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Abstract: The globalization of production is changing the political economy of
trade policymaking: Traditional supporters of free trade (exporters seeking
market access in foreign countries) are joined by new actors (companies
needing intermediates from abroad for their production processes) in their lobby-
ing efforts for trade liberalization. Multinational corporations (MNCs) play a
crucial role in this new alliance due to their strong involvement in international
trade and endowment with resources that can be used to lobby policymakers.
We derive an argument from these premises that leads to the expectation of
variation in trade policy outcomes across industries depending on their degree
of integration in a global network of multinational corporations. Disaggregated
data on the level of tariffs and speed of tariff cuts in preferential trade agreements,
international mergers and acquisitions at the firm level, and MNC imports of
intermediates by sector allow us to test the argument. The findings support our
theoretical expectations. The paper sheds light on the processes and outcomes
of trade policymaking in a globalized economy by further developing an existing
argument about GVCs and trade policy outcomes as well as expanding on it by
adding data on international corporate connections.

Keywords: international political economy, trade policy, global value chains, firm-level
analysis
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Over the last few decades, the emergence and growth of global value chains (GVCs)
has transformed international trade. Value chains are defined as “the full range of
activities that firms and workers perform to bring a product from its conception to
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end use and beyond.”! This includes various activities like research and develop-
ment, design, marketing, production, transportation and distribution, as well as
customer services for the end consumer. If a value chain crosses borders, i.e.,
value is added to a product in more than one country, it is called “global.” Put
simply: “Global value chains (GVCs) can be thought of as factories that cross inter-
national borders.”2 In a “GVC World,” value chains connect countries on a regional
or even on a worldwide scale.

A key aspect of GVCs is the vertical integration of production across borders
within the same multinational corporation (MNCs). Vertical integration means
that different steps along a value chain are carried out within the same
company. This integration takes place via mergers and acquisitions (M&As), or
greenfield investments. It allows multinational companies to gain control over a
bigger part of their respective GVCs. The vertical integration of production
within GVCs inevitably influences trade preferences and, as a result, trade policy
decisions. But what does this impact exactly look like?

Traditionally, much of the literature on trade preferences focused on two key
trade policy constituencies: exporters that support trade liberalization and import
competitors that oppose it.2 The first set of actors can benefit from liberalization,
mainly due to improved foreign market access, while import-competing actors are
likely to lose from it because of foreign competition in domestic markets. In this
view, a country’s trade policy is a function of the relative importance of these
two constituencies: the stronger exporters are relative to import competitors, the
more liberal trade policy will be.

Multiple recent studies,* however, emphasize one crucial point: trade policy is
not just about the old “exporters vs. import-competing industries” story anymore.
Exporters are increasingly import-dependent (they import intermediate goods to
produce their exports) as their participation in GVCs increases. This implies that
trade policy preferences are not based on international trade relations alone but
also on international production processes.® The internationalization of produc-
tion, hence, is changing the political economy of trade policymaking: “In a
world economy increasingly characterized by the emergence of these transna-
tional chains of production, the preferences, patterns of political mobilization,
and influence of firms and sectors that rely on income generated from the

Gereffi and Fernandez-Stark (2016), 7.
Taglioni and Winkler (2016), 11.
Gilligan (1997a); Hiscox (2002).
E.g., Baccini and Diir (2018); Baccini et al. (2018); Eckhardt and Poletti (2016); Kim (2017); Kim
and Osgood (2019); National Board of Trade (2015); Osgood et al. (2017); Yildirim et al. (2018).
5 Baldwin (2014).
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import of intermediate products for their production process need to be added to
the equation.”® Osgood (2018, 1) concurs: “A complete account of industrial pref-
erences over trade policy in the current era must place the globalization of supply
chain networks at its center.” Yet, “GVCs are largely absent in existing (...) analyses
of trade policy.””

We contribute to this new strand of literature conceptually and empirically.
The conceptual innovation is that in our argument we specifically concentrate
on the role of MNCs and vertical integration in GVCs. The argument that we
develop leads to the expectation that trade liberalization should be most ambitious
for intermediate goods affected by cross-border M&A deals. Moreover, we antici-
pate ambitious liberalization for goods with large MNC imports. Our focus on
MNCs complements the existing literature’s concern with intermediate imports,
independent of whether these imports take place within a specific company or
at arm’s length.

Empirically, just as some earlier studies,® our analysis focuses on preferential
trade agreements (PTAs). With the deadlock of multilateral trade negotiations at
the WTO level, countries have turned to PTAs as an alternative means to organize
international trade relations. As a consequence, since the 1990s, the number as
well as the scope of PTAs has grown substantively. Although many agreements
signed in the last thirty years have been increasingly broad in scope, dealing
with a diverse set of provisions, one of the key reasons to sign a PTA still
remains trade liberalization through tariff cuts.® Our original empirical contribu-
tion is the combination of a highly disaggregated dataset on tariff cuts between PTA
partner countries with data on M&As and on directed dyadic MNC imports at the
sectoral level. This allows us to directly test our argument about MNCs, vertical
integration, and trade liberalization.

Our paper also makes a contribution to the broader literature on MNCs in the
global political economy.!? Our findings clearly show that MNCs play a key role in
contemporary global trade governance. Their investment decisions shape the
structure and nature of global production networks, which in turn affect the
trade preferences of MNCs. Because of MNCs’ clout and influence, the trade pol-
icies chosen by countries reflect these preferences. Going even further, although
we do not show this in this paper, these trade policy choices are likely to reinforce
MNCs’ investment decisions, leading to a further strengthening of GVCs. MNCs,

6 Yildirim et al. (2018), 51.

7 Blanchard et al. (2017), 1.

8 E.g., Baccini and Diir (2018); Baccini et al. (2018).
9 Baccini et al. (2018).

10 Levy and Prakash (2003); Mikler (2018).
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thus, actively shape the complex interdependencies that characterize the contem-
porary global political economy.

