific links. While all partner firms
have incentive to protect the target, they suffer from a
collective action problem: each partner is tempted to
free-ride on the efforts of others.

In our empirical tests, we find evidence that foreign
firms that are more tightly linked with other firms in
the host economy are less likely to face government
interference with their property rights. We find support
for our arguments about government capacity but less
support for firm value. We employ multiple methods to
get around difficult identification issues in conducting
tests. We first demonstrate the plausibility of our argu-
ment by showing that in countries with more US supply
chain activity, US MNCs take fewer international le-
gal actions against host governments. We then present
results from a novel survey of government affairs rep-
resentatives at US MNC subsidiaries that operate in
Russia. Finally, we discuss individual cases that illus-
trate our argument, drawing on field interviews with
14 MNC executives and officials in Azerbaijan. Our
results show that, indeed, firms with more supply chain
activity in a given host country are less likely to suffer
property rights violations.

The article proceeds as follows. In the next section,
we discuss how our argument differs from previous
explanations. We go on to develop a formal model
of endogeneous property rights. We then describe our
multipronged research design and present results con-
sistent with the model’s implications. We summarize
our argument and findings in the concluding section.

INFORMAL PROTECTION OF FOREIGN
DIRECT INVESTMENT

Previous research on foreign direct investment (FDI)
argues that host governments face a commitment prob-
lem (Guzman, 1998; Jensen et al., 2012).3 Before re-
ceiving an investment, host governments have incen-
tives to promise favorable treatment to a foreign in-
vestor. Host governments make these promises in firm-
specific written contracts, investment treaties, or in-
formal understandings about future treatment. How-
ever, after receiving an investment, a host government
that is not constrained by domestic institutions can be
tempted to break its promises. We refer to such bro-
ken promises generally as “contract breach,” because
the state’s prior explicit or implicit contractual com-
mitments underlie investors’ conceptions of property
rights violations.4 Contract breach includes outright
expropriation, in which a government nationalizes or
forces a change in ownership of foreign-owned assets.
For example, the Ukrainian Ministry of Justice esti-
mates that from the Russian invasion of Crimea in
March through the end of 2014, the local Crimean gov-

3 Commitment problems are also sometimes referred to as dynamic
(or time) inconsistency problems.
4 Our definition of “contract breach” accordingly focuses on adverse
treatment by the host government and not on government involve-
ment in broken contracts between private parties.

ernment expropriated property from 4,000 Ukrainian
firms, including US$1.1 billion in property from the
Ukrainian PrivatBank (MacFarquar 2015). Contract
breach also includes indirect or “creeping” expropri-
ation, in which a government devalues foreign-owned
assets by violating its prior commitments. For exam-
ple, a Portuguese-owned bakery claimed in 2012 that
Hungary violated international law in its handling of
the firm’s local bankruptcy and insolvency (Peterson
2012).5 Regardless of its form, contract breach is often
an attractive option to a host state because FDI often
involves illiquid assets, ensuring that contracts “obso-
lesce” because it is difficult for investors to retrieve
their initial investment (Vernon, 1971).

Many scholars argue that the global market for capi-
tal constrains host states. They emphasize the role of re-
peated interactions and reputation in creating informal
property rights (Ahlquist and Prakash 2010; Albertus
and Menaldo 2012; Allee and Peinhardt 2010; Cole
and English 1991; Dixit 2004). Suppose that foreign
investors are unwilling to invest in a country where
a government has previously broken its contract with
another foreign investor. If past government behav-
ior affects future investment decisions, then a capital-
seeking government may honor its commitments to for-
eign investors even if it is not constrained by a judicial
institution. Because the government must repeatedly
seek capital, it has incentive to cultivate a reputation
for honoring its contracts with foreign investors. The
loss of future investment is thus an indirect punishment
for breaking a contract, and future investors implicitly
enforce the rights of current investors.

While this argument about the constraining effect of
global capital is both compelling and plausible, some
previous scholars have highlighted the limitations of
reputational explanations of international cooperation
(Downs and Jones 2002; Mercer 1996). Reputation is
only effective—that is, induces a government to honor
a commitment that it would otherwise break—if future
investors change their investment decisions based on
a government’s past behavior. Political risk may not
tip the scales when resource-, market-, or efficiency-
seeking investors make complex investment location
decisions (Dunning 1993; 1998). Even if investors are
simple profit-maximizing actors, the host government’s
past behavior may not change their decision-making.
For example, the potential return on capital may be so
large that investors are willing to take the risk that the
government will break its promises in the future. Or
investors may believe that the government broke its
previous promises because of extraordinary circum-
stances that are unlikely to recur. Alternatively, in-
vestors may not be able to observe the host govern-
ment’s treatment of previous investors, or may be un-
certain about whether a government policy has broken
a contract. Finally, even if an investor knows for certain
that a host government has broken its past promises to
others, she may believe that this is irrelevant to how she
will be treated in the future. Differences in nationality,

5 Dan Cake (Portugal) S.A. v Hungary (ICSID ARB/12/09).
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industry, government composition, and other factors
might lead an investor to disregard past behavior.6 For
example, a US citizen who invests in software devel-
opment when a country is being ruled by a right-wing
government may not care whether a previous left-wing
government broke its contract with a European energy
company.

Since states themselves recognize that they cannot
rely solely on global market forces to tie their hands,
they often use international law and institutions to
reassure investors and bolster the credibility of their
commitments to property rights. States routinely use
bilateral investment treaties to create legal commit-
ments to protect foreign investment (Allee and Pein-
hardt 2014; Büthe and Milner 2008; 2014; Milner 2014;
Simmons 2014). These treaties usually allow investors
to challenge their host government for possible treaty
violations using international arbitration (Allee and
Peinhardt 2010; Sornarajah 2004). Yet it is often dif-
ficult for foreign investors to secure compensation for
contract breach, whether in a domestic or an interna-
tional legal body (Frye 2004; Johnston 2013; Lowenfeld
2008). Thus, when a firm invests in a country without
strong domestic judicial institutions, it effectively en-
gages in commerce under anarchy.

Economic historians have shown that similar chal-
lenges hindered international commerce in medieval
Europe. The absence of the modern nation-state meant
that political actors could easily violate legal protec-
tions that were promised to foreign merchants. Mer-
chants in many parts of medieval Europe responded to
this problem by organizing guilds (Greif 2006; Lloyd
1991; Renard 1968). If an individual guild member was
mistreated in a foreign territory, the guild could compel
its members to boycott or withhold tax payments to
the host government. Guilds could also buy protection
for their members by organizing loans to the crown,
thus “oiling the wheels of justice” (Lloyd 1991, 23). By
coordinating the actions of many traders, guilds made
it less attractive for a host government to target an
individual trader.

In the modern era, foreign investors often use busi-
ness associations—like chambers of commerce and in-
dustry groups—to coordinate their actions in a similar
way. Business associations often lobby governments
for stronger legal protections for investors (Sell and
Prakash 2004; Streeck et al. 2006). They also help in-
vestors in environments with weak legal systems by
pressuring public officials to respect property rights
(Doner and Schneider 2000). This pressure creates
“a substitute for the pressures of political competi-
tion” and other constraints on host governments (Pyle
2011, 3).

In many countries, firms also seek protection by
hiring extralegal organizations. Mafia and analogous
private protection groups, or “rackets,” facilitate busi-
ness in many Latin American, African, and post-Soviet
states (Frye 2002; Gambetta 1993; Mehlum, Moene,
and Torvik 2002; Volkov 2002). These organizations

6 See Ramamurti (2001) and Wellhausen (2015b) for two analyses
of the importance of investor nationality.

operate outside of formal legal systems, but they are
not necessarily illegal. For example, some government
officials in Italy view these organizations as “comple-
mentary rather than opposed to . . . the state” (Gam-
betta 1993, 4). In post-Soviet countries, like Azerbai-
jan, firms often seek protection under a krisha. Trans-
lated literally, a krisha is a “roof,” yet the term is used
colloquially in business to describe “a private protec-
tion arrangement” or “enforcement partnership” in
which protection is a “service provided by violence-
managing” groups (Volkov 2002, 168). A krisha can be
provided by criminal organizations, demobilized mil-
itary personnel, or even “state employees, normally
high-ranking bureaucrats in conjunction with state se-
curity or law enforcement officers” (Mehlum, Moene,
and Torvik 2002; Volkov 2002, 140). A krisha creates
a buffer between the firm and the state, which can be
attractive to investors in countries with weak judicial
institutions.7 Investors have thus used organizations—
such as guilds, associations, or krisha—to protect their
property.

We argue that economic transactions between firms
can also coordinate the interests of individual investors,
creating a common roof of protection. Modern indus-
trial organization is characterized by a world of largely
“deverticalized” firms. MNCs routinely subcontract or
outsource the development and distribution of new
products and services to other firms (Davis, Diekmann,
and Tinsley 1994). Activities that in the 1970s and 1980s
were kept within a firm’s four walls are now regularly
separate from the parent firm but linked to it through
supply chains (Locke 2013). Today, MNC-coordinated
supply chains account for 80 percent of global trade,
with local firms contributing 40 to 50 percent of ex-
port value added.8 MNC parents often have complex
legal and financial relationships with subsidiaries, joint
ventures, and strategic partners to effectively manage
the vagaries of local tax laws and regulation (Mosley
2010). Because ownership relationships between mem-
bers can vary, global supply chains generate both in-
trafirm and intermediate goods trade.9

Supply chains—in which “intermediate goods and
services are traded in fragmented and internationally
dispersed production processes”—vary tremendously
(UNCTAD 2013, ix). At one extreme, supply chain
members can make very intensive, relationship-specific
investments in each other, or “investments whose re-
turns depend on the investment’s continuation,” which
can increase the value of the economic link for both
parties (Crawford 1990, 561). At the other extreme,

7 A krisha allows “the skillful use of force on a commercial basis
. . . allowing certain institutional conditions of business to be main-
tained” (Volkov 2002, 140).
8 “Implications of Global Value Chains for Trade, Investment, De-
velopment, and Jobs.” OECD, WTO, UNCTAD. Prepared for the
G-20 Leaders Summit, St. Petersburg (September 2013). Published
6 August 2013, p. 5.
9 For a review of the literature on the influence of the political risk
environment on firm internalization decisions, see Dunning (2003).
Our argument identifies a risk-mitigation effect of supply chain ac-
tivity that operates whether economic links are internal or external
to the firm.
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members of loose supply chains may face only small
transaction costs when replacing a supplier or buyer.
Supply chains can also stretch across industries. For
example, in the Thai automotive industry in 2012, 60
percent of the value added to exports came from MNC
networks in the automotive industry, while 40 percent
came from other industries including services (UNC-
TAD 2013, 137). Worldwide, services as intermediate
inputs for manufactured goods represent over 30 per-
cent of total value added.10 But regardless of their form
or function, supply chains link firms to each other.

