UNIVERSITY OF CALIFORNIA,
IRVINE

The Rule of Law and Foreign Direct Investment ia Beveloping World

DISSERTATION

submitted in partial satisfaction of the requiremsen
for the degree of

DOCTOR OF PHILOSOPHY

in Political Science

by

John Seth Alexander

Dissertation Committee:

Associate Professbarles Anthony Smith, Chair
Professor Dorothy Solinger

Professor Nina Bandelj

2014



© 2014 John Seth Alexander



DEDICATION

To

Alison and Roy

ii



TABLE OF CONTENTS

LIST OF FIGURES

LIST OF TABLES

ACKNOWLEDGMENTS

CURRICULUM VITAE

ABSTRACT OF THE DISSERTATION

Chapter 1: Introduction and Literature Review

Chapter 2: The Rule of Law and Foreign Investment
Chpater 3: How Investors Contend with a Weak Réileagv
Chapter 4: The Rule of Law and Foreign Direct Inresnt in China
Chapter 5: Conclusion

Bibliography

Interviews

ii

Page

Vi

viii

Xi

26
84
129
158
168

194



Figure 2.1:
Figure 2.2:
Figure 3.1:
Figure 3.2:
Figure 3.3:
Figure 3.4:
Figure 3.5:
Figure 3.6:
Figure 3.7:
Figure 3.8:
Figure 3.9:

Figure 3.10

Figure 3.11:
Figure 3.12:
Figure 3.13:
Figure 3.14:
Figure 3.15:
Figure 3.16:
Figure 3.17:
Figure 3.18:

Figure 3.19:

Increases

LIST OF FIGURES

Page
Relative Impact of Different Rule ofviL&/ariables 43
Marginal Effects of Expropriation ongdortance of Contract and Property Rts 50
Effect of BIT with U.S. on FDI as Caaxtt and Property Rights Increase 95
Effect of BIT with U.S. on FDI as Phgali Integrity Rights Increase 95
Effect of BIT with U.S. on FDI as thelR of Law Increases 97
Effect of Time BIT in Force on FDI aser@iract and Property Rights Increase 97
Effect of Time BIT in Force on FDI asyBical Integrity Rights Increase 98
Effect of Time BIT in Force on FDI &tRule of Law Increases 98
Effect of BIT Strength on FDI as Contrand Property Rights Increase 99
Effect of BIT Strength on FDI as Phgsimtegrity Rights Increase 99
Effect of BIT Strength on FDI as thddRof Law Increases 101
. Effect of Number of SEZs on FDI as Cact and Property Rights Increase 101
Effect of Number of SEZs on FDI as $it§l Integrity Rights Increase 102
Effect of Number of SEZs on FDI asfhde of Law Increases 310
Effect of Number of EPZs on FDI as act and Property Rights Increase 103
Effect of Number of EPZs on FDI as $t§l Integrity Rights Increase 104
Effect of Number of EPZs on FDI asfhde of Law Increases 410
Effect of Total Number of EPZs on F3IContract and Property Rts Increase 105
Effect of Total Number of EPZs on F3IPhysical Integrity Rights Increase 106
Effect of Total Number of EPZs on F8Ithe Rule of Law Increases 106
Effect of Contract and Property Rt9=@1 as Level of Econ. Development

109



Figure 3.20: Effect of Physical Integrity Rights BBI as Level of Economic Development
Increases 110
Figure 3.21: Effect of Respect for the Rule of LamvFDI as Level of Economic Development
Increases 110
Figure 3.22: Effect of Contract and Property Rights=DI as Market Size Increases 111
Figure 3.23: Effect of Physical Integrity Rights BBI as Market Size Increases 111
Figure 3.24: Effect of Respect for the Rule of LamvFDI as Market Size Increases 112
Figure 3.25: Effect of Contract and Property Rights=DI as Economic Growth Increases 112
Figure 3.26: Effect of Physical Integrity Rights BBI as Economic Growth Increases 113
Figure 3.27: Effect of Respect for the Rule of LamvFDI as Economic Growth Increases 113
Figure 3.28: Effect of Immigrant Density on U.S. I3 Contract and Prop. Rts Increase 116
Figure 3.29: Effect of Immigrant Density on U.S. I3 Physical Integrity Rights Increase 116
Figure 3.30: Effect of Immigrant Density on U.S. I3 the Rule of Law Increases 117
Figure 4.1: Contract and Property Rights: 19819919 129
Figure 4.2: Physical Integrity Rights in China 1981999 133
Figure 4.3: Contract and Property Rights in Chimthe 2000s 144
Figure 4.4: Physical Integrity Rights in China 2600 146
Figure 4.5: China’s GDP Growth in the 1990s 148
Figure 4.6: FDI Inflows to China in the 1990s 149
Figure: 4.7: FDI Inflows to China in the 2000s 155