MNCs and trade policy

Our argument starts with the assumption that trade policy is always made with
important economic actors’ preferences in mind. Governments want to maximize
support and minimize opposition from these actors, and therefore design their
trade policy accordingly. We assume that MNCs have the means and connections
to lobby for their preferred policies—either as individual firms or as part of trade
associations, where they often cover decisive shares of all contributions.!! In this
view, trade policy can be a direct response to lobbying efforts.!? Alternatively, gov-
ernments may pre-empt lobbying by implementing a trade policy that they know
will receive backing from key economic actors. They may do so for fear of losing
electoral support, for example, when a specific trade policy leads to higher levels of
unemployment. In either case, we expect the political clout of actors to be posi-
tively related to their economic power (e.g., their economic size). Economically
powerful actors will have the necessary resources to lobby government.
Moreover, the investment decisions of economically powerful actors are of partic-
ular relevance to politicians that want to stay in power.!3

But what are the preferences of economic actors with respect to trade policy in
the presence of GVCs? The globalization of production leads to a diversification
and fragmentation of groups in favor of and in opposition to trade liberalization.
The two clear-cut groups of exporters and import-competing industries, facing
each other in the process of trade preference formation and lobbying, are disinte-
grating and new alliances are formed.

One group of economic actors particularly linked to the globalization of pro-
duction are import-dependent producers. Many companies are increasingly
dependent on the import of intermediate goods for their production processes.
Reducing the variable costs of these intermediates (e.g., through trade liberaliza-
tion) has an impact on their productivity and competitiveness.'* The globalization
of production, thus, has not only “super-charged”!® the support for trade in

11 Kim and Osgood (2019).

12 Chase (2005); Diir (2010); Manger (2015); Milner (1988).

13 Culpepper (2015).

14 Eckhardt and Poletti (2016); Jensen et al. (2015); Kim (2017); National Board of Trade (2015);
Osgood (2018); Yildirim et al. (2018).

15 Osgood (2018), 27.

https://doi.org/10.1017/bap.2020.4 Published online by Cambridge University Press


https://doi.org/10.1017/bap.2020.4

Trade policy in a “GVC World” = 643

net-exporting industries but has also undermined opposition to trade in net-
importing and import-competing industries.

A crucial part of GVC-integration is the emergence and growth of multina-
tional corporations (MNCs)—meaning firms with subsidiaries or assets in at
least one other than their home country. Multinational production, i.e., production
that is carried out by firms outside of their country of origin, !¢ is often the most
efficient way for companies to organize their business. The history of MNCs
goes back a long time, with the British East India Trading Company, established
in 1600, being widely considered the very first multinational company. Modern
MNCs started to emerge only in the late nineteenth century, but it was not until
after the Second World War that international investments really took off. US
firms were the key drivers, later joined by Japanese and European corporations.'”

MNCs today are the biggest, most competitive and productive firms inside
increasingly fragmented GVCs. These “superstar exporters”!8 rely heavily on inter-
mediate imports for their production processes, and are therefore an integral part
of the alliance supporting trade liberalization. Although trade growth slowed down
significantly after the Global Crisis 2008, Lakatos and Ohnsorge (2017) show that
this development can mostly be attributed to a sharp decrease in arm’s-length
trade. Intra-firm trade growth (between firms linked by control or ownership),
on the other hand, has been relatively stable in the recent decade. This means
that MNC activities like international investments and intra-firm trade are still
crucial elements of our global economy, which should influence trade policy in
a substantive way.

What kind of trade liberalization is relevant for multinationals? Advantageous
trade policy for MNCs can include various dimensions. PTA provisions concerning
foreign direct investments, services, intellectual property rights, but also environ-
mental or labor standards, can be significant issues for large international compa-
nies. Although all these aspects might be relevant and could be included in future
research, we decided to focus on the most straightforward means of trade liberal-
ization in this paper, namely, tariff cuts.

Tariff liberalization, in the form of tariff cuts, does not apply equally to all
goods. Although countries agree to liberalize trade between each other in a PTA,
they have a certain amount of leeway concerning the speed and final level of tariff
cuts. Hence, we see considerable variation in different tariff schedules included in
PTAs.!9 Countries are able to set priorities in their trade liberalization in order to

16 Ramondo et al. (2015).
17 Cadestin et al. (2018b).
18 Osgood et al. (2017).
19 Baccini et al. (2018).
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support important economic actors. Explaining these different priorities and
finding out more about which actors might be influencing countries’ decisions
are the core objectives of this paper.

Overall, we expect that deeper GVC integration should lead to faster trade lib-
eralization. This is an obvious and almost trivial argument. Yet, the difficulty to
retrieve disaggregated MNC-level data has represented a major challenge in study-
ing and testing the effect of MNCs on trade-policy decisions. We access two novel
data sources and examine the question of the relationship between GVCs and trade
policy. For one, we use detailed information on M&As for over one million trans-
actions worldwide since the 1970s provided by Thomson Reuters (2019). To better
understand the motives of the firms, we combine the M&As data with information
on whether sectors trade intermediate or solely consumer goods. This allows us to
distinguish between vertical (M&aAs for the production of intermediate goods) and
horizontal investment (M&As for the production of consumer goods). Second, we
rely on a measure of MNC imports of intermediates, which is offered by Cadestin
etal. (2018a). By dint of this variable, we measure the degree of vertical integration
in a less disaggregated manner than with the M&As data, but more directly.

Mergers and acquisitions

One way of measuring corporate connections is to use international M&As data.
M&As are a popular form of foreign direct investment (FDI): almost 50 percent
of FDI inflows come in the form of M&As, which amounted to 694 USD billion
in 2017.20

MNC s’ investment choices are typically described as either horizontal or ver-
tical. Horizontal investments are primarily motivated by market-seeking reasons.
MNCs want to place production close to customers in order to avoid trade costs
(e.g., tariffs) and make use of other locational advantages.?! Multinationals
produce similar products in home and host countries, which means that foreign
affiliates are usually not linked to their headquarters by any international produc-
tion processes. Vertical investments, on the other hand, are mostly based on effi-
ciency-seeking motives. MNCs spread different stages of production across
international borders, with foreign affiliates being tightly linked to other produc-
tion facilities inside the same GVC. In the words of Cadestin et al. (2018b, 5), “The
production in one country serves as input for production activities in other coun-
tries and the location of different stages depend on where the factors of production
they use intensively are relatively less costly.”