Firms in a supply chain are partners: if the host
government breaches its contract with one firm in the
chain, then all members of the chain can be harmed.
For example, Lukoil, a Russian MNC, is currently in
a tax dispute with Romania. In early October 2014,
the Romanian government seized Lukoil assets, forc-
ing a closure of Lukoil’s AO Petrotel refinery in Ro-
mania. The Romanian government then threatened
to nationalize the refinery. The Russian Ambassador
to Romania quickly intervened to assist in negotia-
tions. Rather than threatening the Romanian govern-
ment with diplomatic or political punishments from the
Russian government, the ambassador highlighted the
economic harm that Romania would be imposing on
itself were it to nationalize the refinery. He warned the
Romanian government that it had “put in jeopardy the
functioning of the whole technological chain of ‘Lukoil’
in Romania.”11 This was no idle threat.

Lukoil has complex and circular economic relation-
ships in Romania.12 A plethora of both Romanian- and
Russian-owned companies—with varying levels of le-
gal and financial independence—are tightly connected
through their transactions. For example, Lukoil runs
drilling operations throughout Europe and Asia, in-
cluding the Est Rapsodia and Trident project in the
Romanian portion of the Black Sea. Lukoil processes
oil from these drilling operations in AO Petrotel and
other refineries. These refineries produce industrial
goods that are sold to chemical companies like LLK
International, which manufactures lubricants in Ro-
mania. The refineries also produce consumer oil that
is sold in Lukoil retail gas stations, which make up
12 percent of Romania’s retail motor fuel market.13

These Lukoil gas stations buy electricity and heat from
Energy & Gas Romania, a Lukoil subsidiary. Energy &
Gas Romania and LUKERG Renew—a joint venture
between Lukoil and an Italian company—are investing
in renewable energy. In particular, LUKERG Renew
generates wind power in Romania, and Energy & Gas
Romania has been building a solar energy facility on
land that belongs to the AO Petrotel refinery.

10 “Implications of Global Value Chains,” p. 16.
11 See “Statement by his Excellency Mr. Oleg S. Malginov” from
October 6, 2014. Posted on Lukoil’s Facebook account: https://www.
facebook.com/Lukoil.en/posts/710467869003178. Accessed on Jan-
uary 20, 2015.
12 This account was constructed from Lukoil public records, includ-
ing the 2013 Annual Report, Factbook, and Databook, which are
all available from the company’s web-site: http://www.lukoil.com.
Accessed on January 20, 2015.
13 See Lukoil’s 2013 Databook, p. 64.

When Romania seized Lukoil’s assets, it disrupted
the operations of not only the AO Petrotel refinery,
but also its independent service-providers. For exam-
ple, Oil Terminal SA, which is an independent Roma-
nian firm, transports oil to and from refineries. It got
dragged into the crisis when it received a court notice
that the government had seized Petrotel oil that was
held in Oil Terminal SA’s tanks and pipelines.14 Oil
Terminal SA might have kept its service contract with
AO Petrotel if Romania took permanent ownership
of the refinery. However, the transition would have
disrupted the supply chain and probably reduced the
size of Oil Terminal SA’s contract, because the Roma-
nian government, without experience operating an oil
refinery, would probably have processed less crude oil
than Lukoil, thereby reducing demand for Oil Terminal
SA’s services.

Romania quickly backed down from its threats and
allowed the refinery to reopen after one week. How-
ever, if the Romanian government had permanently
nationalized AO Petrotel, it would have triggered an
even worse chain reaction for other firms in the sup-
ply chain. Nationalization would have forced Lukoil
to redirect its crude oil to other countries, increasing
the operating costs of Lukoil gas stations and perhaps
forcing their closure. If this occurred, Energy & Gas
Romania would then have lost customers, reducing rev-
enue to invest in wind and solar energy facilities. Like
the proverbial Mrs. O’Leary—who milked the cow that
kicked the lantern that started the fire that burned
Chicago—the Romanian government’s adverse treat-
ment of AO Petrotel could have triggered adverse out-
comes throughout the Romanian economy.

When a firm in a supply chain is targeted, other firms
in the chain have incentive to exert effort to protect the
target. We define “effort” as any activity that is costly
to the firm, beneficial to the host government, and con-
ditioned on the government’s treatment of the firm. Ef-
fort can include bribery and corruption. Additionally,
just as domestic firms can use political contributions
to secure trade protection (Grossman and Helpman
1994), foreign investors can use political contributions
to protect themselves from a host government. Even
tax revenue can be interpreted as a form of effort, since
government treatment affects firm productivity, which
determines the amount of taxes that the firm pays to the
government. Because a foreign investor knows that ex-
propriation is always a possibility, we expect investors
to spend effort over time to ensure a good relationship
with the host government—this is simply the price of
doing business in many countries.

In the Lukoil crisis, we don’t know what happened
behind closed doors to convince the Romanian govern-
ment to back down. However, the initial response of
the Russian Ambassador is telling. Immediately after
warning Romania about the economic consequences of
closing the refinery, the Russian Ambassador empha-
sized Lukoil’s charitable programs: “During its pres-
ence in Romania ‘Lukoil’ . . . invested in environmental

14 See “Lukoil Crisis Deepens as Refinery Closes and Romanian
Authorities Seize Oil Reserves,” Oil & Gas Eurasia, October 7, 2014.
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protection, improvement of the emergency assistance
services, development of non-conventional energy
sources, [and] helped disabled children and orphans.”15

This message contained an implicit threat: disrupting
Lukoil’s activities would threaten not only the Roma-
nian economy, but also social programs.

Lukoil’s charitable activities reflect a broader busi-
ness trend: the growth of corporate social responsibility
(CSR) programs. These programs focus on “the cre-
ation of public goods and curtailment of public bads”
(Besley and Ghatak 2007). This can include corporate
spending on public education, environmental protec-
tion, economic development, and other social objec-
tives (Jenkins 2005). Because CSR began as a busi-
ness management concept, most research has focused
on its economic causes and effects.16 These programs
may be driven by executives’ social values, but even
a purely profit-maximizing business has incentive to
create these programs if shareholders and consumers
make decisions based on their own social values (Baron
2008). Yet there is also a political benefit from CSR.
These programs can improve the public’s perception of
a business or industry, thereby creating legitimacy for
business practices and reducing pressure on politicians
to impose strict regulations (Fooks et al. 2013; Frye
2006; Kinderman 2009). Similarly, CSR spending can
help firms to build alliances with local communities to
bolster the firm’s political influence (Markus 2012).

CSR programs match our conceptualization of firm
effort. CSR benefits governments when it becomes a
substitute for public spending. By relaxing a govern-
ment’s budget constraint, politicians can more easily
pursue other policy agendas or extract private rents.
Even if an MNC publicly claims credit for a CSR pro-
gram, politicians can claim credit for the positive exter-
nalities created by these programs. For example, an in-
crease in corporate spending on education, transporta-
tion, or utilities can lead to economic growth, allowing
a government to claim that it is adept at managing the
economy. CSR programs are costly to firms, beneficial
to the government, and implicitly conditioned on a
favorable business environment. When an individual
firm is harmed by government actions, that harm can
spread throughout the supply chain, limiting the abil-
ity and willingness of the target and partner firms to
participate in CSR and to maintain good relationships
with the host government.

Because firms vary in their economic links, our the-
ory explains why a host government might treat dif-
ferent investors in different ways, even when these
firms have the same nationality. Previous accounts of
such variation have largely focused on the role of asset
specificity, or the “degree to which an asset can be re-
deployed to alternative uses and/or by alternative uses
without sacrifice of productive value” (Henisz 2000).

15 See “Statement by his Excellency Mr. Oleg S. Malginov” from
October 6, 2014. Posted on Lukoil’s Facebook account: https://www.
facebook.com/Lukoil.en/posts/710467869003178. Accessed on Jan-
uary 20, 2015.
16 See Carroll (1999) for an intellectual history of CSR as a business
concept.

For example, an industrial boiler is not a specific asset:
its steam can be used to turn, heat, propel, and so on.
In contrast, a drag line for a surface mine is a specific
asset, designed for the life of the mine at that loca-
tion (and not sufficiently valuable to be sold as scrap).
When a foreign investor uses specific assets, she has less
bargaining power vis-à-vis the host government and is
thus a more desirable target for mistreatment (Vernon
1971).17

Most scholars treat asset specificity as an industry-
level attribute, separating industries like energy and
mining from manufacturing and services. In our anal-
ysis, we are careful to control for the industry of the
firms in our sample, to ensure that we have adequately
accounted for the impact of asset specificity and be-
cause industry itself can drive supply-chain character-
istics. However, while the industry level of aggrega-
tion can be useful (and is often necessary, given data
constraints), it does not allow us to explain variation
within given industries. Asset immobility is not abso-
lute: even a surface mine—a canonical example of an
immobile asset—uses both redeployable boilers and
a specific drag line. Acknowledging variation within
immobile industries helps to explain why BP enjoys
secure contracts in Azerbaijan while the utility firm
Barmek was expropriated.18 By examining firm-level
economic links, our analysis complements previous re-
search on asset specificity and allows us to examine
variation at a finer grade of detail than is possible with
standard approaches to specificity.

In the next section, we present a simple formal model
that examines the impact of economic links between
firms. We argue that when a government threatens to
break its contract with a target firm, another firm will
provide “effort” against breach only if it receives posi-
tive benefits from the target. A host government is thus
less likely to target a firm that is integrated with others.
We also show that the behavior of a host government is
affected by its capacity, the overall value of the target
firm, and the number of partner firms. We go on to
test our arguments with cross-national, survey, and case
study evidence focusing on supply chain relationships.