Figure 4.8: U.S. FDI in China, 1990s to 2010 156



LIST OF TABLES

Page
Table 1.1: FDI Inflows to Developing Countries 196®010 4
Table 1.2: Total FDI Inflows by Region in Millioref U.S. Dollars 4
Table 1.3: Unequal Distribution of FDI in the Deseing World 21

Table 2.1: Rule of Law and FDI in Developing Coiggrl984 — 2010: Aggregate Rule of Law,
Contract Protection, and Control of Corruption 37

Table 2.2: Rule of Law and FDI in Developing Coiggrl984 — 2010: Physical Integrity Rights,

Workers’ Rights, and Judicial Independence 38
Table 2.3: Relative Importance of Different RuleLaiv Elements 41
Table 2.4: Standardized Variables 2 4

Table 2.5: A Closer Look at Physical Integrity RighContract and Property Rights, and FDI 48

Table 2.6: Marginal Effect of Expropriation on Intnce of Contract and Property Rights 50

Table 2.7: Rule of Law and FDI without Top Recigi€@ountries 53
Table 2.8: Rule of Law and FDI without Top Recigi€@ountries cont. 54
Table 2.9: Controlling for Population Size 56
Table 2.10: Controlling for Population Size cont. 57
Table 2.11: Domestic Conflict, the Rule of Law, ol 58
Table 2.12: Domestic Conflict, the Rule of Law, &l cont. 59
Table 2.13: Political Risk, the Rule of Law, andIFD 60
Table 2.14: Political Risk, the Rule of Law, andIFDnt. 61
Table 2.15: Rule of Law and FDI with AR-1 Correctio 63
Table 2.16: Rule of Law and FDI with AR-1 Correcticont. 64

Table 2.17: Rule of Law and FDI with Random EffdaisCountry 65

vi



Table 2.18: Rule of Law and FDI with Random EffdatsCountry cont. 66

Table 2.19: Survey vs. Population Comparisons 70
Table 2.20: Industrial Sectors and Type of FDI 71
Table 2.21: Mean Level of Importance of Country @leteristics When Deciding to Engage in
FDI 77
Table 2.22: Relative Importance of Different Rufekaw Elements for FDI 81
Table 3.1: Direct Effect of Formal and Informal Stitutes on U.S. FDI to Dev. World 92
Table 3.2: Direct Effect of SEZs, EPZs, and othgpés of Zones on U.S. FDI to the Developing
World in 2007 93
Table 3.3: The Relationship between the Rule of LR&rsonal Relations, and FDI in the
Developing World — Host-Country Immigrants in theSU 115
Table 3.4: Factors that Can Mitigate the Risk ofa/Rule of Law 122
Table 3.5: Relative Importance of Different Souroetnformation about a Country’s Rule of
Law 123
Table 4.1: Number of Joint Ventures vs. Wholly Odii@reign Enterprises 1990s 141

Table 4.2: Number of Joint Ventures vs. Wholly Odii@reign Enterprises 2000s 152

vii



ACKNOWLEDGMENTS

This dissertation would not have been possible aiththe help and hard work of my
committee, family, and friends. First and foremlosbuld like to thank the members of my
dissertation committee who provided me with invaleahelp throughout the process. In
particular | want to thank Tony Smith, my committdeir, for his consistent support throughout
my time at UCI. Early in my time at UCI Tony game an article that began the journey into
comparative public that would eventually lead to digsertation. He has been my consistent
advocate and | would not have made it here withauat His advice was always spot-on and his
words always honest and assuring. | would alsstiikthank Dorie Solinger. |took a class with
Dorie years ago and expressed an interest in Ghiegal system. Since that time | have
consistently received emails from Dorie with ad&lbooks, and ideas relating to China’s legal
system. Her expertise was critical in helping menderstand China and her kind words were
always reassuring. Finally, I would like to thadina Bandelj who was always there to answer
my questions about the literature or stats. Nioa/a work on foreign direct investment served
as a jumping off point for the insights of my didagon and opened my eyes to an entirely
different way to think about foreign direct investmt and social interaction. Her inclusion on

the committee was one the best decisions | madé amdorever grateful for her help.

During my time at UCI | received financial suppfyam the Center for the Study of Democracy,
the School of Social Science, and Political Scidbepartment and | am greatful to each for
allowing me to complete my research. In particulould like to thank John Sommerhauser
for always answering my endless questions, makealuthe forms were signed, and being a

source of support during trying times.

viii



| would also like to thank the friends | made atlUCTalking over problems and brainstorming
ideas with these people helped me immensely iptbeess of formulating, researching, and
writing my dissertation. In particular, | wouldé to thank Josh Gellers, Bron Tamulis, Robert
Nyenhuis, Jenny Garcia, Chris Stout, Peter Milderother win for team democracy!), and Albert
Wolf. I'would like to extend a special thank yauKris Coulter for always being there for me

during some very challenging circumstances. tmbuld not be here without your support.

| must also thank my family: Mom, Dad, and Marywant to thank my Mom for always
supporting me, encouraging me, and ‘holding goodigihts’ for me. | want to thank my Dad
for instilling in me a love of politics and | mustank my sister for making me laugh and

understanding me better than anyone else.