20 UNCTAD (2018).
21 Dunning (1993).
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It has to be noted, however, that modern MNCs are far more complex than this
dichotomy would suggest. Most multinational companies are engaged in both hor-
izontal and vertical investments,?? and most foreign affiliates fulfill market-seeking
as well as efficiency-seeking purposes.?® To characterize either a multinational
company or a foreign affiliate as purely horizontal or vertical, is surely oversimpli-
fying the complex reality of global MNC activity. However, distinguishing domi-
nant investment-motives, rather than assuming that MNCs fit into one of these
ideal types, can nevertheless prove valuable for our analysis. The main reason
for specific investments should have an impact on MNCs’ trade policy preferences.

If a company merges with or acquires another company in a different country,
their trade policy preferences toward this partner country are likely to change. The
vertical integration of certain steps of a production process should shift the trade
policy preferences of the companies involved toward (fast) trade liberalization.
Both countries have an interest to facilitate trade along the production chain,
which can be achieved by reducing tariffs on intermediate inputs crossing
borders. If a specific M&A-deal is predominately driven by market-seeking
motives (horizontal investments), the impact on trade preferences is less clear.
MNCs investing for market-seeking reasons might even prefer trade barriers,
since their subsidiaries put them at a comparative advantage relative to firms export-
ing to the same market.?*

In this vein, we hypothesize that M&As are especially prone to increase the
pressure on decision-makers to liberalize trade if the deals go beyond purely
market-seeking purposes. To incorporate the distinction between horizontal and
vertical investment in our analysis, we include an interaction effect, using the type
of product as a proxy for investment motives. We assume that investments in
industries dealing mainly with finished goods are predominantly driven by
market-seeking motives and should therefore not have a substantive impact on
MNCs’ trade preferences. Hence, our first hypothesis reads as follows:

HI: Tariff cuts in PTAs are more ambitious in the presence of vertical cross-border
investments than in the presence of horizontal cross-border investments.

MNC imports of intermediates

The number of cross-border M&A deals are by far not the only indicator for inter-
national corporate connections. M&A deals (especially when the target industry

22 Alfaro and Charlton (2009); Cadestin et al. (2018b).
23 Herger and McCorriston (2016); Ray (2016).
24 Kim and Osgood (2019).
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produces intermediate goods) are made to internalize parts of the international
production process under the same corporate umbrella. This brings several advan-
tages, compared to other forms of connections between production sites (e.g.,
arm’s-length trade), like more control over the production process, reducing
costs, and maximizing profits. In the argument above, we implicitly assumed
that MNCs invest abroad in order to import intermediates, which they use for
further production. We had to make this assumption, since we do not have
trade data for the companies involved in these M&A deals, so we are not able to
trace their activities at the firm level. For the second hypothesis, we want to zero
in on this specific part of our causal claim: What happens between company head-
quarters and their foreign affiliates? What effect does intra-firm trade have on trade
policy outcomes?

FDI flows (of which M&As are a part) have often been used to study cross-
border MNC activities. In many cases, multinational production flows “are a
more appropriate empirical object than FDI. This is because the importance of a
subsidiary depends on the magnitude of its production activity (...) rather than the
way in which it is financed.”?® Using the data described above, under the subsec-
tion “mergers and acquisitions,” we were able to capture the first part of a head-
quarter-subsidiary connection. This allows us to know who set up a specific
relationship, but we do not know anything about the subsequent connection
between the MNC and the foreign affiliate. This can result in biased measures of
foreign affiliate activity.26

Therefore, the second part of the analysis builds on data capturing the MNC
imports of intermediates from foreign affiliates. Along the lines of Ramondo et al.
(2015), we expect that high exports of the affiliate company to the headquarter
country create pressure for faster tariff liberalization. If a US-owned company
with foreign affiliates in Vietnam imports intermediate textile products from
these affiliates, we expect the US tariffs toward Vietnam in the US-Vietnam PTA
to be cut faster (if the tariff was greater than zero before the PTA). The causal
relationship we propose here is similar to our first hypothesis (MNC connections
lead to stronger preferences toward the liberalization of specific tariff lines, which
triggers lobbying efforts and results in faster tariff cuts), what has changed is
the type of MNC connection we focus our analysis on. Therefore, our second
hypothesis is the following:

H2: Tariff cuts in PTAs are more ambitious for industries with stronger cross- border
MNC activity than those with weaker cross-border MNC activity.

25 Ramondo et al. (2015), 530.
26 Beugelsdijk et al. (2010); Blanchard et al. (2016).
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Research design
Dependent variable

For our dependent variable, Tariff Cut, we rely on data from Baccini et al. (2018).
This dataset covers tariff concessions included in sixty-one preferential trade
agreements (PTAs) signed by the seven largest trading entities (i.e., Australia,
Canada, China, the EU, Japan, South Korea, and the United States) between
1995 and 2014.27 Tariff lines for the respective partner countries are also included,
which results in a total of fifty trading entities covered in the dataset. These coun-
tries vary in terms of levels of development, geographical regions, and political
institutions. Each PTA contains at least two tariff schedules: one for country A
toward country B, and one vice versa. Plurilateral PTAs often contain even more,
which leaves us with a total number of 156 schedules. Each of these tariff schedules
includes roughly five thousand tariff lines at a highly disaggregated level, namely,
the Harmonized Commodity Description and Coding System (HS) six-digit level.