THEORETICAL ARGUMENT

We present here a simple one-period model to show the
logical consistency of our argument. This model allows
us to clearly identify our causal mechanism: that eco-
nomic links can endogenously create property rights. It
would be difficult to identify this effect in an infinitely
repeated model because such a model would allow
for (at least) two mechanisms to coexist—economic

17 Frieden (1994) argues that because the host government cannot
easily redeploy assets in manufacturing subsidiaries, their specificity
protects against nationalization. This interpretation is consistent with
our use of the term “capacity” in the model and empirical analysis
below, which captures the government’s ability to profitably use a
firm’s assets. More broadly, our argument can be read as taking
up Frieden’s challenge that measuring property rights management
outcomes other than colonialism “is much more controversial (and
may not even be possible)” (Frieden 1994, 574).
18 See the case study below.
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links and reputational concerns. Our one-period model
shows that endogenous property rights are possible
even in the absence of reputational concerns.19

Model

The players in our model are a host government (G),
a target firm (T), and a set of partner firms (P) that
operate in the host country and are linked to the target.
These partner firms may be foreign-owned or domesti-
cally owned.20 We denote the number of partner firms
by parameter ρ. The game begins when Nature chooses
the host government’s type, α, which is the political
and/or economic pressure on the host government to
break its contract with the firm.21 The host govern-
ment receives a benefit from breaking the contract
when α > 0. A variety of circumstances might cause
this: breach might enable a government to survive in
power, to respond to the particular demands of a sector
or industry, to cater to domestic interests, to achieve
foreign policy goals, or to commit corruption (Fails
2012; Kobrin 1984; Wellhausen 2015a). Breach might
also be caused by an unexpected regime change or
surge in nationalism. The benefits of breach may vary
with economic conditions and the partisan or institu-
tional structure of the government (Jensen and John-
ston 2011; Li 2009; Pinto 2013). Since expropriation can
also generate costs, we allow for the possibility that
breach is sometimes costly, α < 0. For example, the
host government might derive ongoing political and
economic benefits from FDI that would be lost with
expropriation (Eaton and Gersovitz 1984). Regardless
of how we substantively interpret parameter α, it repre-
sents the firms’ uncertainty about how willing the host
government is to break its contract. We remain agnostic
about the government’s motives for breach, simply ac-
knowledging that a variety of circumstances may lead
a government to believe that breaking a contract will
generate an overall benefit or cost.

After the host government learns its true type, each
firm simultaneously chooses a level of effort, ei ≥ 0, to
spend on protecting the target firm from expropriation.
As discussed above, effort might represent a mone-
tary payment, such as a campaign contribution or a
bribe, from a firm to the government. This is a stan-
dard assumption in models of special interest groups,
including the literature on endogenous trade policy
(e.g., Grossman and Helpman 1994, 1996). We can also
interpret effort more generally as costly activities like
publicly supporting the host government or providing
local goods and services through CSR activity, such
as infrastructure and public health programs. After the
target and partner firms choose their level of effort, the
host government decides whether to break or honor

19 Our model has the added virtue of generating a unique equilib-
rium, ensuring that our results do not rely upon assumptions about
equilibrium selection.
20 For foreign-owned firms, the utility functions only capture eco-
nomic activity within the host country. That is, we disregard the
economic activities of MNCs in other countries.
21 Assumptions about the distribution of α are contained in the Ap-
pendix.

TABLE 1. Utility Functions for the Theoretical
Model

Break Contract Honor Contract

Host government σv + α eT + eP
Target firm 0 v − eT
Partner firm γi v (γi + λi ) v − ei

Note: eP is the aggregate effort of partner firms.

its contract with the target. Table 1 shows the utility
functions for each player and each possible outcome.

If the government breaks its contract, it is in essence
reducing the value of the target firm. In the case of
outright nationalization, the government might seize
a physical asset such as an oil refinery. In the case of
indirect (creeping) expropriation, the host government
may impose discriminatory regulation or taxation that
redirects profit from the target firm to the government.
We therefore assume that breaking a contract shifts
value from the target firm to the government. We
let parameter v > 0 represent the value of the firm’s
operations in the host country.22 If the government
breaks its contract, the target firm receives a payoff
of zero, and the government receives a share of the
target firm’s total value plus the government’s pay-
off from the pressure to breach, σv + α.23 We refer
to parameter 0 < σ < 1 as the host government’s ca-
pacity to extract value from the target’s assets. This
capacity can be affected by many different factors that
are government-, industry-, and firm-specific, some of
which are discussed below. To allow for the possibility
that partner firms may receive some economic ben-
efits even if the government breaks its contract, we
assume that a partner firm i receives payoff γiv where
0 ≤ γi < 1. For example, when the government seizes
ownership of a firm through outright nationalization, a
supplier may be able to continue to sell products to the
firm.

If the government honors its contract, it receives
a payoff that is equal to the effort invested by the
target and its partner firms, eT + eP. The target firm
retains its total value and loses only the cost of its
own effort, v − eT. A partner firm i receives a share
of the firm’s value less its own effort, (γi + λi) v − ei
where γi + λi < 1. Since γiv represents a partner firm’s
payoff when the government has broken the contract,
the quantity λiv represents the added benefit that i
receives when the target’s contract is honored. We

22 For the sake of parsimony, we often refer to this as the firm’s
“value.” However, this should be interpreted as only the value of the
firm’s activities in the host country, not worldwide.
23 Setting the firm’s payoff to zero normalizes the payoff structure
to reduce the number of parameters. We need not assume that the
target firm goes completely out of business. Additionally, we could
easily model payoffs by single parameters instead of shares, such as
χ = σv. We prefer the σv-framework, because it demonstrates that
we are controlling for the total value of the target firm when we
take comparative statics, and it allows the host government and the
partner firms to have correlated preferences.
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refer to parameter 0 < λi < 1 as the economic link
between the target and partner firm i because larger λi
values indicate that a partner firm has more incentive
to protect the target’s contract with the government.24

This parameter can represent transactions in which the
target buys and/or sells intermediate goods to partner
i, as well as nonmonetary benefits, such as the abil-
ity to share expertise or technology. Even if a partner
firm continues to transact with an expropriated target
firm (under private or public ownership) in the future,
contract breach can disrupt operations in the short-
term or decrease the efficiency of the partner firm. The
parameter λi can thus be interpreted as a partner firm’s
cost when the government breaks a contract with the
target firm.

Results

We derive the weak perfect Bayesian equilibrium of
this game in the Appendix and focus here on the
comparative statics of the model. Holding the num-
ber of partner firms constant, when the target firm has
stronger economic links to its partners (larger λi val-
ues), those partners benefit more from the survival of
the target. They therefore invest more effort in protect-
ing the target. This increase in effort will make it more
attractive for the host government to honor, rather than
break, its contract.

Proposition 1. An increase in the target’s link to a part-
ner firm (λi) reduces the probability that the government
breaks its contract.

While the reasoning here is simple, it is important to
recognize what this result does not say. We do not need
to assume that economic interactions are infinitely re-
peated in order to have stable property rights (Greif
2006; Milgrom, North, and Weingast 1990). Short-term
self-interest can generate stable property rights when
firms are economically linked to one another.

The willingness of the host government to honor its
contract is driven in a large part by its temptation to
take value from the firm. Short-term political and eco-
nomic fluctuations (α) change the government’s calcu-
lations, but so do certain fixed attributes of the govern-
ment, industry, and firm. The government’s willingness
to take an asset is driven by its capacity (σ) to use that
asset in a way that promotes the government’s interests.
For example, a country like Ecuador, which for decades
has contracted with foreign partners in the natural re-
sources sector, should have over time acquired rela-
tively high capacity to manage and extract value from
resource investments. This reasoning is consistent with
Ecuador’s 2007 announcement that it would no longer
consent to public international investment arbitration
at ICSID in natural resource sectors such as oil, gas,

24 In this basic model, we focus on the incentives of firms that want
the government to honor its contract with the target (λi > 0). As
discussed below, our results are robust to the inclusion of firms that
do not care whether the host government honors its contract (λi =
0), and firms that want the host government to break the contract
(λi < 0).

and minerals.25 In contrast, Ecuador likely has low ca-
pacity to operate firms in the services sector, consistent
with the success of foreign investors like US retail and
restaurant franchises and European-owned breweries.
When the host government’s capacity increases, it is
better able to extract value from the target firm, in-
creasing the probability that it breaks its contract.

Proposition 2. An increase in the host government’s ca-
pacity (σ) increases the probability that the government
breaks its contract.

The impact of the target firm’s value (v) is more com-
plex. When the target’s value increases, every player’s
payoffs are affected. An increase in the target’s value
has a direct effect on the host government’s decision-
making: it makes breaking the contract more attractive.
However, each firm will receive a higher utility if the
contract is honored, making these firms more willing to
spend effort to protect the target. This increase in effort
makes honoring the contract more attractive to the host
government. This latter effect dominates the former in
our model, because we assume that the host govern-
ment has less capacity to generate economic value than
the firms can collectively generate. Increased effort by
the firms will always outweigh the government’s ability
to directly generate value.

Proposition 3. An increase in the value of the target firm
(v) reduces the probability that the government breaks
its contract.

When a firm invests effort in protecting the target, it
is paying a private cost (ei) to increase the probability
that the contract is honored, which benefits all of the
firms. Each firm is accordingly tempted to free-ride on
the effort of others, generating a collective action prob-
lem. Many formal models of special interest groups
assume that this collective action problem does not
exist; that is, they assume that the group “solves” that
collective action problem faced by individuals (e.g.,
Grossman and Helpman 1994). Our results do not rely
upon such an assumption.

To demonstrate that our mechanism works in spite
of the collective action problem, we hold the overall
strength of economic links (�iλi) constant, and exam-
ine how the number of partner firms affects equilibrium
behavior.26 Suppose the target firm purchases $1 mil-
lion in goods from a single local firm. If the target firm
increases its number of suppliers without increasing the
amount that it purchases—for example, by dividing its
$1 million in purchases between two suppliers—then
each firm will be tempted to free-ride on the other
firm’s effort. This leads to a lower aggregate level of
firm effort, and a corresponding increase in the proba-
bility of contract breach.

25 Ecuador fully withdrew from ICSID in 2010, although as of 2015
many foreign firms still have access to arbitration under UNCITRAL
rules.
26 It is important to hold the overall strength of economic links (�iλi)
constant to ensure that the socially optimal level of effort is fixed. Any
changes in equilibrium effort are therefore driven purely through
the disconnect between individual and group incentives, and not by
changes in the socially optimal level of effort.
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Proposition 4. An increase in the number of partner
firms (ρ) increases the probability that the government
breaks its contract.

This last result suggests that there is a suboptimal
level of effort in equilibrium. Even though each firm
is tempted to free-ride, each firm would be better off
if all of the firms were forced to increase their effort.
Nevertheless, our model demonstrates that economic
links, through supply chains and similar exchanges, can
lead to endogenous property rights.