Finally, my deepest thanks goes to my wife Alisad aon Roy. Alison’s love, support, and
kicks in the butt made this dissertation possibfeu believed in me when | did not believe in
myself and | could not have done this without y&oy, you are the world’s greatest and cutest

motivator. Thank you for showing me what is impottin life.

ix



CURRICULUM VITAE

John Seth Alexander

2005 B.A. in Government University of Redlands
2010 M.A. Political Science University of Califia, Irvine
2014 PhD Political Science University of Califanlrvine

FIELD OF STUDY

Comparative Politics, Public Law, International iRchl Economy

PUBLICATIONS

Review of Randall Peerenboom and Tom Ginsburg (€dsy and Development of Middle-
Income Countries: Avoiding the Middle Income Trislew York: The Cambridge University
Press, 2014.aw and Politics Book Revievol. 24 No. 7.



ABSTRACT OF THE DISSERTATION

The Rule of Law and Foreign Direct Investment ia Beveloping World

By
John Seth Alexander
Doctor of Philosophy in Political Science
University of California, Irvine, 2014

Associate Professor Charles Anthony Smith, Chair

Foreign direct investment (FDI) is an inciegl/ important part of the world economy.
Foreign investment is especially important in depelg countries where it can make up for a
lack of domestic capital, increase tax receiptprove employment, and hopefully lead to
economic development. Given the potential impartanf foreign direct investment it is
important to understand why some countries reasigee foreign investment than others. This
dissertation examines the role a country’s resfgedhe rule of law plays in its ability to attract
FDI. Using regression analysis | find investorsfer countries that protect contract, property,
and physical integrity rights. At the same timayitries with a weak rule of law are still able to
attract FDI. Using the results of an original synof U.S.-based CEOs, phone interviews,
statistical analysis, and a case study of Chiaaguie investors use personal relationships with
business partners and government connections teedtie uncertainty created by a weak rule
of law. Furthermore, investors prefer personaltrehships more than formal rule-of-law

substitutes like bilateral investment treaties sjpelcial economic zones.
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Chapter 1: Introduction

In 1978 the 30,000 people living in Shenzhen, @lworked primarily as fishermen. The
city exported virtually nothing and contributedlétto the Chinese economy, but by 2010 nearly
11 million people would call Shenzhen their pernmar®me. Countless more Chinese would
migrate in and out of the city to work in one ofeBkhen’s new factories, producing products
sold all over the world including Apple’s iPhoneglDlaptops, and Nike shoes. These workers
would become part of the $4 billion in foreign dirénvestment (FDI) based in Shenzhen.
Beginning in 1979 and continuing to the presentl WBuld transform Shenzhen from an
underdeveloped fishing village into a center faernational trade and manufacturing. In 2010,
Shenzhen’s exports totaled $250 billion and thestibod as China’s fourth largest economy
with $400 billion in international trade passingahgh the city. Shenzhen'’s spectacular growth
and transformation are indicative of broader chareggerienced throughout the developing
world. Indeed, Shenzhen’s transformation embaitiestory of modern economic
globalization. Beginning in the 1980s countrie®tighout the world lowered barriers to trade,
lowered taxes, and increased incentives to forgigestors all in an effort to jump-start
economic growth.

Developing countries seek out FDI for a numbeteaons including increased
employment, technology and skill spillovers, anct@ased exports, all of which contribute to
economic growth. FDI increases employment in hoahtries by creating new facilities and
new jobs. In 2009 FDI contributed to 7.9% of enyphe@nt in the developing world as a whole
and nearly 10% of employment in South East Asia@QIND 2012, 33). The presence of these
firms in developing countries can also lead to medhgical innovation through reverse

engineering (Cheung and Lin 2004; Hale and Long208s well as through the direct transfer



of technologies to domestic firms through vert@atl horizontal connections during the
production and distribution process (Javorcik 206#st countries can also benefit from the
expertise workers gain as employees of multinatioogporations (MNCs) when domestic firms
hire these skilled workers and take advantageeaif gxperience (Gorg and Strobl 2005;
Markusen and Troflimenko 2009; Poole 2007). Takayether, increased employment and the
resulting spillover effects can increase economietbpment and ultimately help reduce
poverty.

