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ABSTRACT: Foreign direct investment (FDI) has come to be seen as a promising avenue for boosting
economic development. As a consequence, most developing countries now seek to attract FDI, often by
making ex ante promises to foreign investors not to pass laws or regulations—or refrain from other
actions—that would diminish the value of the investment ex post. But how credible are such promises?
A number of recent studies have examined the effect of domestic institutions (veto players, democracy,
etc.) on the credibility of commitments by developing country governments toward foreign private
economic actors, such as foreign investors. In addition, a few studies have examined the effect of
international institutions on the credibility of such commitments. We examine the interaction of domestic
and international institutions in promoting FDI. We show theoretically and empirically that democratic
domestic institutions help attract more FDI into developing countries only in the context of economically
liberal international institutions.

KEYWORDS: foreign direct investment; institutions institutional interaction; trade agreements; PTAs;
democracy; MNCs; political risk; credible commitment



1. Introduction

Cooperation in international economic relations means, above all, not discriminating
against foreign actors or assets, nor manipulating markets to the detriment of foreign economic
actors. Cooperation thus entails resisting the temptation of unilateral short-term gains that
undercut the joint gains from openness and economic exchange across borders.! The resurgence
of expropriation of foreign direct investments in the wake of the global financial crisis of
2007-09—and prominent disputes over policies and regulations that allegedly target foreign
assets—remind us that such cooperation is by no means guaranteed. This is a particularly
serious problem for developing countries, where the risk of future non-cooperative behavior can
lead to underinvestment, because developing countries generally have a shorter or weaker rule-
of-law tradition and lower bureaucratic and judicial capacity than advanced industrialized
countries. Even developing countries' often-reported desire to attract more foreign investments
(e.g., Moran 1998) may not be sufficient to overcome the time inconsistency problem that is well
known to investors/firms, governments, and scholars (e.g., Kobrin 1982, 1984; Moran 1978;
Vernon 1971). Promises not to take actions that lower the value of foreign investments lack
credibility because short-term gains may easily exceed the value that political actors with short
time horizons assign to the long-term gains from cooperation. Multinational corporations
considering an investment in a developing country must therefore assess not just commercial
opportunities but also political risks. How can governments that want to attract investment
reduce these risks? How can they make more credible commitments to reassure potential

investors and induce them to make the investments?

' We here adopt Keohane's (1984) classic definition of cooperation as conscious, costly, non-coerced change in
behavior (from what an actor would do absent the intent to achieve cooperation) in order to achieve joint—though
not necessarily equal—gains. See also Milner (1992:468).



A large literature examines domestic institutions as the source of international conflict
and cooperation, including the role that domestic institutions play in international economic
relations. Taking its cue from the broader literature on international relations, much research on
domestic institutions has focused on regime type. In the literature on the politics of foreign
direct investment, discussed in greater detail below, scholars have focused especially on
differences between democracies and non-democracies that may be consequential for foreign

direct investors (e.g., Feng 2001; Globerman and Shapiro 2003; Jensen 2003; Tures 2003).

Another substantial literature examines theoretically and empirically the impact of
international institutions on international conflict and cooperation, including over economic
matters. An important line of research within this literature has focused specifically on whether
and how international institutions can help governments make more credible commitments (e.g.,
Dreher and Voigt 2011; Kim 2008; Simmons 2000a), including vis-a-vis foreign direct investors

(e.g., Biithe and Milner 2008; Kerner 2009).

These literatures have developed largely independently of each other. Even in the rich
2-level games tradition, theoretical work that has genuinely considered joint or interactive effects
of domestic and international institutions on conflict and cooperation in the world economy is
rare (Drezner 2003a:esp. 3-8; Gourevitch 2002; Martin and Simmons 1998).2 At a general level,
we therefore argue for much more careful theorizing of the relationship between domestic and
international institutions, especially conditional or interactive effects, as well as systematic
empirical analyses of such effects. With regard to FDI, we build on the work by Biithe and

Milner (2008), in particular their conception of trade agreements as credible commitments to

? See discussion below. Note that we consider here only formal institutions, thus bracketing constructivist
scholarship has examined the interaction of domestic and international norms because we would expect the logic by
which informal norms constrain political actors to be significantly different from the logic of formal institutions.



economically liberal policies that boost foreign direct investment. We adopt the same notion of
PTAs but argue that the effect of PTAs on FDI is conditioned by the FDI host country's domestic
political regime, so that FDI is a joint function of domestic and international institutions.
Specifically, the substantive commitments to economically liberal policies enshrined in PTAs
should be substantially more credible if undertaken in a legally binding manner by a democracy
than by a non-democratic country because (1) ratification in democracies requires approval by a
separate, competitively elected body, which assures foreign investors that the commitments have
been made openly and with broad support after public scrutiny and (2) defining characteristics of
democracy—freedom of the press, freedom of expression, and political contestation—increase
the speed and quality of information that is publicly available about (impending and actual)
changes in policy, which in turn should boost the effectiveness of international institutions as

commitment mechanisms.

After we develop our theoretical argument in light of the existing literature, we conduct
two sets of analyses of how domestic institutions condition international ones to get at the issue
empirically. First, we conduct difference of means tests, for which we dichotomize the data on
two dimensions: democracies versus non-democracies, using various alternative measures, and
countries with high versus low levels of preferential trade agreements (PTAs). We find that
countries receive substantially (and statistically highly significantly) more FDI in years in which
they have a high number of PTAs in force than countries (country-years) with a low number of
PTAs, and that the difference is considerably greater among democracies than among non-
democracies. Second, we conduct regression analyses of the effect of international and domestic
institutions on FDI, which includes an interaction term of PTAs and democracy (measured in the

main regressions by the country's Polity score). We find that a country's level of democracy does



not have a consistent, statistically significant effect on inward FDI, except when a country is a
party to an international trade agreement. By contrast, trade agreements generally boost inward
FDI flows to a statistically significant extent, but the effect is much larger for more democratic
countries. In sum, domestic institutions can reinforce the role of international institutions as

commitment mechanisms for governments who want to attract foreign investment.

Our research contributes to several current debates and has important policy implications.
First, we contribute to the literature on credible commitments by showing that domestic and
international institutions interact in affecting the credibility of the commitments governments
make, and that such institutions affect not just the credibility of commitments by governments to
each other,” but also commitments that governments make vis-a-vis foreign private actors in the
international political economy. Second, we hope to advance the literature on foreign direct
investment by showing not only that a significant amount of the variation in FDI can be
explained by political variables, but also by interactions between them, neglected in previous
research. Third and most importantly, we seek to contribute to the broader literature on
institutions and how they matter in politics. We seek to shift scholars' theoretical and empirical
attention from the study of particular domestic or international institutions in isolation to the
study of more complex constellations of institutions. We develop specific theoretical hypotheses
about how domestic institutions may condition the effect of international institutions, and we
demonstrate for the credibility of commitments to foreign direct investors that the impact of
international institutions depends in part on domestic ones—a promising area for further
research. Additionally, we show that participation in institutions in one issue area can have

effects in another: trade institutions affect foreign investment flows.

* For some key works on this issue, see Leeds (1999); Martin (2000); Milner (1997); North (1989); Simmons
(2000a, 2000D).



Finally, our research has important implications for scholars and practitioners interested
in the politics of economic development and democratization. Most importantly, we find that
democracy magnifies the economic benefits a country can gain from participation in
international political-economic institutions, such as trade agreements. While it is unlikely that
governments are going to fully democratize (and thus risk losing power completely) to increase
foreign investments, the promise of these additional economic benefits creates incentives for
taking small steps toward greater democracy. The resulting increase in foreign investment
should promote growth, which should in turn enhance the government's political support, which
might explain the relative stability of the "hybrid" political regimes that present a puzzle for
much of the literature on democratization (Diamond 2002; Levitsky and Way 2002). Moreover,
many scholars have pointed out the tension between economic liberalization and globalization on
the one hand and democratic control of public policy on the other. Some even have argued that
economic liberalization must precede democratization for democracy and an open economy to be
compatible. We find that democratic countries can reap greater benefits from economic
liberalization and globalization, which suggests that democracy and an open economy may in
some ways be more compatible when democratization precedes economic liberalization rather

than vice versa.