Robustness

We have presented the simple model above so that we
can clearly identify the mechanism that drives our main
argument: an increase in the strength of economic links
generates more aggregate firm-level effort to protect
the target, thus reducing the probability that the host
government breaks its contract with the target. Never-
theless, it is worth asking whether our results are robust
to alternative assumptions and complicating factors.27

Uncertainty plays a key role in our model because
breach occurs when firms underestimate the host gov-
ernment’s true net benefit from breaking the contract
and hence choose too little effort. If firms could per-
fectly observe the true value of α, then the firms could
almost always induce the government to honor its con-
tract. The only situation in which they could not deter
breach would be if the government is under so much
pressure that it would break its contract even if all
of the firms spent all of their profits on effort (i.e.,
eT = v and ei = λiv for all partners). Since governments
often break contracts even when they are not under
such extreme pressure, we must have uncertainty in
our model for its observable outcomes to match real-
world events. We could alternatively allow the govern-
ment to send a cheap talk signal to the firms about its
true value of α. However, such an extension yields the
same mechanism and equilibrium outcomes, because
the government would always have incentive to over-
report its type (i.e., claim that its value of α is larger
than the true value) in order to extract more effort.
Any attempt by the government to communicate would
be ineffective because rational firms would understand
that the government does not have an incentive to tell
the truth.

Another key component of the model is that we fo-
cus on firms that receive benefits from the target. Such
partner firms want the host government to honor its
contract with the target. However, a target may also
harm competitor firms that want the host government
to break its contract. We can easily include competitor
firms in our model and allow them to invest effort in
trying to get the government to break its contract. This
more complex model yields the same basic results. We
can also include firms that are not affected by the target,
either positively or negatively. These firms would never

27 The Online Appendix includes the formal analysis for all of the
extensions discussed here.

invest effort—either for or against contract breach—
because they would be unaffected by the host govern-
ment’s decision.

Our model can also easily accommodate additional
variation in sector, industry, and firm attributes. For
example, we might imagine that the host government
is more responsive to sectors, industries, and/or firms
that are located in politically valuable areas or that are
domestically owned, rather than foreign-owned. Simi-
larly, some firms may find it less costly to spend effort
than others. Larger firms may find it easier to hire full-
time staff to manage their government relations than
smaller firms. We remain agnostic about such factors,
and note only that our results are robust to including
sector-, industry-, and firm-level variation in the cost of
effort and its benefit to the government.

Other forms of enforcement do not invalidate our
results either. Suppose that even if the host government
decides to break the contract, there is some probability
that this action might be stymied or overturned. For
example, we might imagine that the target can some-
times secure relief from a domestic or international
judicial institution after the host government breaks
its contract. Alternatively, the host government might
be constrained by veto players or other institutional
constraints that support the rule of law (Frye 2004;
2010). When these constraints grow stronger, firms will
invest less effort in equilibrium, but Propositions 1–4
all continue to hold.

Finally, we should comment on our assumption that
economic links are exogenous. If links are endogenous,
then potential target firms should build economic links
when possible to provide long-term protection from
future contract breach. While we believe that this is one
major implication of our argument, we recognize that
there are inherent limits in the ability of firms to create
these links. First, it is unlikely that a firm can change
its economic links immediately after being targeted for
a possible contract breach. In this sense, every target’s
links are exogenous in the short term. Second, while
links may provide protection from contract breach,
they can come with other costs, such as transaction
costs and economic inefficiencies. Our model provides
intuition about one possible benefit of economic links,
but it does not fully consider their potential costs. Third,
some firms will find it difficult to construct links because
of the nature of their industry or form of production.
For example, firms that produce intermediate goods,
such as electronic componentry, should find it easier to
create economic links than firms that do not.

Empirical Implications

Our model shows that economic links play a key role
in the endogenous protection of property rights. Host
governments are most likely to break contracts with
firms that are not integrated with others. One way to
measure economic links is to consider supply chains.
Supply chains create transactions that link the activities
of firms in the chain. Breach at one link would likely
cause other firms in the chain to reduce investments to

38



American Political Science Review Vol. 110, No. 1

account for expected changes in inputs. Government
breach of contract may even trigger automatic exit by
other firms in the chain if, for example, it limits the
ability of firms to do business in the host country.

Our key comparative static, Proposition 1, considers
how variation in the strength of a target’s links affects
the likelihood that the government breaks its contract.
One possible determinant of the size of a target’s links
is its relative position within a supply chain. As a simple
illustration, consider two firms, A and B, that are linked
in a chain. Suppose that firm A is a supplier that sells a
good to firm B, its customer. If the government breaks a
contract with the supplier (firm A), the customer (firm
B) is likely to experience some harm, as government
interference will likely generate either higher prices
for firm B or require firm B to find a new supplier. So
the supplier creates a relatively small, albeit positive,
benefit for its customer.28 In contrast, if the government
breaks a contract with the customer (firm B), then the
supplier (firm A) is likely to experience much greater
harm, ceteris paribus, since demand for the supplier’s
good is reduced. That is, the customer should generate
a relatively large benefit for its supplier, conceptual-
ized here as stronger economic links. By the logic of
Proposition 1, this asymmetry implies that the cus-
tomer (which generates larger benefits) should be less
likely to experience contract breach than the supplier
(which generates smaller benefits). Put differently, a
host government is less likely to break contracts with
“downstream” firms, which purchase more goods from
other firms. Proposition 1 is the basis for our main
empirical hypothesis in the next section of our article:

Hypothesis 1. A host government is less likely to break
its contract with a firm if the firm purchases more goods
in the host country.

We also examine two additional empirical implica-
tions of our argument. First, Proposition 2 suggests that
the government will be less likely to break its contract
when it lacks capacity to extract value from the target
firm. We measure capacity using various measures of
operational expertise, thereby generating our second
empirical hypothesis:

Hypothesis 2. A host government is less likely to break
its contract with a firm if the firm is located in an industry
in which the host government does not have operational
expertise.

Finally, Proposition 3 states that the government is
less likely to break contracts with high-value firms. As
we emphasized above, this parameter refers to the total
value of the firm’s operations in the host country, not
worldwide. We accordingly measure a firm’s value by
the size of its investment in the host’s economy, creating
our final empirical hypothesis:

Hypothesis 3. A host government is less likely to break
its contract with a firm that has made larger investments
in the host’s economy.

28 Note that this benefit increases as the availability of substitute
suppliers decreases.

EMPIRICS

It is difficult to empirically test our argument for several
reasons. The ideal dependent variable would capture
government breach of contract in all its forms, from
outright nationalization to more subtle, but nonethe-
less costly, forms of contract violations such as discrim-
inatory regulation. However, we cannot observe all of
these violations. As such, we do not know whether the
absence of a breach indicates that the government was
deterred based on the (expectation of) efforts of eco-
nomically linked firms, whether the government simply
was not tempted to break the contract in the first place,
whether the government and a firm reached a private
settlement, or whether a firm chose not to challenge
the government’s action.

To get around these problems, we marshal evidence
of contract breach in several ways. We first measure
breach with a new time-series cross-sectional dataset
on international investment arbitration. This analy-
sis cannot serve as a definitive test of our argument
because these data only include investment disputes
that are so contentious that they result in public ar-
bitration. Nevertheless, this analysis demonstrates the
plausibility of our argument using the best-available
cross-national data.

Second, we present the results of a survey that we
administered to US MNCs with operations in Russia.
This survey captures the self-reported experiences and
perceptions of government affairs executives regarding
contract breach in Russia. While this research strategy
has its own inherent limitations, it allows us to hold con-
stant the home and host governments under question.
We can thus be confident that any variation in out-
comes is not driven by variables like firm nationality,
diplomatic relationships, and institutional constraints.
Further, by collecting data at the firm level we avoid
ecological inference problems inherent in aggregated
units of analysis. This survey evidence thus comple-
ments the evidence from cross-national data.

Third, we provide qualitative evidence based on our
own interviews of executives at foreign firms operating
in Azerbaijan. We compare the experiences of two
firms that are as similar as possible on relevant di-
mensions (George and Bennett, 2004). As in any case
study, we are not able to control for all characteristics
of our subjects. However, our selection method allows
us to directly contrast one firm’s honored contract with
a second firm’s broken contract while controlling for
alternative explanations, including industry vulnerabil-
ity, firm contributions to the host economy, and firm po-
litical prominence. One additional methodological lim-
itation of any case study is generalizability: we cannot
claim that these particular cases reflect the experiences
of all foreign investors in all developing countries. We
nonetheless believe that these case studies are useful
because they illustrate the logic of our argument and
provide evidence that actors on the ground recognize
the importance of our causal mechanism.

Each of these research designs has its own strengths
and limitations. Nevertheless, we believe that the com-
bination of these three designs provides a compelling
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variety of evidence that firms that purchase more goods
in a host country are less likely to face government
breach of contract.

Cross-national Evidence

To demonstrate the plausibility of Hypothesis 1, we
examine country-level data for non-OECD countries
to see if economic links are associated with less gov-
ernment contract breach. We restrict our analysis to
US-tied supply chains and government contract breach
with US firms, because if home-host government pol-
itics affects investment disputes, as suggested by Ra-
mamurti (2001) and Wellhausen (2015a; 2015b), then
limiting the analysis to one home country is an appro-
priate starting point.29

Our ideal dependent variable would be the percent-
age of contracts with US firms that the host government
breaks in each country-year. As the best observational
proxy, we measure the number of public investment
arbitrations filed by US firms against each host gov-
ernment while controlling for that government’s op-
portunities to break contracts.30 A public investment
arbitration captures a contract dispute contentious and
intractable enough that a firm files against an offending
government in a public international tribunal. Clearly,
there is a complex selection process into arbitration,
making this analysis a plausibility probe rather than a
definitive test of our argument. However, this analysis
is useful for two reasons. First, it would be difficult to
believe a theory that is inconsistent with the available
observable evidence. Second, if we make the admit-
tedly strong assumption that more arbitration is asso-
ciated with more contract breach altogether, then the
measure is an underestimate of the ideal dependent
variable.