As far as modern PTAs are concerned, most tariffs between PTA partner coun-
tries are cut to zero eventually. This is in line with the WTO obligation that within a
PTA, “substantially all trade” should be liberalized. What varies, is the time frame
in which the elimination of tariffs takes place. Whether for a tariff line the cut
happens sooner or later is decided in negotiations among the future signatories
of the PTA. We especially see considerable variation in the extent of the first-
year tariff cut. Many tariffs are cut to zero immediately upon entry into force of
a PTA; but other tariff lines are not or just minimally cut in this first year. For eco-
nomic actors, the extent of the first-year tariff cut should be important, as it makes a
difference whether an import-competing company has some time to adjust to a
tariff cut.

Hence, following Baccini and Diir (2018), we chose the first-year tariff cut as
our measure of the ambition of tariff cuts in PTAs. The variable Tariff Cut, which is
calculated as the difference between the tariff rate at time 0 and the tariff rate at
time t1, divided by the tariff rate at time #0, can take on values between zero (no
tariff cut in the first year) and one (tariffs are cut completely in the first year). A
large first-year cut from country A vis-a-vis country B is beneficial for acquirers
in country A and their suppliers in country B, since it facilitates trade in interme-
diates. This helps exporters in country B as well as importers in country A. The

27 The fact that this dataset only includes agreements that have been successfully concluded
means that we likely underestimate the effect of our key predictors. Pairs of countries with very
low levels of vertical integration in GVCs should find it difficult to even sign PTAs. It is then not
possible to observe the tariff cuts that would be agreed in these cases.
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dataset we use is directed dyadic, meaning that our dependent variable can take on
different values for the dyad country A-country B than for the dyad country B-
country A. This also makes sense from a theoretical standpoint: Trade relations
between countries are usually asymmetric, which means that tariff cuts in specific
industries can have beneficial effects for one partner country, but not for the other.
This leads to considerable variation between the different directed dyads.

Explanatory variables
M&As and trade in intermediates

Our first test covers the interaction effect of M&As and intermediate goods trade.
M&As prior to a PTA is based on the Thomson Reuters Eikon Mergers and
Acquisitions Database.?? We downloaded data for roughly fourteen thousand
deals between all country-pairs in our tariff dataset. Over thirteen thousand differ-
ent target companies in sixty-five countries have been acquired by (or merged
with) around ninety-four hundred companies in fifty-five countries. After drop-
ping all deals in the service sector (which was necessary given that our dependent
variable only captures tariffs on goods), we still have nearly sixty-five hundred
deals in our dataset. Table Al in the Appendix provides a list of all countries in
our dataset and the respective number of deals for each one as a target and as
an acquirer.

The only industry classification Thomson Reuters provides for all their deals
are Thomson Reuters Business Classification (TRBC) codes. This classification
scheme is similar to, but not fully compatible with, other well-known industry clas-
sifications. We therefore had to manually match TRBC codes to the North
American Industry Classification System (NAICS), and then use the NAICS-HS
crosswalk provided in R’s concordance package?® in order to merge our deals
data with the tariff lines described above.

One deal can have an impact on several different HS codes. Consider the fol-
lowing example: If a company in country A, specializing in fertilizers, is investing in
country B, we assume that this investment is relevant for tariff lines like “Nitric
acid,
of fertilizers. As a result, most deals in our M&A-dataset have been matched with
more than one tariff line. Our deals can be connected to over forty-six hundred dif-
ferent product codes (six-digit HS codes), which allows us to capture the impact of
M&A-deals on tariffs at a very disaggregated level.

” u

‘Ammonium sulphate,” and several other chemicals used in the production

28 Thomson Reuters (2019).
29 Zhu and Kim (2016).
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Our theoretical expectation outlined above is that deals between acquirer
companies in country A and targets in country B lead to more lobbying pressure
from the acquirer companies for tariff cuts in the concerned sectors in country
A. These companies benefit from policies facilitating trade in intermediates with
their affiliates in country B—tariff cuts in country A are one very direct way to
achieve this goal. We, thus, calculate a variable that takes the value 1 for the
directed dyad “country A-country B” if an HS product has been affected by one
or several deals (where country A is the acquirer and country B is the target)
prior to a PTA.

It would have been possible to work with the cumulative sum of deals as value
for our variable, but we decided to use a dichotomous variable instead: either there
has been at least one deal prior to the PTA (then the variable takes on the value 1)
or there has not (then the value equals 0). This makes theoretical sense, since
although the second deal in a specific industry might increase the pressure to
cut tariffs for the products potentially involved, the additional impact each deal
can have is likely smaller than the first one. We do not assume that five deals in
a specific industry really have five times the impact on trade policy that one deal
in the same industry can have. Hence, our explanatory variable tells us if there has
been at least one deal between country A (acquirer) and country B (target), with the
potential of influencing a specific tariff line in country A toward country B.

Determining the best time frame for our variable is not a straightforward task.
For how long are deals supposed to influence trade policy? Is a deal made in 1995
still relevant for tariff cuts in 2005? To deal with this uncertainty, we calculated
several different indicators: one capturing all years prior to a PTA (Mergers & acqui-
sitions), one restricted to the last ten years before the agreement (Mergers & acqui-
sitions (10)), one including the last five years (Mergers & acquisitions (5)), and one
for the last three years (Mergers & acquisitions (3)). We use the five-year-restricted
variable in the baseline model.

We expect the effect of the M&A variables to be conditional on the variable
Intermediates. As mentioned above, M&As should only influence the ambition
of tariff cuts for intermediate products. If a deal is made for market-seeking
reasons (horizontal investments, which means that country A simply wants
market access in country B), as opposed to a deal to integrate a step in a cross-
country production process (vertical integration), we do not expect the deal to
have an impact on first-year tariff cuts. We, therefore, use intermediates as a
proxy for vertical integration.

Our operationalization of intermediates is based on Francois and Pindyuk
(2012) and Bekkers et al. (2012). Their classification distinguishes between
goods that are of “intermediate consumption,” of “final consumption,” or of
“mixed use.” If a good is either of intermediate or mixed use, we code it as an
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intermediate (since we only want to exclude final consumption goods). With this
operationalization, intermediates account for 77 percent of the products in the
dataset. If we look at tariff levels before a PTA enters into force, we see that inter-
mediates are at a considerably lower level than finished goods (means of 5.6 and
11.7, respectively), which implies that countries might already have reacted to
preferences of industries dependent on imports for their production processes.