2. Domestic Institutions, International Institutions, and Credible Commitments

2.1. Existing Literature
on Institutions, the Credibility of Commitments, and FDI

The credibility problems that countries face vis-a-vis foreign direct investors have long
been known to policy makers and academics (e.g., Moran 1985; Vernon 1971).* If a
commercially attractive investment opportunity exists in a given country, potential investors
consider the policies the country's government currently has in place (or the policies the
government may have promised to adopt) to calculate the potential profitability of the
investment. But investors know that, after they undertake the investment, the government has
incentives to renege on its promises or change policies, thus reducing the value of the
investment. All investors face the risk that the security or profitability of their investments will
be reduced as an intentional or unintentional consequence of changes in government policy. All
investors therefore should worry about the credibility of a government’s commitment to any
particular set of policies. But foreign investors should worry in particular: They have often no
legitimate voice in the political process that determines the policies affecting them, which makes
them attractive targets of nationalistic political opportunism. And foreign direct investors face
even higher risks since their investments are by definition less mobile.” Moreover, there are
many reasons to expect foreign investors to be aware of the political risks that arise from the
time inconsistency problem. While the level of explicit political consciousness among business

executives tends to be low, interviews with senior managers in multinationals in the United

* We investigate here how governments can mitigate the political risks associated with foreign direct investments;
we are less interested in the economic factors that induce or repel such flows (although we try to control for these
factors in our empirical analyses).

> The degree of mobility of direct investments naturally varies. Investments in the extraction of natural resources are
particularly immobile, which may explain why these investments have long been most at risk of expropriation;
services FDI, which has increased greatly in recent years, is much more mobile, but still less mobile than financial
investments, even when the formal-legal constraints on taking funds out of a given country are the same (which is
not always the case).



States and Europe (conducted by one of us) suggest that major foreign direct investment
decisions almost always include a political risk analysis, often involving outside expert
consultants. A country's political and legal system is part of such analyses, along with specific
policies and international legal commitments. In sum, the time inconsistency problem (and
foreign direct investors' awareness thereof) makes it difficult for developing countries to attract
foreign investments commensurate with the economic opportunities in the country, even when

the country's government wants to attract FDI.

Scholars have increasingly examined whether and how domestic political institutions,
especially regime type, can help governments overcome the time inconsistency problem that they
face vis-a-vis foreign investors.’ The early literature on the politics of FDI in the 1960s and '70s
suggested that MNCs cared how democratic a country is when they made investment allocation
decisions—but only because these foreign investors were attracted by autocracies' ability to
suppress labor demands and by the absence of election-induced policy uncertainty (Bornschier
and Chase-Dunn 1985; O'Donnell 1979 (1973)). Other scholars found no significant effects for
regime type (e.g. Oneal 1994) or suggested more complex causal relationships (Kahler 1981).
More recent research, starting with Feng (2001), has tended to find that democracies attract more

foreign direct investment, though scholars differ over the causal mechanisms.

Jensen (2003, 2006) argues that democracies provide three advantages over autocracies
when it comes to FDI. First, democracies provide more information to potential investors

because they are more transparent and thus provide better, earlier information to foreign

% While regime type has attracted the bulk of attention (e.g., Jakobsen 2006; Zheng 2011), a number of scholars have
focused on other kind of domestic institutional or political variations as important explanations for FDI, including
electoral and party systems (Garland and Biglaiser 2009; Henisz and Zelner 2001) and the resulting partisan
composition of the government (Pinto and Pinto 2008); others have focused on intellectual property rights protection
(Lee and Mansfield 1996; Maskus 2005), labor rights (Egan 2012 (forthcoming); Mosley 2011), or the autonomy of
regulatory agencies and legal institutions (Raustiala 1997).



investors (see also Wittman 1995); second, democracies allow for more representation of the
interests of foreign investors so investors can affect the governments of the FDI host countries;
and third, democracies create a more credible environment for market friendly policy because of
the higher audience costs executives face if they change policies. In sum, more democratic
countries should be more predictable than less democratic countries, making democracies
attractive to foreign investors, which a number of studies have found in recent years. Li and
Resnick (2003) challenge some of these arguments, pointing out that democracy has both
benefits and costs for foreign investors. They show that, beyond the protection of private
property rights, which is generally high in democracies, democracy is unfavorable for FDI and
reduces the amount of FDI received. Yet other scholars find the positive correlation between
democracy and inward FDI flows into developing countries to be statistically indistinguishable
from zero (i.e., not significant at conventional levels) after controlling for other domestic
institutions or domestic political factors. Blanton and Blanton (2007), for instance, find little
evidence that democracy as such matters for FDI, but only human rights treatment by host
countries (which is generally positively correlated with democracy). In sum, mixed evidence
exists for the impact of domestic regime type on FDI, and the causal process by which an effect

is exerted is much debated.

Another strand of the literature has focused on international agreements and treaties as
political mechanisms through which political leaders may increase the credibility of their
commitments to foreign investors. A number of authors have shown that bilateral investment
treaties (BITs) can help countries attract FDI inflows (e.g., Biithe and Milner 2009; Gallagher
and Birch 2006; Kerner 2009; Neumayer and Spess 2005; Salacuse 1990; Salacuse and Sullivan

2005), though others have found more mixed results. In recent work, Biithe and Milner (2008)



have examined preferential trade agreements (PTAs) and the WTO as a means to attracting
greater FDI. Trade agreements are politically significant, they argue, because they combine two
features: First, PTAs entail substantive commitments—directly to liberal foreign economic
policies, such as low trade barriers, and indirectly to liberal domestic economic polices—which
foreign investors have been shown to like. Second, embedding these commitments to market-
friendly policies in a binding international agreement with international partners and linking the
commitments to trade openness makes the commitments more credible than commitments
undertaken only domestically, because international agreements are more visible and more costly
to break. And by lowering the political risks to foreign direct investors, they stipulate, trade
agreements boost FDI. In other words, Biithe and Milner conceptualize trade agreements as
"strategic moves" to raise the costs for a country to renege on its policies toward foreign
investors later on (see Dixit and Skeath 2004: ch.10), consistent with a broader strand of research
in economics on trade agreements as means of boosting the credibility of policy commitments
(e.g. Handley and Limao 2012; Maggi and Rodriguez-Clare 1998; Mitra 2002; Staiger and
Tabellini 1999). Moreover, Biithe and Milner show empirically that the purely economic effects
of trade agreements are only part of what induces foreign investments, and that trade agreements
boosts FDI above and beyond what might be attributed to the PTA-induced increase in market

size.”

We concur with this view of trade agreements as commitments to economically liberal
policies, which are costly to break and hence credible. They provide a means of reducing the

likelihood that the country's government will adopt policies that hurt the value of investments

7 The positive, statistically significant correlation between PTAs and FDI flows has been confirmed in more recent
analyses by, inter alia, Davis (2011), Leblang (2010), Manger (2009) and Ofa (2009), though cf. Peinhardt and Allee
(2012) for U.S. FDI (only).



and thus boost FDI above and beyond the direct economic effects of increases in market size.®
We argue, however, that the magnitude of the expected effect should depend upon the FDI host
country's domestic institutions. In other words, rather than think about domestic and
international political-economic institutions as affecting FDI independently, we argue for
thinking about inward FDI into developing countries as a joint function of domestic and

international institutions.

2.2. Existing Literature
on the Interaction of Domestic and International Institutions

The existing literature has, to our knowledge, neither theoretically nor empirically
examined the joint or interactive effect of domestic and international institutions on the
credibility of a government's commitments, especially commitments vis-a-vis private actors such
as foreign investors. Indeed, there is only a limited theoretical literature about the interaction

between international and domestic institutions.