We collect data about public investment arbitrations
brought by US firms against host governments from
2002 to 2012.31 There are a total of 94 US-filed public
investment arbitrations in our dataset, filed against 38
countries, ranging from 1 to 5 per country-year. Even
though these arbitrations are “public,” the specific de-
tails of the cases (such as claim sizes) are usually pri-
vate, because these cases are filed by firms as private
actors.32 Public investment arbitration is usually facil-
itated by bilateral investment treaties (BITs) and re-

29 Additionally, we have reliable data on US MNCs for both depen-
dent and independent variables of interest.
30 From the firm’s point of view, the government has broken its
contract regardless of the outcome of arbitration. Thus the firm’s
recourse to formal enforcement through arbitration filing (and not
resolution) is the appropriate measure.
31 Time constraints are due to the availability of independent vari-
ables. We collected this data from ICSID, UNCTAD, and secondary
sources, including international and local business journalism. See
Wellhausen (2015b).
32 The full population of arbitrations is unknown, because firms and
governments can sometimes keep them wholly private. Foreign in-
vestment law is one of the few areas of international law in which
non-state actors have standing to sue on their own behalf. Accord-
ingly, the details of even public investment arbitration are usually
more private and less transparent than other kinds of international
disputes (Hafner-Burton and Victor 2016).

lated instruments that allow investors to bring disputes
at venues like ICSID, but MNCs often include invest-
ment arbitration clauses in their written contracts as
well. Therefore, in our sample we include all available
countries and control for the presence of a US BIT
with the host country, allowing for the possibility that
an investor may be able to arbitrate through a firm-
specific contract, even if the host country has not signed
a BIT.33

To account for the fact that a host country with more
FDI has more opportunities to break contracts, we
scale US-filed public investment arbitrations by US-
origin FDI stock. Scaling allows us to meaningfully
compare breach across countries with governments
that differ in their opportunity to breach. This ratio
is our standardized dependent variable, Arbitration.
The variable ranges from 0 to 1, with a mean of 0.002
investment arbitrations filed by US firms per US$1 mil-
lion in US-origin FDI.34 For the ease of the reader, we
multiply this measure by 1,000 when performing the
analyses in Table 2.

We measure our explanatory variable of interest in
two ways. Our first measure of purchasing relationships
is US intra-firm trade (sometimes called “related-party
trade”), which measures “trade between a US entity
and an entity that receives the export shipment where
either party owns directly or indirectly 10 percent or
more of the other party” (US Census Bureau). In other
words, intrafirm trade involves exchange between en-
tities that are economically linked through ownership
stakes, capturing parts of the supply chain that operate
through US MNCs. Our second measure of purchasing
relationships is US intermediate goods, which measures
exports of intermediate goods by in-country firms to
US firms.35 This measure captures parts of global sup-
ply chains that operate outside the ownership of a US
MNC.36 We lag these measures and log them to account
for skewed data.37 We control for the host country’s
Polity score, because the host country’s domestic insti-
tutions could affect economic links as well as FDI and
the government’s willingness to breach and submit to
arbitration (Jensen 2006; Li and Resnick 2003).

We use two specifications. First, we analyze the data
as a panel, with year fixed effects and a lagged depen-
dent variable, which acknowledges that a government’s
past experience with arbitration and levels of FDI may
influence its future behavior. Second, we collapse the
data and identify our model off of cross-country varia-
tion. All models are OLS regressions with robust stan-
dard errors, clustered by country. Table 2 shows our
results.

33 We include NAFTA and CAFTA-DR, trade treaties with invest-
ment protection clauses, in this measure.
34 The variable equals 1 for Rwanda in 2010.
35 Intermediate goods include 2,048 six-digit product codes as clas-
sified in HS Standard Product Groups, UNCTAD-SoP2 (World In-
tegrated Trade Solution).
36 Henisz (2000) finds that in making internalization decisions, firms
trade off government and domestic business partner opportunism,
such that firms engaged in intermediate goods trade face less gov-
ernment contract breach. Our hypothesis is that variation in US
intermediate goods has an additional effect on breach.
37 These measures are highly correlated, at 0.84.
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TABLE 2. Economic Links Are Associated with Less Arbitration

Dependent Variable: Arbitration

(1) (2) (3) (4)

US intrafirm trade (lagged) −0.689 −0.522∗
(0.465) (0.312)

US intermediate goods (lagged) −0.727∗ −0.679∗
(0.438) (0.398)

US BIT 2.867 2.886 3.632 3.687
(2.757) (2.803) (3.227) (03.246)

Polity (lagged) −0.187 −0.196 −0.097 −0.091
(0.209) (0.216) (0.147) (0.145)

Arbitration (lagged) 0.124 0.125
(0.119) (0.118)

Constant 11.477 7.443 10.476 8.764
(8.785) (4.907) (6.551) (5.500)

R squared (overall) 0.03 0.03 0.02 0.02
Observations 820 811 125 124
Countries 119 118 125 124

Notes: Non-OECD countries. Robust standard errors are clustered by country.
Significance levels: ∗ p < 0.1.

TABLE 3. Empirical Implications

Hypothesis Number Theoretical Parameter Empirical Measure Expected Impact on Breach

1 Firm links (λP) Russian suppliers∗ decrease
Joint venture with a Russian entity decrease

2 Government capacity (σ) Interactions with SOEs increase
Foreign-owned market share decrease

3 Value of target firm (v) Size of Russian investments∗ decrease
Sales in Russia decrease

Note: ∗ In our empirical analysis, the sign for these variables should be reversed because we exclude the largest category.

In three of the four models, economic links are
significantly and negatively associated with public in-
vestment arbitration relative to FDI. As a real world
analogue for effect sizes, Belize, which has economic
links at about the sample mean, has faced more US-
filed arbitration relative to its US-origin FDI than El
Salvador, which has economic links that are about one
standard deviation above the mean.38

While this plausibility probe, based on novel arbitra-
tion data, is consistent with our argument, we now use
novel survey evidence that more directly gets at the
relationship in question.

38 Do economic links by industry affect Arbitration by industry? This
is unlikely, as it is not reasonable to assume that MNCs only have
economic links to others in their industry, nor that host governments
behave as if they do. We find no significant relationship between
economic links by industry and Arbitration by industry. See Online
Appendix.

Survey Evidence

We created and administered a survey of government
affairs executives in US MNCs operating in Russia to
directly test Hypotheses 1–3. These hypotheses and our
empirical measures are summarized in Table 3. Russia
is an appropriate setting, as expropriation of various
kinds has taken place in various industries since Rus-
sia’s independence (Frye 2004, 2006; Gustafson 2012).
We focus on one host country to avoid confounders,
since host country risk environments shape firms’ entry
decisions (Antras 2005; Bernard et al. 2011; Dunning
and Lunda 2008; Henisz 2000; 2002). As was a concern
in the cross-national analysis, variations in diplomatic
relations could confound our findings, so we survey
only US firms. A key advantage of our survey is that
the respondents, predominately located in Moscow or
Washington, DC, are responsible for their firms’ rela-
tionships with the Russian government. We can there-
fore reasonably expect our respondents to be informed
about actual or potential government interference with
their firms’ operations.
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We emailed respondents an anonymous online sur-
vey, with two follow-up emails and one follow-up
phone call to each person in the sample. Of 703 people
contacted, we had 56 responses or an 8 percent re-
sponse rate.39 The firms in our sample are all members
of the US-Russia Business Council (USRBC), which
aims to provide “significant business development, dis-
pute resolution, government relations, and market in-
telligence services” to its members.40 The organization
occasionally acts on behalf of particular members that
are facing possible expropriation by the Russian gov-
ernment.41 If the USRBC is effective in this mission, we
would expect members to have systematically lower ex-
pectations of expropriation than nonmembers, mean-
ing that we are blunting our ability to test our argument
to the extent that nonmembers are otherwise similar to
members.

How representative is our sample?42 Firms span the
full range of new entrants to Russia in 2013 to firms
that were present in Russia in 1990; the average firm
had been in Russia for 8.9 years (with a standard de-
viation of 6.8 years).43 Twenty-five percent of the sam-
ple reported that their firms had less than US$500,000
of investments in Russia, and 25 percent reported in-
vestments greater than US$200 million; the variety of
firm sizes in our sample is useful.44 Table 4(a) breaks
our sample down by industry. From 2010 to 2012,
the biggest sectors for inward FDI to Russia (from
any country) were finance and energy/mining, both of
which are represented in our data (US Commercial
Service 2013). To the extent that nonfinance services
and manufacturing are over-represented in our sam-
ple, the “obsolescing bargain” literature suggests that
we underestimate concerns about expropriation in the
full MNC population. This is because such industries,
with relatively mobile assets, should be less likely to
face expropriation (e.g., Kobrin 1987; Vernon 1971).
We do not know the productivity of either our sur-
veyed firms or the population. Because productivity
has an effect on firms’ decisions as to how and where
to invest abroad (Chen and Moore 2010; Yeaple 2009),
we control for a variety of characteristics of the firm—
including size, sales, and industry—that likely correlate
with productivity.

We relied on a respondent’s expertise to report past
experience as well as expectations about future experi-
ence with breach of contract at the firm. We prompted

39 This is on par with similar surveys of MNC executives (Jensen
et al. 2012).
40 www.usrbc.org/aboutus. Accessed February 10, 2014. We collected
this sample without the participation or sponsorship of the USRBC,
which is in no way involved with this research.
41 Interviews (2), Washington, DC and Moscow, Russia, 2013.
42 Unfortunately, we must extrapolate as to our sample’s represen-
tativeness, as comprehensive statistics on specifically US-origin FDI
into Russia are not available.
43 From 2002 to 2008, 30 to 60 percent of US FDI in non-OECD
Europe flowed into Russia (OECDStat).
44 The US government recognizes the importance of small MNCs
in Russia: as part of the July 2009 relations “reset,” the US Small
Business Administration signed a Memorandum of Understanding
with its Russian counterpart (US-Russia Bilateral Presidential Com-
mission).

respondents with the statement: “Sometimes, govern-
ment actions lower the value of foreign investments
in ways that violate contractual obligations or general
expectations of fairness.” We then ask how important
this issue has been “for your firm in Russia” and how
important “do you expect this issue to be in the next five
years,” in four categories from “not at all important”
to “very important.”45 Our first dependent variable,
Lowers value, averages responses to the current and
five-year projections. We prompted respondents a sec-
ond time with the statement: “Sometimes, government
actions transfer ownership of foreign investments to
the state or state-owned entities.” We form our second
dependent variable, Transfers ownership, out of par-
allel issue importance questions. Our third dependent
variable, Total breach, averages the values of Lowers
value and Transfers ownership.

For each issue, we went on to ask respondents how
important “is this issue for your non-Russian competi-
tors?” Respondents on average reported that their
foreign-owned competitors face significantly more
problems with ownership transfer (p < 0.01).46 This
result works to our advantage. It could be that respon-
dents are systematically underestimating their own
risks, which would lead us to underestimate any ef-
fect of economic links on Transfers ownership. Or, it
could be that those firms we surveyed are indeed better
risk managers than their competitors, meaning that our
sample would be a more difficult one in which to find
effects.