Figure 1 shows the number of M&A deals in both situations: a) M&A deals in
sectors that produce final consumption goods and b) M&A deals in sectors that
produce intermediates. Overall, we see that vertical investment is the dominant
strategy.

MNC imports of intermediates

Several different approaches to measuring multinational production exist. Alfaro
and Charlton (2009), for example, use firm-level foreign affiliate sales to distin-
guish between horizontal and vertical subsidiaries and measure MNC activity.
Albeit useful information on the firm-level, limited data coverage in some coun-
tries leads to problems at the aggregated industry- or country-level.3°

Another important data source, Eurostat’s FATS, is employed by numerous
scholars,3! who assemble bilateral, disaggregated data on multinational produc-
tion at the sector-level. Alviarez (2019) combines FATS data with OECD data on
International Direct Investments, Bureau of Economic Analysis public data, and
Bureau van Dijk’s Orbis dataset. She aggregates all these sources at the source-
location-sector level, which results in a comprehensive database covering nine
manufacturing and four nontradeable sectors, across thirty-two countries, from
2003-12. Finally, Miroudot and Rigo (2019) measure foreign affiliate activity
using the new OECD analytical Activity of Multinational Enterprises (AMNE) data-
base®? to estimate the impact of deep preferential trade agreements on multina-
tional production. This novel database covers more countries than FATS and
can distinguish between far more industries. Additionally, the data not only
allows us to measure foreign affiliate output, but also intra-firm trade, which is a
huge advantage in the context of this paper.

Hence, we follow Miroudot and Rigo (2019) and rely on the OECD’s analytical
AMNE database®? for our second explanatory variable. The main aim of this
new dataset is to combine data on the activities of MNCs with Inter-Country

30 Ramondo et al. (2015), 531.

31 E.g., Alviarez (2019); Federico (2016); Fukui and Lakatos (2012).
32 Cadestin et al. (2018a).

33 Ibid.
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Figure 1: M&As and trade in intermediates

(Inter-Industry) Input-Output (ICIO) tables®* in order to better understand the role
of MNC:s in the global economy. National Input-Output tables describe sale and
purchase relationships inside an economy. ICIO tables enable us to trace these
relationships across borders; and they tables additionally differentiate between
industries. Combining these ICIO tables with international trade data, we are
able to estimate, for example, how much value of Belgian metal products are
used in French transport equipment exports.3°

34 See Dietzenbacher et al. (2013), for an introduction into ICIO-analysis.
35 Dietzenbacher et al. (2013), 73.
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The crucial advantage of AMNE, compared to ICIO tables on their own, is its
distinction between three types of firms: foreign affiliates (firms with at least 50
percent foreign ownership), domestic MNCs (domestic firms with foreign affili-
ates), and domestic firms (without any international investments). The analytical
AMNE database includes matrices (on a bilateral home country-host country
basis) of the output, value added, exports and imports of these companies, for
forty-three industries, ranging from 2005 to 2016.36 Using these matrices, we are
able to add an ownership-dimension to international input-output analyses.3”
AMNE-data, therefore, enable us to measure the connections between countries
and industries on the level of MNCs and their foreign affiliates. Not only do we
get an idea about the activities of MNCs in their respective host countries but we
are also able to trace their respective outputs. The data tells us, for example, how
much intermediates (value in USD) produced by Japanese-owned foreign affiliates
in India are imported into Japan, at the industry level. This allows us to estimate the
importance of specific industries for MNCs in their cross-border production
chains. The more intermediates are imported from India to Japan, the bigger
Japan’s incentive will be to reduce tariffs toward India at a faster rate. We call
this variable, which captures the imports of intermediates from foreign affiliates
in USD, MNC imports.

AMNE data includes industries in agriculture, forestry & fishing, mining &
quarrying, several manufacturing industries, and numerous service industries.
Excluding services leaves us with a total of seventeen different industries on the
International Standard Industrial Classification (ISIC, Revision 4) two-digit-level.
Although this data is far more aggregated than our tariff data, we still capture
MNC activity on a much more fine-grained level than most previous studies, men-
tioned above. Tables A2 and A3 in the appendix provide an overview of all indus-
tries and PTA-country pairs used in our analysis. Since the variable’s distribution is
rather skewed (with a couple of very high values), we use the log of MNC importsin
our estimation. Figure 2 shows for which directed dyads we see large values on the
MNC imports variable. The highest value is for the Japan-Thailand dyad, which
reflects the strong GVC ties between the two countries.

As can be expected, MNC imports is positively associated with Mergers & acqui-
sitions. The value on MNC imports is around four times higher when: Mergers &
acquisitions takes the value of 1 than when it takes the value of 0. However, the
two variables are not perfect substitutes. Regressing MNC imports on Mergers &
acquisitions only gives an R2 of 0.08. The strength of the Mergers & acquisitions var-
iable is that the data are highly disaggregated. At the same time, while M&As in

36 De Backer and Miroudot (2018).
37 Cadestin et al. (2018a).
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MNC imports (total volume)

Figure 2: MNC imports of intermediates

sectors producing intermediate goods likely lead to imports of intermediates into
the home country of the acquirer, the variable does not directly capture these
imports. The MNC imports data are less disaggregated, but directly measure the
concept that we are interested in.