Putnam's powerful image of the 2-level game (Putnam 1988; see also Mayer 1991)
spurred a substantial literature about the interplay of domestic and international politics, some of
which explicitly theorizes domestic and international institutions. Most work in this 2-level
games tradition has focused on the effect of domestic institutional constraints on the probability
and terms of international cooperation—institutions such as requirements for approval of any
international agreement by a cabinet and/or a legislature whose preferences may differ from the
country's representative in the negotiations that lead to the agreement (e.g., Evans, Jacobson, and
Putnam 1993; Meunier 2005; Odell 2000; Wolf and Zangl 1996). Research in this tradition has

tended to support the "Schelling conjecture" (Schelling 1980 (1960)) that domestic political

¥ This is not to say that overcoming problems of credibility that are impeding socially optimal outcomes for a
country is the only possible reason for governments to enter into PTAs (see, e.g., Limdo 2005; Limao and Tovar
2011).
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institutions that "tie" a negotiator's hands, as democratic institutions tend to do (albeit to varying
degrees), strengthen the negotiator's bargaining position over the terms of cooperation.” As
Milner and Rosendorff (1996, 1997) have shown, however, the theoretical logic underpinning
this conclusion becomes questionable when one introduces uncertainty into the model, thus

magnifying the credible commitment problem.

While most work in the 2-level game tradition has focused on how domestic politics and
domestic institutions affect international cooperation, some scholars have focused on how
specific characteristics of international institutions empower some actors vis-a-vis others in
domestic politics. Drezner and his collaborators (2003b), for instance, examine how a country's
government can use international institutions to overcome domestic opposition. In particular,
they argue theoretically and show empirically that international institutions allow "policy
initiators" in the executive branch to commit the country to a particular policy in ways that raise
the costs for other domestic political actors (the "policy ratifiers") to exercise their domestically
institutionalized rights to veto international agreements or block their implementation (see also
Moravcsik 1994; though cf. Paarlberg 1997). Martin puts the implementation of international
agreements front and center, but develops a different argument in her analysis of what allows
democracies to achieve extensive and deep international cooperation despite "supposed
handicaps" such as systems of representation that impair the ability to "'speak with one voice' on
foreign affairs" as "politics often do not stop at the water's edge" (Martin 2000:21). "The secret
of democratic success," she argues, "lies precisely in its supposed handicap" (2000:47), namely

that legislative involvement—or "interference"—in the foreign policymaking process ensures

? At the same time, such institutions have been shown to reduce the set of Pareto-improving bargains—the "zone of
possible agreements"—and hence reduce the likelihood of a cooperative outcome; see Mayer (2010).

11



that the commitments that the government undertakes vis-a-vis foreign countries will be credible

in the sense of being generally assured ratification and implementation.

As Snidal and Thompson show game-theoretically, a key issue is actually the
commitment problem of domestic stakeholders vis-a-vis each other. Here, the opportunity to
commit to a given policy via international institutions may help achieve mutually beneficial
(cooperative) outcomes because the policy initiators would otherwise refrain from even
proposing policies—even policies that benefit the ratifiers—out of a concern about political
opportunism by ratifiers who could otherwise gain more from opportunistic opposition to the
proposed policies than from a mutually beneficial policy change (Snidal and Thompson
2003:204f). This argument assumes a domestic political system that institutionalizes political
competition—a defining characteristic of democracy—and at least one veto point outside the
executive branch of government (though cf. Pevehouse 2003). At the same time, however, the
lack of domestic political constraints in non-democracies is often cited as the prime reason why
those regimes cannot make credible commitments (vis-a-vis anyone), which should make the
"use" of international institutions as a commitment device particularly attractive for autocracies
and least necessary for democracies. Currently, our theoretical models of democratic institutions

are not sufficiently precise to allow us to deduce some kind of net effect.

A more recent, explicit attempt to theorize the interaction of domestic and international
institutions is Biithe and Mattli's "institutional complementarity theory"” (2011), which
emphasizes the cross-national and cross-issue variation in the functional fit between domestic
and international regulatory institutions as a source of power and hence as an explanation for
global regulatory outcomes, i.e. for the terms of inter- or transnational cooperation or

coordination. Which features of domestic institutions are most advantageous (for stakeholders

12



from one country vis-a-vis their counterparts in another country) depends upon the nature of the
international institutions involved—an important point, given that the analytically salient
features of the international institutions are rarely made explicit in the literature on 2-level
games. An important (if rarely explicitly articulated) scope condition for the "Schelling
conjecture," for instance, is that agreements at the international level become binding on (or
substantially affect the interests of) stakeholders at the domestic level only after such agreements
have been ratified. By contrast, when decision at the international level affect domestic
stakeholders regardless of any domestic "ratification"—as Biithe and Mattli argue is increasingly
the case in global governance—the kind of domestic institutional fragmentation that might be a
source of power in a conventional 2-level games context, is likely to diminish a country's
influence in global rule-making because it impedes the efficient flow of information and

undermines the ability to speak with a single voice.

2.3. The Interaction of Domestic and International Institutions and FDI

The literature noted above has yielded important insights for the study of international
cooperation. At the same time, the existing literature has three important limitations. First, very
little research actually examines—theoretically or empirically—the interaction or (potential)
joint effects of domestic and international institutions. Second, the existing literature does not
focus on how institutions might overcome the credible commitment problems that arise from
time inconsistency problems rather than from institutional features of democracy itself (e.g.,
Martin 2000) or from the "anarchic" character of the international system (e.g., Lipson 2003).
Third and finally, the existing literature does not examine the effect of institutions on the

credibility of a government's commitments vis-a-vis transnational (private) actors.
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In this paper, we explore how domestic and international institutions interact in allowing
governments to make more credible commitments vis-a-vis foreign investors and thus attract
more FDI. To do so, we follow Cowhey (1993) in asking whether key characteristics of political
democracy at the domestic level reinforce or undermine the salient features of international
institutions for solving the most pertinent problem for inter- or transnational cooperation:
credible commitment problems caused by time-inconsistent preferences. Specifically, we ask
whether domestic democracy affects governments' ability to use international trade agreements

(PTAs) to enhance the credibility of their commitments to foreign investors.

Democracy as such does not constitute a commitment to fair treatment of foreign direct
investors. As noted in the introduction, foreign investors face political risks not faced by
domestic investors.'” As long as the median voter benefits from FDI (as recent research tends to
show), democratic leaders should want to attract and keep FDI. But this long-term incentive is
easily counteracted by short-term incentives to re-distribute the gains from the investment at the
expense of the non-voting foreign investors, and regular political competition creates strong
incentives for democratic politicians to focus far more on short-term benefits than long-term
costs.! Standard theoretical models of democracy are not sufficiently precise to allow us to have
strong expectations about the net effect. It need not be the case that democracies are on balance
more politically risky for foreign investors, but it certainly does not seem warranted theoretically

to equate democracy with lower political risks of discriminatory policies against foreign

10 Foreign investors might also have access to political protection from their home governments, using the channels
of international politics, which are not available to domestic investors, but home government support for "their"
multinationals or international investors is likely to be highly contingent (Krasner 1978; Tomz 2007), so that we do
not attempt to incorporate it into our theoretical discussion here.

" Democracy also creates electoral incentives for opposition parties to adopt xenophobic economic policy position
based on an assertion that the current government is favoring foreign investors over their own nationals/voters. For
a more optimistic view of democratic politicians' ability not to sacrifice long-term benefits for short-term gains, see
Barry (1985).
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investments. Nonetheless, we expect democracy to help countries alleviate their commitment
problems vis-a-vis foreign investors in conjunction with PTAs, which (following Biithe and
Milner 2008) we conceptualize as combining a substantive commitment to economically liberal
policies with features that make it more costly to renege on those commitment. Specifically, we
hypothesize that democracy boosts the positive impact of trade agreements on FDI for two
reasons, both of which emphasize several features of democracy working together. Our
theoretical argument thus goes against the tendency in much recent research to want to isolate a

single causally primary institutional feature of democracy.