To measure our main explanatory variable, we focus
on a firm’s upstream economic links with Russian firms
(Hypothesis 1). For our primary measure, we asked
respondents, “Approximately what proportion of your
supplies do you buy from Russian firms?”47 Results
on the main explanatory and dependent variables are
summarized in Table 4(b). In support of our hypothesis,
the average value of the dependent variables generally
decreases as supplier categories increase. The main
exceptions are the average values for the eight firms
reporting no Russian suppliers. However, we do not
know whether these firms have only non-Russian sup-
pliers or no suppliers at all. Our results below are robust
to including or excluding these observations.48 We
also asked how many Russian firms the respondent’s
firm uses as suppliers. Fifty-one percent answered
our maximum category, “10 or more,” while only one
respondent reported having only one Russian

45 This survey also included questions on respondents’ perceptions
of territorial disputes. Following demographic and supply chain ques-
tions, the order of these two sections was randomized.
46 There was no statistically significant difference on the value-
lowering prompt.
47 By the phrase “Russian firm” we imply only that a firm has suf-
ficient operations in Russia to sell to the respondent’s firm. We did
not ask respondents to report whether their Russian suppliers have
total domestic or partial foreign ownership, as it is unlikely that our
respondents had quickly accessible and accurate information on this
point. Further, our argument is applicable regardless of the supplier’s
ownership structure. If respondents did not include MNCs with only
minority Russian ownership in their answer, then we underestimate
our measure of economic links.
48 See replication files.
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TABLE 4. Survey Respondent Characteristics

(a) Industry Breakdown

Industry Firm Count

Immobile industries 9
Aerospace/aviation (1)
Energy (3)
Environmental (1)
Mining/metals (1)
Telecommunications (1)
Transportation (2)

Manufacturing 8
Bio/chemical (1)
Consumer products (3)
General (4)

Services 39
Finance/insurance (5)
General (5)
Healthcare (3)
IT (5)
Legal (12)
Trade (1)
Media (1)
Nonprofit/education (7)

Total 56

(b) Average Current and Future Concerns about Breach

Percentage of Lowers Transfers Total Firm
Russian Suppliers Value Ownership Breach Count

None 1.9 1.8 1.8 8
1–24% 3.2 2.9 3.1 7
25–49% 2.4 2.2 2.3 9
50–74% 2.2 2.1 2.1 9
75% or more 2.0 2.1 2.0 23
Total 56

supplier.49 We can thus have confidence that, on
the whole, the economic links captured with the
proportion question include benefits that are spread
across multiple Russian firms. Our main explanatory
variable, Proportion of Russian suppliers, is measured
as a categorical variable. Our excluded category
is firms with a proportion of 75 percent or more,
and we compare this to firms with 0, 1–24 percent,
25–49 percent, and 50–74 percent. Thus, we expect
positive coefficients: relative to the excluded category,
respondents with weaker economic links should report
more breach of contract.

As an ancillary test of Hypothesis 1, we examine
another form of economic link: joint ventures. When
a foreign-owned firm creates a joint venture with a
domestic firm in its host country, it links their eco-
nomic activities. This suggests that any harm that is

49 Eight answered “0” on the proportion question and reported no
Russian suppliers.

experienced by the foreign-owned firm will spill over
and hurt its domestic partners. Accordingly, we asked
survey respondents whether their firm has a joint ven-
ture with a Russian entity. Our theory suggests that the
coefficient for the dummy variable Joint venture with
Russian entity should be negative.50

We examine the impact of government capacity (Hy-
pothesis 2) using two measures. First, we create a
dummy variable Interactions with SOEs that equals 1
if a firm has business interactions with state-owned
entities (SOEs) at least monthly.51 We expect that
more interactions with SOEs indicate that the host
government has more capacity to use foreign-owned
assets, making breach a larger concern. We therefore

50 This variable also addresses the finding in Henisz (2000) that
MNCs in local joint ventures may choose to form them because
they have systematically lower breach concerns.
51 Only three firms reported no interactions with SOEs. Thirty-seven
percent reported business interactions “several times a year,” with
the remaining 59 percent reporting monthly or weekly interactions.
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expect the coefficient for Interactions with SOEs to be
positive.52 Second, we create a dummy variable called
Foreign-owned market share that equals 1 if foreign-
owned firms dominate the Russian market (i.e., control
50 percent or more of the industry’s market, as reported
by respondents). In this case we expect a negative sign,
as more foreign control in the market suggests less
government capacity to successfully use expropriated
assets.

To test Hypothesis 3, we use two measures that ac-
count for the value of a targeted firm. We aggregate
each firm’s Size of Russian investments into four cate-
gories: less than $500,000; $500,000–10 million; $10–200
million; and over $200 million. We use firms with over
$200 million in Russian investments as the excluded
category. Next, we use a dummy called Sales in Russia
that equals 1 if 50 percent or more of a respondent
firm’s sales are in Russia. Consistent with Hypothesis
3, we expect that firms with more investment and more
sales in Russia will be less concerned about a possible
breach of contract.

We include several important control variables. Be-
cause the characteristics of a particular industry could
be correlated with both economic links and expropri-
ation risk, we control for whether a firm is in indus-
tries with relatively immobile assets; manufacturing;
or services (the excluded category). The “obsolescing
bargain” literature implies that firms in immobile in-
dustries should report systematically higher concerns
about breach than those in mobile services (e.g., Kobrin
1987; Vernon 1971). Because the assets of manufactur-
ing firms are not easily redeployable, they may have
few concerns about breach (Frieden 1994), although it
is not ex ante clear how their breach concerns should
compare to those of services firms.53 Finally, we control
for a firm’s Years in Russia since 1990. We are agnostic
as to whether this suggests firms should face more or
fewer risks of breach.

Because our dependent variables are scales that
are both bottom- and top-censored, we use Tobit re-
gressions (with robust standard errors).54 Sample size
varies due to respondent dropouts on particular ques-
tions, which we assume to be random. We report our
results in Table 5.

Our analysis supports Hypothesis 1. We see consis-
tent evidence, across a variety of forms of the depen-
dent variable, that respondents at firms with a lower
proportion of Russian suppliers report significantly
more breach as compared to the excluded category,
which includes respondents at firms with a very high
proportion of Russian suppliers. In Models (5) and (6),
where breach is captured by Lowers value, respondents
at firms in supplier categories from 1 to 24 and 25 to
49 percent report significantly more concerns about

52 To the extent that interactions with SOEs also capture economic
links—generating incentives for SOEs to exert effort as partner
firms—the measure is diluted.
53 Results of interest are robust to breaking these industry categories
down further. See Online Appendix.
54 Results of interest are robust to ordered logit analyses. See repli-
cation files.

breach than firms with more than 75 percent Russian
suppliers. In Models (7) and (8), the dependent vari-
able is Transfers ownership. Results are again positive
and significant for firms with either 1–24 percent or 1–
24 and 25–49 percent Russian suppliers. Because these
analyses treat the four categories “not at all important”
to “very important” as a continuous four-point scale,
we can interpret coefficients as such: in Models (5)–(8),
respondents at firms with lower proportions of Russian
suppliers are between 1.4 and 1.8 points closer to “very
important” on their responses than are respondents at
firms with 75 percent or more Russian suppliers. Model
(9) averages the Lowers value and Transfers ownership
dependent variables into one scale, Total breach, and
results are consistent: respondents at firms from 1 to 24
and 25 to 49 percent Russian suppliers report signifi-
cantly more breach concerns. Coefficients for firms in
the 50–74 percent range are positive across all models
but not significant.55 Our ancillary test of economic
links, Joint venture with Russian entity, is uninformative.

We also find evidence that supports Hypothesis 2
regarding government capacity. Firms that regularly
interact with SOEs report more concerns about breach,
but the relationship is not significant.56 In Models (6),
(8), and (9), firms that operate in industries with a
large foreign-owned market share have significantly
fewer breach concerns. Additionally, we find no sig-
nificant support for Hypotheis 3. The coefficients for
the size of firm investments in Russia are opposite to
predictions, while the coefficient for sales in Russia
is as predicted; none, however, are statistically signif-
icant. With regard to control variables, we find that
firms in Immobile industries in fact report no more
concern about breach than firms in services, while firms
in manufacturing report significantly fewer concerns
(Models (8) and (9)).57 A firm’s Years in Russia does
not have a significant impact on its perceptions of
breach.

Results on Hypothesis 1 are robust to using a di-
chotomous measure of the proportion of Russian sup-
pliers.58 Results are consistent but insignificant when
replacing the proportion with a measure of the actual
Number of Russian suppliers.59 These weaker results
correspond with a key element of our theory: firms face
a collective action problem when they must jointly pro-
tect the property rights of other firms (Proposition 4).
While each firm within a supply chain has an incentive
to protect other firms in the chain, this incentive must

55 Recall that coefficients for 0 percent are uninformative, as these
firms may or may not be in a position to have suppliers at all. Results
are robust to dropping these observations. See replication files.
56 Do firms that do regular business with SOEs interpret our survey
questions differently? Results testing Hypothesis 1 are robust to
restricting the sample to only firms with monthly or more interactions
with SOEs. See replication files.
57 Results testing Hypothesis 1 are robust to further disaggregating
industry. See Online Appendix.
58 See replication files.
59 This variable equals 0 if the respondent reports fewer than 10
Russian suppliers (48 percent of sample) and 1 if she reports 10 or
more Russian suppliers (52 percent of sample). See replication files.
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TABLE 5. Firms with Weaker Economic Links Report More Concern over Breach

Dependent Variable: Current and Future Concerns about Breach

(5) (6) (7) (8) (9)
Lowers Lowers Transfers Transfers Total
Value Value Ownership Ownership Breach

Firm Economic Links
Percentage of Russian suppliers

None −0.128 0.806 −0.410 0.770 0.709
(0.696) (0.757) (0.949) (0.900) (0.679)

1–24% 1.785∗∗ 1.825∗∗ 1.390∗∗ 1.658∗∗ 1.573∗∗

(0.688) (0.761) (0.395) (0.761) (0.666)
25–49% 0.718 1.448∗∗ 0.395 1.401∗ 1.168∗∗

(0.624) (0.669) (0.777) (0.696) (0.556)
50–74% 0.407 0.898 0.146 0.830 0.689

(0.609) (0.582) (0.545) (0.711) (0.524)
Joint venture with Russian entity −0.394 0.360 −0.199