Control variables

We include several control variables in our models. The first one is a measure for
intra-industry trade (IIT), defined as the extent country A exports and imports the
same goods and services to and from country B. Several studies have analyzed the
consequences of IIT on the political economy of trade. Some suggest that IIT might
lessen the threat of import competition since companies in the same industry can
coexist more easily when products are differentiated, which leads to greater net
support for trade liberalization.3® Others argue that IIT may disempower narrow
protectionist groups (import-competing companies) from being able to overcome
collective action problems and lobby for protection more effectively.3® Baccini
et al. (2018) find mixed results, with no clear indication either way. To include
intra-industry trade as a control variable, we use the same operationalization as
Baccini et al. (2018), who calculate the Grubel Lloyd Index*® for imports and
exports. The index, labeled IIT, ranges from 0 (countries only import from or
only export to the other country) to 1 (two countries that simultaneously import

38 Kim (2017); Lipson (1982); Manger (2012); Milner (1997).
39 Gilligan (1997b); Kono (2009).
40 Grubel and Lloyd (1971).
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and export the same amount of a good). Since some trade data is missing (and it
cannot be assumed that this is at random), we also include a dummy variable,
assigned a score of 1 in the case of zero trade flows (IIT missing).

We account for market size (GDP) and level of development (GDP per capita)
for both countries in a dyad using data from the World Development Indicators
database.*! The level of imports (value over the four years prior to the signature
of a PTA) is also included (Imports). This variable controls for the effect of
import flows on tariff cuts and distinguishes it from our main explanatory variable,
M&As. Data comes from CEPII (2014). Building on the literature suggesting that
democracies are more open to trade than autocracies,*? Barari et al. (2019) show
that the regime types of trading partners can have nuanced and complex effects on
unilateral and bilateral tariff liberalization. We follow this notion and include the
variable Regime*? in our model. Moreover, we include a dummy for WTO
membership, scoring 1 if both countries are WTO members (WTO). Finally, the
model captures the tariff rate between countries before signing the respective
PTA (Tariff pre-PTA).

A summary of univariate statistics for all variables mentioned above is
provided in table 1.

Model specification

The main empirical challenge is that a substantial part of tariffs were set to zero
(either unilaterally or within WTO negotiations) even before the implementation
of a PTA. To meet this challenge, we estimate a two-stage Heckman selection
model with bootstrapped errors.** The first stage represents a probit model,
which explains the pre-PTA zero tariffs. Beyond all predictors in the second
stage, we follow the suggestion of Baccini et al. (2018, 334) and include a
“measure of country competitiveness at the six-digit level as an instrument for
the selection equation.” This variable contributes to explaining the zero-tariff
rate prior to the PTA. The more competitive a country is, the more likely it
should be to have a zero tariff on a good. Yet general competitiveness is less
likely to matter in the bilateral or plurilateral context of a PTA. Therefore, the spec-
ification very likely fulfills the exclusion restriction. In line with Heckman (1977),
we derive the Inverse Mills Ratio from the probit estimation. The Inverse Mills
Ratio is then included as a covariate in the second stage estimation, where we

41 World Bank (2014).

42 E.g., Mansfield et al. (2000).

43 Data comes from the Polity IV dataset (Marshall et al., 2016).

44 Cameron and Trivedi (2005); Heckman (1977); Wooldridge (1995).
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Table 1: Descriptive Statistics

Variable Mean St. Dev. Min Max N

Tariff Cut 0.58 0.45 0.00 1.00 521,929
Mergers & acquisitions (5) 0.03 0.16 0 1 804,538
Intermediates 0.77 0.42 0.00 1.00 785,314
MNC imports 93.62 273.78 0.00 3,775.39 162,729
1T 0.05 0.17 0 1 804,538
IIT missing 0.79 0.41 0 1 804,538
GDP of A (In) 26.68 2.42 21.96 30.33 773,009
GDP of B (In) 27.54 2.18 22.84 31.44 788,562
GDP per capita of A (In) 9.13 1.45 5.96 11.12 773,009
GDP per capita of B (In) 9.45 1.32 6.22 10.99 778,474
Imports 0.08 0.48 —1.00 1.00 737,513
Regime 5.50 6.31 —8.00 10.00 762,998
WTO 0.93 0.25 0.00 1.00 788,562
Tariff pre-PTA 7.79 19.14 0.00 3,000 794,284

run an ordinary least squares (OLS) regression with bootstrapped errors and fixed
country and year effects on the sub-sample of products that have a tariff higher
than zero before the PTA implementation. Whereas the Inverse Mills Ratio
accounts for the correlation between error terms of the first and the second
stage, the bootstrapped errors allow for an estimation of consistent standard
errors.*® We apply this strategy for all models of both our main explanatory vari-
ables: Mergers & acquisitions as well as MNC imports.

Findings
M&As and trade in intermediates

We start with models that include Mergers & acquisitions as key predictor. Model 1
in table 2 reports the results of the selection equation. The instrument, which is the
competitiveness of countries, is highly significant. This suggests that the variable
works well as instrument. Even before the implementation of PTAs, intermediate
trade as well as M&As have a positive and significant effect on tariff cuts. Not sur-
prisingly, more democratic countries and WTO members are more likely to cut the
tariff to the zero level.

45 Cameron and Trivedi (2005), 200.
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Table 2: M&As and Trade in Intermediates

Dependent variable:

Tariff = 0 pre-PTA

Tariff Cut post-PTA

l
probit fetm
1) @ 3 @ (5)
Mergers & acquisitions (5) 0.489*** —10.182%** —9.338*** —8.365%** —0.714
(0.028) (1.116) (0.900) (1.266) (1.332)
Intermediates 0.415%** 8.053*** 7.895%** 7.739%** 9.994***
(0.005) (0.347) (0.122) (0.802) (0.816)
T —0.606*** —-4.727 —4.979 —1.522 —4.799
(0.151) (4.195) (4.782) (4.313) (3.999)
IIT missing —0.384** 0.981 0.172 2.996 —0.208
(0.151) (4.194) (4.782) (4.249) (3.930)
GDP per capita of A (In) 0.064 20.602*** 17.596*** 18.680*** —17.642%**
(0.045) (0.088) (0.073) (0.847) (1.728)
GDP per capita of B (In) —0.010*** 1.858*** 1.625%** 0.510*** 49.731%**
(0.002) (0.045) (0.056) (0.051) (1.167)
GDP of A (In) 0.597*** —2.360*** —1.996*** —66.552%** —80.821***
(0.052) (0.049) (0.047) (1.611) (2.118)
GDP of B (In) —0.001 0.086** —0.483*** 0.317*** —149.572%**
(0.002) (0.036) (0.042) (0.031) (1.680)
Imports 0.019*** —0.771%** —0.400*** —0.616*** —0.917***
(0.004) (0.128) (0.110) (0.129) (0.125)
Regime 0.015%** 0.452%** 0.620*** —0.034 —0.096*
(0.002) (0.014) (0.011) (0.053) (0.052)
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WTO 0.040**
(0.019)