First, the ratification of international treaties such as PTAs is more meaningful in
democracies, assuring foreign investors that the commitments enshrined in those treaties have
been made openly and with broad support after public scrutiny. Based on previous work, we
assume that PTAs are commitment devices because they bind the participating governments
under international law. A treaty is legally binding, however, only after it enters into force,
which usually requires ratification by the signatories.'*

Ratification, however, should make entry into force more meaningful for democracies
than for non-democracies. While democracies differ in their ratification procedure for
international treaties (Hathaway 2008), contemporary democracies generally have constitutional
requirements for treaty ratification by a body that is not part of the executive branch of
government—usually one or more chambers of the legislature. In democracies, legislatures are
by definition competitively elected, so we would expect the opposition to have every incentive to
use the legislature to keep a check on the government. As a consequence, the legislative debate

over ratification (and the media attention that it generates) should provide foreign investors and

'2 Multilateral treaties might not require universal ratification but specify a super-majoritarian share of the
signatories who must ratify before the treaty enters into force, initially only amongst the subset of those who have
then ratified.
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other observers with a wealth of information, including who the main opponents are of (any
particular commitments contained in) the PTA-to-be, how vigorously opposed the opponents are,
and how strongly supportive the supporters. Such information provision might be generally
welcomed by foreign investors because it reduces uncertainty, but it should be reassuring only if
the substantive information about domestic preferences is favorable (which, we have argued
above, is not a function of domestic political institutions as such).

When the informative ratification debate is followed by actual ratification, however, then
there must be a majority (often a super-majority) in favor of the commitment,"> which should
reduce the risk of reversal and thus assure foreign investors that the commitment will persist. By
contrast, in non-democracies, the legislature has little meaningful independence and ratification
occurs without real debate and scrutiny—if it is required at all. Government commitments of the
PTA type in a non-democratic domestic institutional context have thus not been vetted in the
same way and therefore are a greater risk of unexpected opposition later.

Moreover, liberal democracies have inherently a strong rule-of-law tradition, which again
makes ratification more meaningful. Consequently, even an opposition party that is originally
strongly opposed to an international trade agreement and proclaims that it wants to re-negotiate,
abrogate, or withdraw from the agreement (which of course is in principle possible, see Helfer
2005) will understand that its options for achieving such a change in the short run are limited.
The recognition that it is not feasible (in the short run) to escape from, or act contrary to, the
commitments enshrined in the PTA without being in overt violation of the country's obligations

under international law, should reduce the attractiveness of exiting the treaty. At a minimum,

" Issue linkage and other forms or political side-payments make it possible that ratification is achieved by merely
accommodating some of the opponents, but they must have been accommodated to the point where they can live
with the commitment—in full knowledge of what that commitment is.
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democracy thus ensures foreign investors of substantial advance warning of a change in the

pertinent commitments.

Second, defining characteristics of democracy—freedom of the press, freedom of
expression, and political contestation—increase the speed and quality of information that is
publicly available about (impending and actual) changes in policy, which in turn should boost
the effectiveness of international institutions as commitment mechanisms. Notwithstanding
considerable variation in press freedom among democracies (across countries and over time),
freedom of the press tends to be much higher for democracies than non-democracies,'* as should
be expected of one of the hallmarks of liberal democracy. It ensures more, better, and public
information about government behavior from an independent source. Freedom of expression
ensures that those who are (in danger of being) harmed by a (planned) policy change have the
opportunity to make their grievances publicly known. And political contestation creates
incentives for the political opposition to keep a close watch on the government and publicize
plans for policy change and actual changes that can be portrayed as detrimental to any domestic

stakeholders. It is the combination of all these features that makes democracy different.

As we noted in our discussion of ratification debates above, additional information—
especially the unbiased information provided by a free press—is surely generally valued by
foreign investors seeking to assess political risks (see also Jensen 2006: 7, 77f). These features,
however, should not lead to significant increases in FDI if the information thus revealed is not
favorable to foreign investors: The literature on the relationship between regime type and FDI

suggests both reasons why democracies might be more FDI-friendly than non-democracies, as

' See, e.g., Freedom House's "Freedom of the Press" rating (http:/www.freedomhouse.org/report/freedom-
press/freedom-press-2012, last accessed 7/2/2012) or the "Press Freedom Index" and "-Barometer" compiled by
Reporters sans Frontiers (http://en.rsf.org/, last accessed 7/2/2012).
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well as reasons why they might be more hostile to FDI, with no consensus over what to expect
on balance. While we therefore have no expectation regarding the net effect of democracy by
itself, we expect the combination of democracy with trade agreements to have an unambiguously

positive effect.

If freedom of the press, freedom of expression, and political contestation coincide with
trade agreements that commit governments to economically liberal economic policies, then the
additional information should make it easier for any interested party to identify violations of
those commitments. By facilitating the detection of any violation of a country's policy
commitments, political competition as well as freedom of the press and expression make it easier
for a country's partners in a trade agreement to punish such violations, making violations of the
commitments more costly in expectation than if the same commitments had been undertaken by
a non-democratic government. Even more importantly, these characteristics of democracy
increase the probability that any policy change that would violate the FDI host country's
commitments will be detected in advance (before the policies are implemented), allowing those
foreign investors, whose interests are threatened by the change, to bring pressure to bear on the
FDI host country ex ante (via FDI home governments or the foreign investors' domestic allies in
the FDI host country). The combination of domestic democracy and commitments to
economically liberal policies in international trade agreements thus should boost foreign
investors' chances of forestalling discriminatory policy change before it has a detrimental effect
on their investment. This, in turn, should increase foreign investors' confidence in these

commitments.

In sum, we hypothesize that democratic domestic political institutions amplify the effect

of international trade agreements on FDI because signing a trade agreement constitutes a
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commitment that is in the eyes of foreign investors even more credible for democracies than for
non-democracies. Consequently, we expect that countries with more PTAs will receive more
FDI than countries with fewer PTAs (or no PTAs at all), and that this effect will be stronger for
more democratic countries. In other words, democracy by itself might not significantly affect
FDI in a consistent matter, but it boosts the credibility of a country’s commitment in
international trade agreements, thus making a democracy that enters into a PTA more attractive
for foreign investors than a non-democracy that enters into a PTA. The flip-side of this
argument is that, among the countries with a certain number of PTAs, countries that are (or
become) more democratic might be expected to receive more FDI than countries that are (or
remain) less democratic. This leads us to two hypotheses regarding the interaction of these two

institutional factors:

H;: The more democratic a country is, the greater will be the positive effect of PTAs on its
inwards FDI.

H,: The positive effect of democracy on a country’s inwards FDI will be greater for a country
the more PTAs it has signed.

3. Empirical Analyses

To test the above hypotheses, we conduct statistical analyses of inward foreign direct
investment for all independent developing countries with a population of more than 1 million.
We restrict our sample to non-OECD countries because there are strong theoretical reasons to
believe—and empirical research shows (Blonigen and Wang 2005)—that FDI into developing
countries is a function of a different set of factors than FDI into advanced industrialized
countries. The first year covered by our analysis is 1970, the first year for which international

organizations such as the UN Conference on Trade and Development (UNCTAD) have collected
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comprehensive annual data on foreign direct investment flows into developing countries. The

most recent year for which we have data on both FDI and PTAs is 2009."

Our dependent variable, inward FDI, is the sum of direct investment undertaken by
foreigners in a given country during a given year, as a percentage of GDP.'® The data is taken
from the online version of UNCTAD's Handbook of Statistics, the source of the most
comprehensive data on FDI. We use FDI as a percentage of GDP to eliminate the need to

deflate our dependent variable and to make it comparable across countries and across time.

To study the interaction of domestic and international political institutions, we focus on
how a comprehensive measures of international trade agreements interacts with measures of
regime type (democracy). Our measure CUMULATIVE PTAs, from the new dataset compiled by
Edward Mansfield and Helen Milner (2012), records the number of bilateral and minilateral trade
agreements to which a country is a party by the end of the year for which the information is
recorded. For the developing countries in our sample from 1970 to 2009, this variable ranges

from 0 to 25."

To measure political democracy at the domestic level, we first use the dichotomous
measure of electoral democracy created by José Cheibub (originally with Alvarez, Limongi and
Przeworski and also known as "ACLP democracy"), which codes a regime as democratic if and

only if high political offices are chosen through fair and free contested elections where

' There have been 133 non-OECD countries in existence at some point in time between 1970 and 2009; our dataset
covers 125 of these 133 countries and most years during which any of them existed as independent countries.

' Inward FDI flows tend to be positive but can take negative values in years when foreigners withdraw more direct
investment than they undertake.