(0.579) (0.743) (0.469)
Government Capacity
Interactions with SOEs 0.497 1.067 0.697

(0.517) (0.640) (0.461)
Foreign-owned market share − 0.907∗ − 1.294∗∗ − 0.808∗

(0.532) (0.576) (0.448)
Value of Target Firm
Size of Russian investments

Less than $500,000 −0.553 −0.959 −0.403
(0.851) (0.905) (0.699)

$500,000–10 million −0.216 −0.420 −0.061
(0.508) (0.774) (0.411)

$10–200 million −0.377 −1.110 −0.369
(0.820) (0.846) (0.640)

Sales in Russia −0.441 −0.495 −0.289
(0.693) (0.688) (0.582)

Control Variables
Immobile industries† 0.254 −0.940 −0.093

(0.587) (0.712) (0.487)
Manufacturing −0.668 − 2.383∗∗∗ − 1.122∗∗

(0.694) (0.866) (0.542)
Years in Russia −0.011 −0.004 −0.008

(0.039) (0.044) (0.033)
Constant 1.721∗∗∗ 2.438∗ 1.682∗∗∗ 2.808∗∗ 2.233∗

(0.349) (1.344) (0.375) (1.308) (1.143)
Pseudo R2 0.05 0.10 0.03 0.15 0.11
Observations 53 47 56 49 47

Notes: Dependent variables range 1–4. † Excluded industry category: services.
Robust standard errors. Significance levels: ∗∗∗ p < 0.01, ∗∗ p < 0.05, ∗ p < 0.1.

be balanced against the temptation to free-ride on the
effort of other firms in the chain.60

60 One possible issue with our findings, particularly for Hypothesis 1,
is reverse causality: perhaps firms that believe they have secure prop-
erty rights are those that are more likely to create links to Russian
suppliers. Why? It could be that Russian suppliers have a negative
effect on property rights protections, which already secure firms can
better overcome than their insecure counterparts. However, if this
were the case, we would expect respondents that report more breach
to be the ones that report fewer, rather than more, Russian suppli-
ers. Additionally, it could be that an omitted variable creates reverse
causality issues, which would imply that there might be no association
between property rights and Russian suppliers. We are skeptical of
this possibility for two reasons. First, our theoretical model demon-
strates clear conditions under which there is a relationship. Second,

With our novel survey of government affairs repre-
sentatives at US MNCs operating in Russia, we find
evidence from MNC executives that a greater pro-
portion of domestic suppliers goes together with less
government breach of contract. In the next section, we
use foreign firms’ experiences in another host country,
Azerbaijan, to describe how domestic suppliers might
provide property rights security in practice.

our results are robust to controlling for a number of characteris-
tics of respondents’ firms—including industry, size, interaction with
the host government, sales, market share, joint venture status, and
experience—that could potentially cause concern.
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Case Study Evidence

We now examine relationships between the Azer-
baijani government and two foreign-owned firms to
demonstrate how upstream economic links can pro-
tect firms against breach of contract (Hypothesis 1).61

These cases involve two similar firms: BP, a British
oil and gas firm that leads operations in the Caspian
Sea, and Barmek, a Turkish energy firm that ran the
privatized power grid in Baku, Azerbaijan’s capital
and largest city. These cases are not intended to serve
as proof that our theoretical argument explains the
behavior of all investors in all developing countries.
However, we do not believe that these cases are ex-
ceptional or idiosyncratic. Azerbaijan is one of many
former Soviet republics with weak political and judi-
cial institutions that are attempting to develop their
economies using foreign investment. Additionally, ex-
propriation is a major concern for the energy industry
in many developing countries.62 BP and Barmek were
very similar on many key dimensions that are relevant
to foreign firm-government relations: they were both
leaders in immobile industries core to Azerbaijan’s
economy; local actors report that investors of each na-
tionality are respected in the country; both received
considerable political and press attention; and both
have contributed considerably to government coffers.
For example, Barmek reported that it paid US$54.6
million in taxes to Azerbaijan from 2001 to 2006.63

However, they received dramatically different treat-
ment from the Azerbaijiani government. BP’s contract
with the government remains solid as of 2015 while
Barmek sued Azerbaijan for expropriation in 2006.64

The oil and gas industry is highly politicized in oil-
rich Azerbaijan. As the leader of the Caspian Sea
drilling consortium, BP regularly interacts with the
government. The two sometimes disagree on issues like
quotas for hiring domestic workers, the rights of foreign
workers, and production levels. However, none of these
disagreements have triggered public discussion of ex-
propriation. Local interview respondents struggled to
come up with an example of government interference
with BP’s operations.65

61 This section draws on 14 interviews conducted in Baku, Azerbai-
jan in 2013. Respondents included heads of national chambers of
commerce (4), oil and gas industry executives (4), as well as exec-
utives in the IT (1), legal (1), and infrastructure (1) sectors. Firms
were targeted based on their membership in chambers of commerce.
Three respondents were government officials responsible for foreign
investor-government relations.
62 The Energy Charter Treaty (ECT), which protects energy-industry
foreign investment in several dozen countries including Azerbaijan,
is one of the few multilateral international investment agreements in
existence.
63 Because both firms made large investments in Azerbaijan, these
cases do not provide an adequate test of Hypothesis 3. Nor are
these cases appropriate to test Hypothesis 2, as observers agree that
government capacity to operate either set of assets without foreign
support is low.
64 Barmek v. Azerbaijan (ICSID ARB/06/16), under the Energy
Charter Treaty. Press reports suggest Barmek requested US$291
million in compensation.
65 Interviews (4), Baku, Azerbaijan, 2013.

To explain the lack of expropriation disputes, sev-
eral respondents stated that BP benefits from a kind of
krisha established by its suppliers. As explained above,
the Russian term krisha has historically been associ-
ated with protection rackets under which firms make
extra-legal payments to ensure their safety. But here,
in a benign way, firms that have “strategically overlap-
ping interests” with BP generate informal protection
for BP from the Azerbaijani government.66 One well-
placed executive explained his use of the term krisha
by pointing out that BP’s “Tier 1, 2, or 3 suppliers
are as strong as the firm is with the government.”67 A
tier 1 supplier is a supplier closest in the chain to BP,
while tier 2 and 3 suppliers are two or three links away,
respectively. That the krisha has such a deep reach rein-
forces the finding from our formal model that any firm
that receives a benefit from the target—no matter how
far removed—can play a role in protecting the target.
Further, BP is involved in joint ventures with SOCAR,
Azerbaijan’s state-owned oil firm, which reinforce BP’s
krisha.68 In short, a number of Azerbaijani firms, both
large and small, receive benefits from BP’s presence
and would be hurt by BP’s expropriation. Executives
on the ground recognize that BP’s economic links form
a krisha that protects BP, likely helping to keep BP’s
regular interactions with the Azerbaijani government
from generating risks of breach of contract.

The situation of BP and its krisha stands in con-
trast to the Azerbaijani government’s expropriation
of the Turkish firm Barmek. Similar to BP, Barmek
had a central role in the Azerbaijani economy: it won
the 2001 privatization tender to manage the electricity
grid for Baku for 25 years. Germany’s Siemens was
the first foreign owner of Baku’s grid, but after the
firm disagreed with the Azerbaijani government over
the grid’s development, Siemens exited. Siemens’s dis-
pute, as well as the subsequent international privatiza-
tion tender process, revealed considerable information
about the Azerbaijani government’s preferences over
the operation of the grid. In light of this information,
Barmek decided to actively manage its government
relations through close personal contacts with top of-
ficials.69 In fact, it is widely believed that Barmek’s
relationship with the Minister of Economic Develop-
ment, Farhad Aliyev, helped Barmek to win the tender.
When the government contained Barmek supporters,
the government would have received a low benefit
from expropriation (α in our model), making Barmek
secure. However, Aliyev was arrested in October 2005
on charges of conspiring to overthrow the government
prior to the November parliamentary elections. This
change in the government’s composition increased the

66 Interview, MNC executive, Baku, Azerbaijan, 2013.
67 The krisha can go both ways, helping suppliers maintain their
own good relations with the government as well. Interview, MNC
executive in the energy industry, Baku, Azerbaijan, 2013.
68 Interview, former SOCAR executive, Baku, Azerbaijan, 2013.
Note that this link is both a joint venture and an interaction with
an SOE, the second of which is indicative of government capacity
(Hypothesis 2). That BP’s operations carry this risk factor makes the
absence of expropriation in BP’s case the more notable.
69 Interview, former Barmek executive, Baku, Azerbaijan, 2013.
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government’s benefit from breaking its contract with
Barmek and triggered an immediate decline in
Barmek’s relationship with the government. By 2006,
Azerbaijan had brought 30 criminal cases against
Barmek employees, accusing them of “abuse and mis-
appropriation of money by inspectors” (Turan Infor-
mation Agency 2006). These prosecutions sent a clear
message: the government wanted Barmek to leave.
Eventually the government decreed a forced change
to Azerbaijani ownership.

We contend that this expropriation was possible
in part because Barmek lacked relationships with lo-
cal suppliers and hence lacked a protective krisha.
Barmek’s particular ownership did not confer substan-
tial benefits on the power plants that were its sole
local suppliers, leaving supply chain links weak and
the likelihood of an effective enforcement community
low. Power plants had a reliable market in Baku’s
grid and were still able to supply their product after
Barmek’s ouster, despite the fact that the grid’s opera-
tions suffered under the government’s low operational
capacity. Any costs emanating from ousting Barmek
did not spread up a supply chain impacting private
investment as would, say, a similar action against BP.
One former government official noted the difference
in the supplier base between BP and Barmek explicitly.
Recalling Barmek’s lobbying efforts to save its invest-
ments, he said the firm failed because it “tried to act
independently.”70

Despite their similarity, BP and Barmek received
starkly different government treatment. BP, with a kr-
isha formed by links to local suppliers, benefited from
stable property rights, while Barmek, a firm without
deep economic links, did not. Barmek sought protec-
tion directly from its government relations, but this
choice did not compensate for its missing krisha. BP,
despite being in a vulnerable position in an oil-rich
state, benefitted from economic ties in a way that was
recognized by foreign executives both in and out of the
energy industry.