Country competitiveness 0.120***
(0.004)

Tariff pre-PTA

Inverse Mills Ratio

M & A:Intermediates —0.335***
(0.031)
Constant —15.941%**
(0.969)
Year FE Yes
Country A FE Yes
Country B FE Yes
Clustered SE Yes
Observations 691,991
RZ
Adjusted R?
Log Likelihood —302,341.600
Akaike Inf. Crit. 604,827.100

Residual Std. Error

2.503***
(0.207)

—0.131***
(0.020)
5.118***
(0.109)
4,973***
(1.210)
—93.448***
(4.625)
No
No
No
Yes
464,503
0.359
0.359

35.524
(df = 464488)

4.596***
(0.361)

—0.140%**
(0.002)
4.774%**
(0.086)
5.632%**
(0.975)

Yes
No
No

Yes

464,503
0.385
0.385

34.804
(df = 464472)

1.220%**
(0.320)

—0.128***
(0.020)
3.608*
(2.030)

4.448%**
(1.212)

Yes
Yes
No
Yes
464,503
0.450
0.450

32.920

(df = 464432)

—0.139***
(0.022)
11.083***
(2.075)
3.283***
(1.251)

Yes
Yes
Yes
Yes
464,503
0.498
0.498

31.447

(df = 464397)

Note: *p < 0.1; **p < 0.05; ***p < 0.01
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Models 2 to 5 in table 2 show findings of the second stage, where the depen-
dent variable is the level of tariff cuts at the product level. We alter the fixed effects
approaches across the different models, where model 2 represents the most
shallow one without fixed effects and model 5 is the most comprehensive one
with year, country A, and country B fixed effects. H2 is supported across all four
models, with the interaction effect of mergers and acquisitions being positive
and significant in every column. Yet, the main effect of Mergers & acquisitions is
negative and significant. This suggests that vertical investment causes tariff cuts,
but horizontal FDI triggers the opposite effect (e.g., higher tariffs). This makes
sense as companies that engage in horizontal FDI may want to protect their
market share in the foreign market.

Figure 3 shows the interaction effect in the most restrictive model, namely
model 5. The effect of Mergers & acquisitions is negative, but not significant, for
sectors that merely trade consumer goods, but positive as soon as intermediate
goods are involved. Our findings show that sectors with vertical investment, mea-
sured as M&A deals in the past five years and trade in intermediates, show on
average 3 percent higher tariff cuts than sectors with horizontal investments, mea-
sured as M&A deals in the past five years, but no trade in intermediates. This effect
is even stronger for the less restrictive models.

Similar to the selection model, the level of democratization and WTO mem-
bership impact tariff cuts positively 0.#6 Also, a high tariff before a PTA becomes
effective decreases the likelihood of ambitious tariff cuts when negotiating a
PTA. The significant Inverse Mills Ratio suggests that it was indeed important to
estimate a two- rather than a one-stage model.

Beside the baseline models, we ran several robustness checks for which the
detailed results are available in the appendix. First and instead of Tariff Cuts, we
use a variable called Time To Zero, which measures the number of years it takes to
lower a tariff to zero. Table A4 shows that indeed vertical investment is prone to be
to a shorter timespan until zero-tariffs. Next, we modify the timespan used to
measure M&A deals. In the baseline model, we coded the variable M&A as 1 if
at least one M&A deal was completed within the last five years. As a robustness
check, we take the last three and ten years as well as all previous years to specify
the M&A variable. Tables A6, A7, and A8 show that the results are not sensitive to
this empirical choice. Finally, we take a count of M&A deals instead of the M&A
dummy variable. Again, the results are in line with the findings from the baseline
model (see table A9).

46 Note that due to the wide range of fixed effects, the dyadic variable WTO membership is not
able to explain any further variation and must be omitted from model 5.
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Model 5

Estimated marginal coefficient
0
1

Y

0 1

Intermediate goods

Figure 3: Horizontal versus vertical investment (model 5)
Note: The bars indicate 95 percent confidence intervals.

MNC imports of intermediates

We follow a similar estimation strategy for our second explanatory variable (MNC
imports). Model 1 in table 3 again reports the selection equation. As before, the
coefficient for the instrument, Country competitiveness, is highly statistically signif-
icant. We also see that MNC imports is correlated with zero tariffs prior to the entry
into force of a PTA.

Building on the selection model, models 2 to 5 in table 3 report the coefficients
for our second stage estimation. Similar to table 2, we use different fixed effects
specifications (year, country A, country B), with the most comprehensive one pre-
sented in model 5. The findings support H2: The coefficient for MNC imports is
positive in all models and statistically significant in three out of four. Overall, we
conclude that MNC imports of intermediates indeed increases the size of tariff
cuts. In the most comprehensive model, namely, model 5, we see that a growth
in MNC imports by 30 percent leads to a decrease in the tariffs by one percent.

Similar to the findings above, we see that high pre-PTA tariffs decrease the size
of tariff cuts. Moreover, greater imports are consistently negatively correlated with
the extent of first-year tariff cuts in PTAs. The other control variables do not show
consistent effects across models.