17 Since we interpret PTAs as commitments to liberal economic policies that are costly to break, we expect a
positive correlation with FDI. We include as a separate measure of a single though global-scope trade agreement a
dichotomous measure of formal membership in GATT and WTO: GATT/WT0 MEMBERSHIP (coded 1 for every year in
which a country is a member of GATT or WTO, see www.wto.org/english/thewto e/gattmem e.htm,
www.wto.org/english/thewto_e/whatis_e/tif e/org6_e.htm). The correlation with FDI should also be positive.
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alternation of leaders occurs.'”® Second, we employ the widely-used POLITY index, which
combines data on five aspects of domestic political institutions that capture the differences
between democracies and autocracies: (1) the competitiveness of the process for selecting a
country’s chief executive, (2) the openness of this process, (3) the extent to which institutional
constraints limit a chief executive’s decision-making authority, (4) the competitiveness of
political participation within a country, and (5) the degree to which binding rules govern political
participation within it."”” Aggregating these five components into the "Polity2" index results in a
21-point score (from —10 to +10) where higher values indicate more democratic domestic
political institutions. Neither measure is perfect, and correlations among them, while above 0.7,
are far from unity, which suggests that they are not in fact measuring the same thing (see also
Elkins 2000; Munck and Verkuilen 2002; Treier and Jackman 2008). Yet, they provide
reasonable and broadly comparable indicators of democracy, and they are the standard measures

used in the literature.?’

3.1. Empirical Analyses I: Differences in Average Inward FDI

As a first cut, we split the sample between democracies and non-democracies (the
columns in Figures 1 and 2).' We also split the sample into two sub-samples based on the

number of PTAs: country-years with a low number of PTAs and country-years with a high

' For details see Alvarez et al (1996), Cheibub (2007) Przeworski et al (2000).

' For details, see the Polity IV project website (http://www.systemicpeace.org/polity/polity4.htm, last accessed
7/20/2012); Gurr et al. 1989, and Jaggers and Gurr 1995.

2 n robustness checks, we also consider Freedom House's (FH) rating of countries as free, partly free, or not free,
based on FH expert observers’ answers to questions about the electoral process, political participation and the
functioning of government. This results in a FREEDOM score or 1, 2, or 3, where a lower score indicates a more
democratic political regime. This measure is widely used but has less comprehensive coverage and has been the
subject of long-standing controversy over transparency, reliability, and bias in how the measure is encoded.

2! Since our unit of analysis is the country-year and many countries in the sample experienced regime changes
during the time period covered by this analysis, we divide the sample based on observation-level information, i.c.,
we did not assume that any given country is in one column or the other for the entire period. However, for
consistency with the regression analyses reported below, we use the 1-year lagged values for democracy and PTAs.
The lag allows for a time delay between these hypothesized explanatory variables (democracy and PTAs) and their
stipulated effect on FDI. It also provides some safeguard against reverse causation.

21



number of PTAs.”> Since we have no theoretical reason to expect any particular threshold for the
number of PTAs, we use the median number of PTAs (two) to dichotomize the sample based on
this measure, so that the size of the two groups (the rows in Figures 1 and 2) are approximately
equal. These two two-way splits of the sample result in the 2x2 tables in Figures 1 and 2. We
then calculate, for all the country-years in each cell, the mean level of FDI (inwards FDI as a

percentage of GDP), as well as the standard deviation.

Our general theoretical assumption about PTAs suggests that average FDI should be
higher in the top row than in the bottom row. If, according to H,, democracies generally
attracted more FDI than non-democracies at a given level of PTAs, then—within each row—
average inward FDI should be higher in the cell on the right than in the cell on the left. Our main
focus in this paper, however, is to assess the hypothesis that the effect of PTAs on inward FDI is
conditioned by domestic political institutions and more specifically that democracy boosts the
effect of PTAs on FDI. In the dichotomous setting, this hypothesis (H;) might be simplified to
read: The positive effect of signing PTAs on a country’s FDI inflows will be greater for
democracies than for autocracies. If this hypothesis holds, we should observe a greater effect of

PTAs (top vs. bottom cell) in the democracy column than in the non-democracy column.
[ FIGURE 1 ABOUT HERE ]

Figure 1 shows the results when Cheibub's dichotomous measure is used to differentiate
between democracies and non-democracies. We find that countries with a high number of PTAs

generally attract more FDI than countries with a low number of PTAs.” This difference is more

22 Given the findings regarding signed PTAs versus PTAs in force, discussed below, we here report the findings for
PTAs in force, though the findings do not change in any consequential way if we use signed PTAs instead.

» More precisely, we find, with the country-year as the unit of observation: countries that were parties to a high
number of PTAs in the previous year attract more FDI than countries that were parties to a low number of PTAs in
the previous year—on average and controlling for democracy.
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pronounced for democracies than for non-democracies—as expected theoretically:  For
democracies, the estimated effect of a country increasing the number of its trade agreements
from a "low" number to a "high" number is an increase in inward FDI equal to almost 2.2% of
GDP. By contrast, the estimated increase for non-democracies is just over 1.8% of GDP. And
while the difference between the average for low PTAs and for high PTAs is strongly
statistically significant for both democracies and non-democracies (p < 0.00005), it is larger and
more significant for democracies. Looking at the findings the other way, we note that
democracy appears to have no effect in a low-PTA environment, whereas it increases FDI

inflows by more than 1/3 of a percent of GDP in a high-PTA environment.

Do these differences persist when we use the more multi-faceted measure of domestic
political institutions, POLITY? As shown in Figure 2, using a Polity2 score of 7 or above to
distinguish democracies from non-democracies yields even stronger support for H; than using
Cheibub's measure of electoral democracy: Countries with a high number of PTAs generally
receive more FDI, but this effect of PTAs is substantially stronger for democracies. Concerning
H,, we find that, among countries with few PTAs, regime type makes no statistically significant
difference, whereas among countries with a high number of PTAs, democratic countries attract

more FDI than non-democracies—and to a statistically significant extent.*

[ FIGURE 2 ABOUT HERE ]

 In the analyses using Cheibub's democracy measure, the difference between democracies and non-democracies in
the high-PTA environment just misses conventional thresholds for statistical significance, but in the analysis using
Polity, the difference is clearly significant at well below p < 0.05. Some scholars advocate also counting countries
with a Polity score of 6 as "democracies." Among robustness checks, we re-ran the analysis using this threshold,
which yielded substantively identical results. Analyses using Freedom = 1 to identify democracies (1973ff)
similarly find that the effect of PTAs is stronger for democracies and that there is a statistically significant difference
between democracies and non-democracies only in a high-PTA environment.
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These striking findings, which are robust to changes in the time period considered and to
exclusions of various countries that might be outliers, strongly support our argument. Most
importantly, the fact that the difference between the top and the bottom cell is greater in the
democracy column than in the non-democracy column suggests that democracy indeed boosts
the effect of PTAs on FDI (H;). The findings also suggest that PTAs have a more robust effect
than democracy: PTAs matter irrespective of regime type (albeit more so in democracies),
whereas democracy appears to matter only in a high-PTA environment. But most importantly,
they suggest that the effect of the international institutions is conditional on domestic
institutions—PTAs matter more in democracies—supporting our argument that we need to

theorize the joint or interactive effect of domestic and international institutions.

The analyses summarized in figures 1 and 2, however, suffer from several handicaps.
Most importantly, this approach does not allow us to control for other factors that previous
research has found to be significant determinants of FDI, such as political instability/violence or
the level of economic growth. If the variation in those factors is not entirely independent of our
main variables of interest, the above results might suffer from omitted variable bias. Moreover,
the above findings could be due to spurious correlation: The number of PTAs, the level of
democracy, and the amount of FDI going into developing countries have all generally trended
upwards during the time period covered here. More sophisticated statistical techniques are

warranted.
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3.2. Empirical Analyses II: Regression Models

3.2.1. BASELINE MODEL

FDI is also affected by other economic and political factors. To analyze the interaction
between international and domestic institutions while controlling for these other factors, we now

turn to regression analysis.