Clearly, BP and Barmek are not exactly the same
on all characteristics except their economic links.
Nonetheless, they are useful cases because they are
extremely similar on many relevant dimensions—
including their importance to the host economy, as-
set type, and political prominence—and they illustrate
the causal logic of our argument (George and Ben-
nett 2004). One meaningful difference between the two
firms that could support an alternative explanation is
that they have different home countries: BP is a British
firm, while Barmek is Turkish. If the Azerbaijani gov-
ernment placed a high value on its relationship with
Great Britain and little value on its relationship with
Turkey, then perhaps firm nationality, rather than eco-
nomic links, can explain why BP had a better outcome
than Barmek (Ramamurti 2001; Wellhausen 2015b).
While we might expect Great Britain to have more
influence than Turkey in many regions of the world,

70 Interview, former Azerbaijani official involved with MNC rela-
tions, Baku, Azerbaijan, 2013.

the opposite is true in the Caucasus region: Azerbaijan
cared far more about its relationship with Turkey than
its relationship with Great Britain.

Azerbaijan and Turkey are linked so tightly by their
language and culture that they are often described
as “brother” countries, and some prominent politi-
cians have even proposed unification (Olson 2002).
Since its independence in 1991, Azerbaijan has cul-
tivated a very close relationship with Turkey, in part to
offset Russian and Iranian influence. Azerbaijan and
Turkey have strong national security ties: Turkey pro-
vides military training to the Azerbaijani army, and
Turkey supported Azerbaijan during its 2001 territo-
rial dispute with Iran (Kamm 1994; Frantz 2001). Sim-
ilarly, Azerbaijan and Turkey have strong economic
ties. Shortly before the Barmek expropriation, Turkey
signed a multiyear contract to buy Azerbaijani natural
gas and completed construction of the Baku-Tbilisi-
Ceyhan pipeline, which allows Azerbaijan to transport
its oil to Turkey for sale in European markets (Is-
mailzade 2005; Kalicki 2001). Turkey and Azerbaijan
were also building a similar pipeline for the Shah Deniz
gas field and planning a railway network for passengers
and goods (Ismailzade 2005). More generally, Turkey
is a major market for Azerbaijani exports. In the five
years preceding the government’s breach of its con-
tract with Barmek (2001–2005), Azerbaijani exports to
Turkey steadily increased and had an average annual
value of US$143 million (COMTRADE). The quality
of the Turkish-Azerbaijani relationship has varied over
time—largely in response to Turkey’s evolving foreign
policy towards Armenia—but its importance has not
changed.

In contrast, Great Britain has a relatively weak rela-
tionship with Azerbaijan. The political relationship be-
tween Azerbaijan and Great Britain has been strained
by the European Union’s response to the Nagorno-
Karabakh conflict. Western influence on Azerbaijani
politics comes primarily from the US, not from Great
Britain. And while Great Britain is a major provider of
foreign investment via BP, it is not a significant export
market for Azerbaijan. During 2001–2005, Azerbaijani
exports to Great Britain steadily decreased and had
an average annual value of only US$13 million, less
than one-tenth of the value of Azerbaijan’s exports
to Turkey (COMTRADE). Thus, if firm nationality
played a key role in Azerbaijan’s decision to break
contracts, we would expect a British firm to be more
vulnerable than a Turkish firm. The fact that Azerbai-
jan broke its contract with Barmek and not with BP
suggests that the bilateral ties between Azerbaijan and
Turkey were not sufficient to offset the Turkish firm’s
otherwise heightened political risks.

CONCLUSION

Globalization has spawned complex business networks,
with multinational corporations (MNCs) spreading
over borders and across industries. Developing coun-
tries are often economically attractive options for
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MNCs, yet investment comes with political risk. For-
eign firms investing in countries with weak domes-
tic political institutions rely on international legal as
well as informal mechanisms to enforce their con-
tracts with host governments. Nevertheless, host gov-
ernments sometimes break contracts, whether through
outright nationalization or more subtle means of
devaluing foreign property. How does a host gov-
ernment choose which firms to target for contract
breach? Why do some firms, like BP, benefit from se-
cure property rights while other firms, like Barmek,
do not?

We argue that a host government is most likely to
honor its commitments to foreign firms that are eco-
nomically linked to other firms in the host economy
and to break its commitments with foreign firms that
operate in isolation. Firms often link their economic
activities through supply chains and other transactions.
These links ensure that when a host government breaks
a contract with an individual target firm, it indirectly
harms the partner firms that are linked to the target.
Therefore, all partner firms benefit when the property
rights of an individual firm are secure. Firms can protect
one another’s interests using political contributions,
bribes, and corporate social responsibility programs,
thus forming a common “roof.” As such, our argument
implies that offshoring and sub-contracting in a host
country brings with it protections against government
interference with property rights. In the absence of a
krisha formed by economic links, a firm like Barmek
was left to “act independently” and suffer breach when
an unexpected change in the Azerbaijani government
left it vulnerable.

A preponderance of evidence—including cross-
national data, an elite survey, and case studies—
supports our core argument. Our field interviews with
executives in Azerbaijani firms reinforce our argu-
ments even further. For example, when we interviewed
the CEO of a small financial software firm in Azerbai-
jan, he lamented that he did not have a krisha of partner
firms to protect his operations.71 The CEO could not
easily build economic links because his product simply
does not require many suppliers. Conscious that his
firm is somewhat stranded without a supply chain to
provide protection, the CEO is considering increasing
foreign equity or accessing multilateral financing in or-
der to protect the firm from government breach of con-
tract. Our analysis implies that, without a built-in set
of partners interested in his firm’s property rights, the
CEO would do well to take extra measures to mitigate
risks.

Our argument speaks to broader concerns about
dependency theory and the distributional impact of
globalization. In the wake of decolonization in the
1960s and the New International Economic Order in
the 1970s, scholars and advocates often argued that
globalization prioritized MNCs over the development
of local firms (Evans 1979; Moran 1978). Moreover,
MNCs have advantages over local firms, since inter-
national institutions and global market forces help to

71 Interview, Baku, Azerbaijan, 2013.

constrain host governments and protect MNCs’ prop-
erty rights. However, by sharing business activities with
an MNC, a local firm can gain a roof that shields the
firm from adverse treatment by its own government.
Global supply chains can thus mitigate political risks
for local firms, aiding local development.

We do not believe that the growth of global supply
chains has been driven by MNCs’ desire to improve
their property rights. Any firm’s decision to enter a
market will fundamentally be driven by risk and re-
ward, and, all else equal, a firm is better off when it
is protected by a well-functioning political and judicial
system rather than a “roof” of its own making. How-
ever, once a firm has entered a market, the benefits
provided by a “roof” create incentives for the firm to
double-down, expanding its business connections and
entwining its interests with those of other firms in the
host economy. The resulting “roof” shields both foreign
investors and domestic firms. In their search for private
gain through deverticalization and outsourcing, MNCs
may unintentionally be spreading a public good: the
rule of law.

SUPPLEMENTARY MATERIAL

To view supplementary material for this article, please
visit http://dx.doi.org/10.1017/S000305541500057X.

APPENDIX

We assume that the host government’s type has a uniform
distribution, α ∼ U [αL, αH]. Define A ≡ αH − αL and let α̂

denote the type of government that is indifferent between
breaking and honoring the contract. We solve for the model’s
weak perfect Bayesian equilibrium, which requires that the
strategy profile is sequentially rational, and players update
their beliefs according to Bayes’ rule when possible. We do
not need to impose any additional equilibrium refinements.
We then derive the comparative statics that are contained in
the main text.

Lemma 1. In an interior equilibrium:

e∗
T = (1 + σ + ρ − λP) v + αL

ρ + 2
,

e∗
P = [2λP − (1 − σ)ρ] v + αLρ

ρ + 2
,

α̂∗ = (1 − σ + λP) v + αL(ρ + 1)
ρ + 2

.

Proof of Lemma 1. The host government will break its con-
tract if and only if

σv + α ≥ eT + eP ⇔ α ≥ eT + eP − σv ≡ α̂.

The firms therefore believe that the ex ante probability that
the government honors the contract is F (̂α), and the ex
ante probability that the government breaks the contract is
1 − F (̂α). To ensure that both breaking the contract and
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honoring it sometimes occur in equilibrium, we focus on an
interior equilibrium in which α̂ ∈ (αL, αH).
For the target firm,

EUT (eT) = F (̂α) (v − eT) =
(

α̂ − αL

A

)
(v − eT) ,

∂EUT (eT)
∂eT

= −
(

α̂ − αL

A

)
+

(
1
A

)
(v − eT) = 0

⇔ eT = 1
2

[(1 + σ) v − eP + αL] .

For a partner firm i ∈ P:

EUi (ei) = [1 − F (̂α)] γiv + F (̂α) [(γi + λi) v − ei]

= γiv +
(

α̂ − αL

A

)
(λiv − ei) ,

∂EUi (ei)
∂ei

= −
(

α̂ − αL

A

)
+

(
1
A

)
(λiv − ei) = 0

⇔ ei = (λi + σ) v − eT − eP + αL

= 1
2

[(λi + σ) v − eT − e−i + αL] ,

where e−i is the aggregate effort of all partner firms except i.
Define λP = ∑

i∈P
λi. Then the aggregate effort of all partner

firms is

eP =
∑
i∈P

ei = λPv + ρ (σv − eT + αL)
ρ + 1

.

Combining this with the best response functions yields the
values of (e∗

T, e∗
P) above. To show that such an interior equilib-

rium exists, assume that ρ = 3, λ1 = 0.5, λ2 = 0.55, λ3 = 0.6,
σ = 0.4, v = 100, and αL = 0. Then e∗

T = 55, e∗
1 = 5, e∗

2 = 10,
e∗

3 = 15, and α̂ = 45. We have a well-defined interior equilib-
rium iff αH > 45. Interested readers can easily derive more
general conditions on parameter values using the information
above. �

Proof of Proposition 1.

∂̂α∗

∂λP
= v

ρ + 2
> 0.

�
Proof of Proposition 2.

∂̂α∗

∂σ
= − v

ρ + 2
< 0.

�
Proof of Proposition 3.

∂̂α∗

∂v
= 1 − σ + λP

ρ + 2
> 0.

�

Proof of Proposition 4.

α̂∗ (ρ′ + 1) < α̂∗ (ρ′) ⇔ (1 − σ + λP) v + αL(ρ′ + 2)
ρ′ + 3

<
(1 − σ + λP) v + αL(ρ′ + 1)

ρ′ + 2

⇔ αL < (1 − σ + λP) v.

This parameter restriction holds in an interior equilibrium
because it is necessary to ensure that the government
sometimes honors the contract; that is, that αL < α̂∗. �
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