Also for the second hypothesis, we change the dependent variable from Tariff
Cuts to Time to Zero to check for the robustness of the results. The results of this test
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Table 3: MNC Imports of Intermediates

Dependent variable:

Tariff = 0 pre-PTA

Tariff Cut post-PTA

probit fetm
)] (v)] 3 @ 5)
MNC imports (ln) 0.110*** 2.517 3.865%** 2.792** 2.697**
(0.003) (1.644) (1.274) (1.238) (1.242)
T —0.534 —10.111 —8.206 —2.108 —1.472
(0.366) (10.768) (9.650) (9.755) (9.939)
IIT missing —0.282 —4.946 —5.418 —-1.979 —-1.279
(0.366) (10.615) (9.253) (8.605) (8.859)
GDP per capita of A (In) 5.039** 20.838*** 19.193*** —58.965
(2.282) (2.826) 2.777) (252.893)
GDP per capita of B (ln) —0.013 —0.932 4.667** 2.282%**
(0.012) (0.811) (1.973) (0.775)
GDP of A (In) —-1.522 2.377 —2.869* —91.175
(1.254) (2.200) (1.541) (123.540)
GDP of B (In) —0.007 1.307 —5.315%** —3.495
(0.012) (2.192) (1.211) (2.496)
Imports 0.014 —2.497** —2.987** —3.707*** —3.704***
(0.009) (1.186) (1.230) (0.934) (0.908)
Regime —0.013 —1.160*** —0.423 2.866** 4,125%**
(0.009) (0.354) (0.406) (1.254) 0.727)
Country competitiveness 0.426***
(0.011)
Tariff pre-PTA —0.257*** —0.252%** —0.252%** —0.252%**
(0.039) (0.040) (0.044) (0.044)

099

J13uy2a7 BSI] pue INQ Sealpuy “1Iapuy euisuyd


https://doi.org/10.1017/bap.2020.4

ssald Aussanun abpuguied Aq auluo paysiiand 7'0z0z'deq// 101 °01/610°10p//:sdny

Inverse Mills Ratio
Constant

Year FE

Country A FE
Country B FE
Clustered SE
Observations

R2

Adjusted R?

Log Likelihood
Akaike Inf. Crit.
Residual Std. Error

—-11.992
(13.004)
Yes
Yes
Yes
Yes
131,332

—51,157.470
102,374.900

16.289***
(2.637)
—232.984**
(106.505)
No
No
No
Yes
85,254
0.361
0.360

35.172
(df =85242)

12.800***
(2.860)

Yes
No
No

Yes

85,254
0.399
0.398

34.112
(df =85238)

2.956
(10.923)

Yes
Yes
No
Yes
85,254
0.434
0.434

33.097

(df =85225)

3.163
(10.994)

Yes
Yes
Yes
Yes
85,254
0.435
0.435

33.064
(df=85217)

Note: *p < 0.1; **p < 0.05; ***p < 0.01
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add further confidence to our findings. Indeed, an increase in MNC imports leads
to a shorter time period until the tariffs hit zero. Again, the magnitude of the effect
is not large, yet significant across all fixed-effect specifications (see table A5).

Conclusion

GVCs alter the dynamics of trade policymaking by creating a constituency that
favors trade liberalization with the aim of lowering the costs of intermediate
imports. MNCs are key players within this constituency. They often rely on inter-
mediate imports in their production processes—a cost reduction (e.g., due to tariff
cuts) of these imports hence enhances their productivity. They should, thus, have a
preference for ambitious trade liberalization that facilitates cross-border trade in
intermediates within their own company. Moreover, these MNCs possess the
resources to affect policymaking via lobbying, or they simply have sufficient
clout to ensure that policymakers take their interests into account pre-emptively.
Our expectation hence has been for MNC involvement in GVCs to lead to more
ambitious tariff cuts in PTAs.

So far, a lack of suitable data represented a major challenge to scholars inter-
ested in assessing the GVC-trade policy nexus. Our empirical contribution has
been to mitigate this problem by relying on two novel data sources. More precisely,
we have used a) fine-grained data on M&As, which we combined with trade in
intermediates to account for vertical versus horizontal investment and b) data
on MNC imports of intermediates to capture the extent to which MNCs are
involved in GVCs. The combination of a fine-grained but indirect measure of ver-
tical investment (M&As and trade in intermediates) and a more aggregated but
also more direct measure of cross-border activity of MNCs (imports of intermedi-
ates from foreign affiliates) have allowed us to comprehensively test the effect of
MNCs’ GVC integration on trade liberalization.

The results from a two-stage regression analysis with tariff concessions at the
HS6-level in sixty-one PTAs as dependent variable offer support for our theoretical
expectations. They show that MNCs that invest to obtain intermediates from affil-
iates abroad indeed push for faster trade liberalization. Whereas vertical invest-
ment is prone to lead to tariff cuts, market-seeking (horizontal) investment does
not have the same effect. Moreover, we have found that intermediate MNC
imports, which are produced by a foreign affiliate, increase the likelihood of ambi-
tious tariff cuts. We conclude that, as expected, GVCs have the potential to speed
up the liberalization of trade in certain products, especially if MNCs are involved.

In making the argument and testing it empirically, we also contribute to the
broader literature on MNCs in the global political economy. MNCs do not only
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participate in transnational production networks, but are also able to lead, culti-
vate, and sustain the GVCs they are part of. Their sourcing decisions (either invest-
ing abroad and engaging in intra-firm trade or buying at arm’s length)
fundamentally shape the form and strength of international production networks.
This formative role in influencing value chains suggests that MNCs do not operate
in a purely economic sphere, but are bound to have distinct preferences concern-
ing international trade policy. Our results also indicate that these preferences get
reflected in specific policy decisions, which gives us an idea about MNCs’ political
power.

In short, although the recent popular backlash against globalization and trade
liberalization in many developed countries could have the potential to re-
empower protectionist groups, at least in the short term, our findings show that
powerful actors like MNCs still have a lot at stake when it comes to trade policy.
They have the resources to influence policymakers and are very likely to continue
their efforts to facilitate trade in intermediates.

Supplementary material

To view supplementary material for this article, please visit https://doi.org/10.
1017/bap.2020.4.
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