As a first step, we replicate Biithe and Milner's (2008) main model, which includes three
economic controls: the MARKET SIZE of the FDI host country, measured using the log of the
country's population; the level of ECONOMIC DEVELOPMENT, measured using the log of per capita
GDP in constant (2000) dollars; and, most importantly, economic opportunities or GDP GROWTH,
measured using the percentage change in the country's real GDP from the previous year. These
economic control variables enter with a one-year lag. In addition to their measure of PTAs,
Biithe and Milner (2008) include two further measures of international institutions (GATT/WTO
MEMBERSHIP and the number of the country's bilateral investment treaties, BITs), and two
additional political variables as predictors of FDI flows: Henisz's measure of preference-
weighted veto players, DOMESTIC POLITICAL CONSTRAINTS (a preference-weighted measure of
domestic political institutions, see Henisz 2000) and POLITICAL INSTABILITY, the composite
measure from Arthur Banks' dataset of political events that indicate political violence and

instability (Banks 1999).

The models we estimate in Table 1 include the same variables as Biithe and Milner's
main model, yet our dataset differs from theirs in three respects: First, our PTA measure is
drawn from the new, more comprehensive dataset of PTAs described above. Second, we extend
the analysis by seven years, which adds more than 800 observations, making our sample one

third larger. Third, in order to extend the temporal dimension of the analysis, we use the 2010
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update of Henisz' measure of DOMESTIC POLITICAL CONSTRAINTS. This measure not only extends
the time series dimension through 2007 but also incorporates Henisz's extensive revisions to the
coding of the earlier observations, which results in a measure that is correlated with the old
"POLCON" measure below 0.6 (for the developing countries in our sample covered by both the
2002 and 2010 release of the Polcon data). At the same time, it is more highly correlated with

measures of democracy than the old measure.

Following Biithe and Milner's estimation strategy, we pool data from all developing
countries but then conduct "within" estimations (OLS with country fixed effects)® since our
main theoretical interest is whether changes in international and domestic institutions (and hence
changes in their interaction) affect a given country's attractiveness to foreign direct investors, and
because preliminary tests showed that neither simple OLS on the pooled sample nor random
effects estimation is appropriate. All explanatory variables are lagged one period. Since the
dependent variable exhibits an upwards trend, we de-trend it to restore the Gauss-Markov
assumptions. Independent variables that exhibit a statistically significant trend are also
de-trended to safeguard against spurious correlation that arises from variables trending together
over time (e.g., Davidson and MacKinnon 1993:670-673; Wooldridge 2000:311ff, esp. 337f).
We use the "clustered" standard errors for within estimators proposed by Arellano (1987), which
are robust to both heteroskedasticity and autocorrelation and generally yield very conservative

inferences (see Kézdi 2004).

Model 1 simply re-estimates Biithe and Milner's main model, using SIGNED PTAS (the

cumulative number of PTAs signed by the country) as the measure of PTAs. We replicate their

» For a full technical discussion, see, e.g. Hsiao (2003) and Wooldridge (2010). Country fixed effects are
implemented at a preliminary stage using the "areg" command in Stata.
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key finding that PTAs boost inward FDI flows to a highly statistically and substantively

significant extent.”®

As we have discussed above, trade agreements become a legally binding commitment not
at the moment when they are signed but only after they have been ratified by the signatory states
and entered into force. Moreover, differentiating between the PTAs of democratic FDI host
countries and PTAs of non-democratic FDI host countries—based on the argument that
ratification is more meaning in democracies (an important part of the theoretical logic
underpinning our hypotheses)—only makes sense for PTAs that have entered into force. In
model 2, we therefore replace SIGNED PTAS with two separate measures: PTAS IN FORCE, the
cumulative number of the FDI host country's PTAs that have been ratified and entered into force,
and PTA4S, ONLY SIGNED, which records the number of additional PTAs (if any) that have been
signed but not yet entered into force.”” The estimated coefficients for model 2 show that PTAs
that have entered into force are driving the positive effect of PTAs on FDI. PTAs that have only
been signed result in no statistically significant additional increases in FDI flows, whereas PTAS
IN FORCE are a statistically and substantively significant predictor of FDL** The latter finding
persists virtually unchanged even when we drop the measures of international agreements that

have only been signed but not yet ratified.”

*® The positive coefficients, estimated for GATT/WTO membership and for signed BITs, both miss conventional
levels of statistical significance. The lack of statistical significance for MARKET SIZE and ECONOMIC DEVELOPMENT
is consistent with other within-country analyses (more than 97% of the variance in these variables is cross-
sectional). GDP GROWTH is strongly statistically significant, as in most economic analyses of FDI. The lack of
statistical significance for DOMESTIC POLITICAL CONSTRAINTS and POLITICAL INSTABILITY is discussed below and in
robustness checks.

7 While most trade agreements enter into force within two years after they are signed, some await ratification by the
signatory countries for numerous years.

* A similar distinction between BITS IN FORCE and BITs that have only been signed does not yield statistically
significant results for either of the measures. We nonetheless proceed with BITs-in-force in the model (see also
robustness checks).

¥ See Model 3; estimates for the model that only omits signed-only PTAs available upon request.
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One of the most notable findings in models 1 and 2 (beyond the strong estimated effect of
PTAs on FDI) is that the measure of DOMESTIC POLITICAL CONSTRAINTS (hereafter "POLCON"),
which had been the only consistently statistically significant measure of domestic political
institutions in Biithe and Milner's analysis (2008), is far from statistically significant. In fact,
POLCON remains insignificant when PTAs IN FORCE (or any other variable) is dropped from the
model.*® The finding that POLCON has no significant effect, while surprising in light of much of
the literature on FDI and not directly anticipated, is consistent with our theoretical discussion of
democracy since the desirability of an increase in policy stability due to a high number of veto
players should be largely a function of the desirability of that policy (which as such is not
determined by the number of veto players).

In light of its statistical insignificance, we drop POLCON from subsequent analyses, which

1.*!' Dropping POLCON also

barely changes the model fit but increases the efficiency of the mode
facilitates our analyses of measures of democracy, below, given the high collinearity between

POLCON and democracy.

[ TABLE 1 ABOUT HERE ]

3.2.2. DOMESTIC-INTERNATIONAL INTERACTION

Our analysis of the interaction between democracy and PTAs start from a model of the
following general form, which is a derived from model 2 after dropping the insignificant signed-

only international agreements and the insignificant measure of domestic political constraints:

FDI, =a, + B,PTA,  +y X1,  +..+y Xn, +¢,, (1)

it-1

% Model estimates available upon request.
! We discuss the omission of other insignificant variables in greater detail among robustness checks below.
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. where "PTA" is our measure of trade agreements in force and "Xlj.; ... Xnj.;"
represent any number of control variables, not including any measure of domestic political

institutions. We estimate this equation as model 3 in Table 1.

To assess our two hypotheses about an interactive effect of trade agreements and
democracy, we then add a measure of democracy (generically "DEM")—first by itself in

model 4, then jointly with an interaction term of the general form PTA*DEM in model 5:*

FDI, =a, +¢,DEM,

it-1

+BPTA, + B,(PTA* DEM),, + X1, + ..+ 7, Xn,_ + (i1)

In developing our theoretical argument about the interaction of international and
domestic institutions, we emphasized as one key reason the public scrutiny that international
agreements receive as part of a formal ratification process when ratification requires approval by
a competitively elected body that is separate from the government that negotiated the agreement.
We stipulated that democracies "generally" have such a ratification requirement, so that the
ratification logic might be considered to apply commonly to democracies. Data from Elkins and
Ginsburg's Comparative Constitutions Project allows us to examine this claim directly. Among
the advanced capitalist democracies of the OECD, only Italy's constitution provides for treaty
ratification by the Head of State (nominally part of the executive branch but highly independent
of the government). All others require ratification by one or more chamber of the legislature.
Among developing countries (to which our main analyses are restricted) there are only three that
did not require legislative ratification for any years during which they would have been
considered democracies by at least one of our measures. Specifically, Benin (1991ff) and

Somalia (until 1968 and thus prior to the beginning of our analysis) allowed for ratification by

> We include DEM in model 5 regardless of whether it is significant in model 4, because it is a component of the
interaction term.
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the Head of State; only pre-civil war Lebanon allowed for treaty ratification by the
government/cabinet collectively. This lack of variation in ratification requirements among the
democracies on the one hand makes it impossible to directly model the ratification logic
empirically. On the other hand, it implies that general measures of democracy indeed also
capture the ratification argument very well.>> We therefore proceed with estimating the models

noted above using POLITY as our main measure of democracy.

Model 3 estimates equation i for the sample of country-years for which data are available
for both PTAs and POLITY, which we use as our main measure of domestic institutions, so as to be
able to consider the gradations of democracy captured by POLITY. The estimated coefficients are
very close to those in model 2. When we add just POLITY in model 4, it is not statistically
significant. At the same time, adding POLITY barely changes the estimated coefficient for PTAs,
nor for any of the other variables (nor does it improve the model fit), suggesting that the simpler

model 3 is preferable to model 4.

Since some previous work has shown democracies to be more prone to signing PTAs,
however, it is possible that the inclusion of the PTA measure in the same model might obscure
the effect of democracy on FDI. Although the low correlation between polity and our measure
of PTAs makes it unlikely, we tested for this possible source of bias by re-estimating model 4
without the PTA variable (results not shown but available upon request). The omission of the
PTA wvariable increases the magnitude of the estimated coefficient for POLITY, but POLITY
remains some distance from standard levels of statistical significance (p < 0.218), and the

omission reduces the model fit, suggesting again that model 3 is preferable.

33 Ratification requirement for international treaties are much more varied for non-democracies. And alhough the
data from the Comparative Constitutions Project show that many of them also have constitutional provisions
requiring legislative ratification, such provisions are hardly meaningful if the legislature is not an independent
political body. See http://www.comparativeconstitutionsproject.org/data.htm (last accessed 7/2/2012).
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In model 5, we then include PTAs IN FORCE, POLITY, and the product of these two
variables (PTAS*POLITY), along with the standard controls. This is the main model for assessing
the interaction of domestic and international political institutions, and the previous analyses
suggest that it should be interpreted in comparison with model 3. Since higher values for POLITY
indicate more democratic domestic political institutions, our theoretical argument led us to
expect a positive coefficient for the interaction term. This is indeed what we find. While the
estimated effect of PTAs in force (now to be interpreted as the estimated effect when POLITY = 0)
remains substantial and statistically highly significant, we estimate a significant positive
coefficient for the interaction term—as well as a smaller, negative, and statistically insignificant
coefficient for POLITY itself. The model also registers a small improvement in fit over model 3
(the estimated coefficients for the other variables are barely changed). Substantively, these
statistical findings suggest an additional boost in FDI for PTAs entered into by more democratic

countries.

Given that both POLITY and PTAS IN FORCE are continuous variables, however, the net
effect and its statistical significance are difficult to assess based on the estimated coefficients.
Proper assessment of hypotheses 1 and 2 requires calculating the marginal effect for each of the
variables conditional on the other along with confidence intervals based on the variance-

covariance matrix (Brambor, Clark, and Golder 2006; Franzese and Kam 2007).

Figure 3 displays the marginal effects for PTAs, conditional on domestic regime type as
measured by POLITY, based on the estimates from model 5. It shows that PTAs do not have a
statistically significant effect on inward FDI flows for the most autocratic governments (regimes
with a detrended Polity score below about —2.5), but otherwise have a significant positive effect

on FDI, which increases as countries become more democratic—almost doubling in magnitude
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for the most democratic countries vis-a-vis what had been estimated as the average effect in

model 3.
[ FIGURE 3 ABOUT HERE ]

The findings summarized in Figure 3 provide strong support for hypothesis 1: The more
democratic a developing country becomes, the more does the entry into force of a PTA boost the
level of FDI it receives. Put another way: The effect of international institutions is conditional

on a country's domestic institutions.

What about hypothesis 2? Does the reverse argument hold, so that the effect of
democracy on FDI depends upon the international institutional context, specifically the number

of PTAs to which the country is a party? Figure 4 explores this issue.
[ FIGURE 4 ABOUT HERE ]

It shows the marginal effect of democracy (POLITY regime type), conditional on PTAs.
The upwards slope is consistent with hypothesis 2. In striking contrast to Figure 3, however,
zero (which would imply no effect) is within the 95% confidence interval throughout the entire
range of the conditioning PTA variable. In other words, while model 4 taught us that democracy
has no universally observable statistically significant effect on FDI, model 5 leads us conclude
that, although the effect of democracy appears to be increasing in the number of a country's
PTAs, the estimated conditional effect of democracy is never statistically clearly distinguishable
from zero at any level of PTAs. Put another way: At no level of PTAs will an increase in a
country's level of democracy (as measured by Polity) increase the level of FDI it receives to a
statistically significant extent, though the estimated effect is strong enough to be statistically

significant if we were to use the 90% confidence threshold.
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3.3. Robustness Checks

We conduct four sets of robustness checks. First, we ask whether model 5 is correctly
specified. Equation (i) above (estimated as model 3) is essentially a restricted version of the
model shown in equation (ii), which we estimated as model 5. The latter, however, is itself a
restricted version of the fully unrestricted model in equation (iii), which would imply that regime
type conditions the entire structural relationship between the hypothesized explanatory variables

and FDI:

FDI, =a, +9.DEM, , + BPTA, , + B,(PTA* DEM),  +7,X1,_, +6,(X1*DEM), , + ..+ y,Xn,_ +0,(Xn* DEM),  +v,., (iii)

We should draw conclusions from the estimated coefficients for models of type (ii) only
if model (ii) offers an improvement in fit vis-a-vis model (i)—as we have shown to be the case
for model 5 vis-a-vis model 3—and if estimating equation (iii) does not offer a significant
further improvement over model (ii). As a first robustness check, we therefore estimated the full
unrestricted model with POLITY as our measure of democracy. The results confirm that equation
(i1), i.e., model 5 in Table 1, is superior to the fully unrestricted specification: The other
interaction terms are neither individually nor jointly significant, and there is no improvement in

the model fit from the additional interaction terms in equation (iii).**

As a second robustness check, we use an alternative empirical operationalization to deal
with the econometric issues in our panel analyses: error correction models (see, e.g. De Boef and
Keele 2008). In those models, we focus on the estimated impact propensities for PTAs,
democracy, and their interaction (and the long-run propensities implied for these variables by the
estimated coefficient for the lagged dependent variable in those models). The analyses using

error correction models confirm our main results: PTAs by themselves have in all models a

** Detailed estimates for the full model available upon request.
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statistically highly significant positive effect on FDI; democracy (measured by Polity) has no
statistically significant effect on FDI when it enters into the model by itself (with or without
PTAs in the model), but becomes jointly significant when it enters together with an interaction

term.35

As a third robustness check, we re-estimate all the above models using the 3-category
Freedom House score as an alternative measure of domestic political institutions (democracy).
Table 2 shows the main models using the Freedom House measure, FREEDOM instead of POLITY.
FREEDOM is encoded such that lower values indicate more democratic political institutions, so
that we expect negative coefficients on FREEDOM and the INTERACTION TERM. Using this
alternative measure of democracy, we confirm again the main findings from the analysis using
POLITY. Most importantly, we find that PTAs boost inward FDI significantly more strongly in
democracies than in non-democracies, and there is again no indication that the full unrestricted

model is warranted.>¢

[ TABLE 2 ABOUT HERE ]

As a final robustness check, we consider various changes in the model and sample. We
drop statistically insignificant variables, such as our measures of market size and level of
economic development, individually and jointly, and add further measures that previous research
suggests might be predictors of FDI flows. We also omit countries with exceptionally high

levels of FDI inflows, which might make them outliers (or more importantly, influential points)

33 The most notable difference when using the ECM specification to test our hypotheses empirically occurs in the
estimated coefficients for some of the control variables: In error correction models, BITs and POLITICAL
INSTABILITY are generally at least weakly significant, which led us to keep them in the models shown above.

3% The most notable difference when comparing the estimates for FREEDOM in models 4' and 5' to the estimates in
models 4' and 5' (using POLITY) is that FREEDOM is weakly statistically significant by itself (in model-4- and model-
4-type models), though that finding is statistically fragile: omitting PTAs from model 4, for instance (results not
shown but available upon reugest), renders FREEDOM insignificant. PTAs and the interaction, by contrast, remain
robustly significant.
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and alter starting- and ending dates of the time series. None of these changes affect our main

results of strong support for hypothesis 1 and weaker support for hypothesis 2.

4. Conclusions

In this paper we have asked how international and domestic political institutions interact
to affect flows of direct foreign investment into developing countries. Governments face time
inconsistency problems, which may reduce inward FDI because potential investors worry about
the credibility of promises not to take measures that would devalue the investments. But
governments can overcome or reduce these problems and thus increase inward FDI with the help
of institutions that tie the hands of governments so that it is more costly to renege on their
promises later on. Both international and domestic institutions matter. International institutions,
specifically trade agreements, can perform this function. Having preferential trade agreements
helps countries attract foreign investment. In this paper, we have shown that this effect persists
even when a more comprehensive set of PTAs is taken into account and the time series are
extended, increasing the sample size by 1/3 over previous analyses, but most importantly we
have shown that domestic institutions matter as well. The impact of trade agreements on FDI is
increased when countries are more democratic. Democracy at home can be used in combination
with international institutions to enable governments to enhance the credibility of their
commitments. Although we do not find an effect for domestic regime type by itself, we show
that in combination with international trade agreements, democracy indeed matters. These
results strongly underline the importance of politics and institutions for economic activity, and in

particular for development.

These findings also have interesting implications for the current literature and future

research. First, research in both security studies and IPE has during the last two decades
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examined domestic political institutions and specifically regime type as an explanatory variable
for a range of phenomena in world politics. Few, however, have systematically examined the
interaction between domestic and international institutions. Our findings that domestic
institutions influence the effect of international institutions underline that this interaction is a
fruitful avenue for future research. Research on "two-level games" is an important starting point
for such work, but our work suggests that there is much promise in more systematically

theorizing interactive or joint effects of domestic and international institutions.

Second, recent research has suggested that governments can use international institutions
to boost the credibility of commitments that they make to each other. Our finding that
governments of developing countries can increase inward FDI by committing themselves to
economically liberal policies through PTAs suggests that governments also can use international
institutions to boost the credibility of their commitments vis-a-vis private actors in the
international political economy. Domestic and international institutions can both provide
mechanisms for governments to enhance the credibility of their policies. Private actors such as
investors—whether domestic or foreign—can use the political institutions in a country to assess
a government's likely behavior, and thus make decisions about investments. Political institutions
may play additional roles then in influencing economic growth, in part by providing better

information.

Third and finally, our findings have important policy implication for those who seek to
improve the investment climate and thus increase investment and economic growth in
developing countries. We have shown not only that international trade institutions can be
constructed to help leaders attract investment and thereby increase economic growth, but also

that their effect may be increased by having more democratic political institutions at home. This

36



finding first of all highlights how interconnected foreign trade and investment have become in
the world economy. Many international economists today recognize this important linkage
(Brainard 1997; Helpman, Melitz, and Yeaple 2004; Markusen 2002), but scholars of
international political economy has been slower to do so, often treating the two as separate areas
of investigation. Furthermore, this suggests that, in some ways, democracy and globalization can

fit comfortably together.
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Table 1

Regression Results, International and Domestic Institutions

model 1 model 2 model 3 model 4 model 5
Signed PTAs 0.237™
(.0709)
PTAs, only signed 0.141
(.183)
PTAs in force 0.256™ 0.227™ 0.225™ 0.226™
(.0659) (.0640) (.0648) (.0639)
PTAs i.f. * Polity 0.0337™
(.0158)
Polity -0.0150 -0.0123
(.0177) (.0173)
Domestic Political -0.430 -0.450
Constraints (.604) (.609)
GATT/WTO 0.711 0.711 0.735 0.756 0.732
Membership (.497) (.502) (.500) (.503) (.502)
Signed BITs 0.0118
(.0133)
BITs, only signed 0.0241
(.0328)
BITs in force 0.00617 0.00527 0.00499 0.00403
(.0159) (.0155) (.0156) (.0156)
Political Instability -0.0144 -0.0144 -0.0150 -0.0158 -0.0147
(.0114) (.0115) (.0117) (.0117) (.0117)
Market Size 1.55 1.50 1.57 1.50 1.57
(1.99) (1.99) (1.99) (1.99) (1.99)
Economic 0.379 0.405 0.483 0.443 0.518
Development (.845) (.844) (.830) (.833) (.815)
GDP Growth 0.0998" 0.0990™ 0.108™ 0.108™ 0.107™
(.0392) (.0391) (.0393) (.0393) (.0395)
constant 2.77e? 2.99¢e7 -1.27e° -1.28e? 0.0127
(2.67€79) (2.64€7) (1.44e7) (1.44e7) (.0107)
R? +0.0446 +0.0449 +0.0462 +0.0463 +0.0479
n 125 125 125 125 125
N 3376 3376 3355 3355 3355

Note: OLS estimates with Arellano (1987) heteroskedasticity- and serial-correlation-robust (clustered) standard errors in
parentheses. "p < 0.1; ™ p < 0.05; ™ p < 0.01; two-tailed tests. Analysis covers 1970-2007, subject to data availability.
All variables de-trended, except GDP growth. R2? shows the additional variance explained after 31.5% (models 1-2) and
31.4% (models 3-5) of the variance has been explained by country fixed effects and linear trend (implemented in advance
via "areg" command, with "absorb(country)" in Stata 12).
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Table 2
Main Models with Freedom House Regime Type Measure and Interaction with PTAs

model 3' model 4' model 5'
PTAs in force 0.248™ 0.255™ 0.248™
(.0648) (.0639) (.0626)
PTAs in force * Freedom -0.248"
(.102)
Freedom -0.284" -0.288"
(.151) (.149)
GATT/WTO Membership 0.612 0.621 0.615
(.544) (.541) (.540)
BITs in force 0.000573 0.00109 0.00131
(.0175) (.0173) (.0172)
Political Instability -0.0196 -0.0166 -0.0163
(.0133) (.0128) (.0128)
Market Size 2.18 2.30 2.41
(2.57) (2.52) (2.53)
Economic Development 1.06 1.06 1.11
(1.12 (1.10) (1.09)
GDP Growth 0.0985" 0.980™ 0.0986"
(.0414) (.0411) (.0413)
constant 3.11e70 3.63e10 0.0117
(1.29¢e79) (1.29e79) (.00905)
R? +0.0444 +0.0452 +0.0468
n 124 124 124
N 3125 3125 3125

Note: OLS estimates with Arellano (1987) heteroskedasticity- and serial-correlation-robust (clustered) standard errors in
parentheses. " p < 0.1; ™ p < 0.05; ™ p < 0.07; two-tailed tests. Analysis covers 1973-2007, subject to data
availability. All variables de-trended, except GDP growth. R? shows the additional variance explained after 32.6% of the
variance has been explained by country fixed effects and linear trend (implemented in advance via "areg" command, with
"absorb(country)" in Stata 12).
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Democracy
(Cheibub measure)

NO YES
3.29 3.65
HIGH
2 (7.22,N=1137) (3.87, N=766)
|_
- 1.47 1.46
Low ) :
(3.94, N=1580) (2.01, N=580)

Figure 1: Mean annual inward FDI as a percentage of GDP 1970-2009, by regime type
and dichotomized level of PTAs (PTAs split at the median: low = 0 - 2; high = 3 and
more). Standard deviation and number of obs for each cell in parentheses.
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Democracy

(Polity)
NoO YES
3.09 3.76
HIGH
2 (6.93, N=1323) (3.61, N=635)
|_
- 1.48 1.40
Low : )
(3.77, N=1789) (2.01, N=353)

Figure 2: Mean annual inward FDI as a percentage of GDP 1970-2009, by
dichotomized regime type and dichotomized level of PTAs. Only country-years with a
Polity2 score of 7 or higher counted as "Democracy" observations (where Polity?2 is a
scale from -10 to +10); PTAs split at the median: low = 0 - 2; high = 3 and more.
Standard deviation and number of obs for each cell in parentheses.
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Marginal Effect of PTAs as a Function of Polity
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————— 95% Confidence Interval

Figure 3
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Marginal Effect of Polity as a Function of PTAs
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Marginal Effect of Regime Type
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Figure 4
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