FDI also benefits host countries by increasingogtep as many firms choose FDI to
produce goods for sale or use in markets outsile DI can increase a host-country’s exports
when firms export resources, final products, odpicd components (Zhang and Song 2000, 389-
390). Multinational firms, like oil companies, chnost a host-country’s exports by extracting
and processing oil for sale to other countries.nivirms use FDI to produce goods like shoes
or clothes at lower costs, which are then shippexisas to markets like the United States.
Finally, firms use FDI to produce one componera pfoduct, such as a microchip, which is
then shipped to another country for final assemfllye effect of FDI on exports varies by type
of investment as some FDI is designed specifidallyroduce goods for sale in the . However,
on the whole, FDI can increase a host-country'oespand boost its economy by improving its
trade balance and generating foreign exchangeddet6, 30-31).

Between 1980 and 2010 foreign direct investmebt)Hows to the developing world
increased by over 8000 percent, from $9 billio§7d9 billion (World Development Indicators
Online (WDI)). As a result, FDI has become an elgger part of the world economy as private

capital becomes the central feature of internationvastment (Jensen 2003, 589). However,



great disparity exists in the allocation of FDI argaleveloping countries, with just ten countries
receiving 56% of all FDI to the developing world.

Table 1.1 demonstrates the remarkable growth inté-the developing world over the
past 30 years. In 1984 a total of $15.5 billicmwiéd into developing countries, by 1990 this
number was up to $30.5 billion, by 2000 FDI inflowsre up to $181 billion, and by 2010 $513
billion. Over this period, FDI to the developing sbincreased twice as fast as FDI to
developed countries. At the same time, the gramthlocation of FDI within the developing
world is varied. Table 1.2 highlights regionalfdiences in FDI. Throughout the past thirty
years Asia and Latin America have received the rabdt while other regions have lagged
behind. Table 3 helps to demonstrate the grepadty in FDI inflows across the developing
world. The top five recipients of FDI in each déeaccounted for approximately half of all FDI
inflows to the developing world. Amazingly, durittys time period the seventy-one countries
outside the top twenty only accounted for about %l FDI inflows. Understanding the
sources of this inequality is important given thigaal role FDI plays in the developing world,
where countries rely heavily on outside investmemhake up for a lack of domestic capital
(Asiedu 2002, 107).

The importance of FDI to host-country economid3l'$-growing role in the world
economy, and the unequal distribution of FDI arothredeveloping world make understanding
the determinants of FDI critical. Existing theorfesus primarily on economic factors, like
wages, market size, and trade policies, as weglbasgcal factors like democratic institutions and
political stability. More recently, scholars havegoin focusing on the role of the rule of law and
legal institutions in helping to attract FDI (e.§taats and Biglaiser 2011). There are strong

theoretical reasons to expect a stronger rulevolacourages FDI, by suggesting host



governments can credibly commit to enforcing castrand protecting property (Haggard et al
2008, 207; Staats and Biglaiser 2011, 2-3). Yatralver of countries with comparatively weak
respect for the rule of law continue to attract FTHis suggests the relationship between the rule

of law and FDI may be more complex and varied taholars originally suggested.

Table 1.1: FDI Inflows to Developing Countries

Year Average Net Inflows
1970-1974 $1.8 Billion
1975-1979 $5.4 Billion
1980-1984 $10.1 Billion
1985-1989 $14.2 Billion
1990-1994 $48.6 Billion
1995-1999 $138 Billion
2000-2004 $165.1 Billion
2005-2010 $465.1 Billion

Source: Net Inflow data from WDI 2014

Table 1.2: Total FDI Inflows by Region in Millioraf U.S. Dollars

Region 1980s 1990s 2000s
Asia 47,485.9 540,338.8 1,119,062.8
Latin America 36,594.4 378,068 798,733
MENA 14,750.5 39,184.7 520,193
Sub-Saharan 7,799.8 44,229.8 244,018
Africa
Post-Soviet 00.0 39,359.3 400,167

Source: UNCTAD 2014

| argue that the rule of law plays a critical rolehelping countries attract FDI by
reducing uncertainty, protecting investments, aadling it easier for investors to engage in
long-term planning. Additionally, | contend couag with a weak rule of law are able to attract
investment because investors rely upon persoratioakhips with business partners and
government officials to provide them with the sakmels of benefits the rule of law provides. In
particular, personal relationships provide investasith information about how to operate in the

host-country’s market and provide assurances tivaistments will be protected. This reduces

4



the investors’ uncertainty and improves their &ptio plan for the future, which makes it easier
for them to invest.

To test this argument | combine quantitative andlitptive analysis. | use regression
analysis to test the importance of the rule offawFDI to developing countries between 1984
and 2010. These analyses focus on FDI from balethire world and from the United States.
The first data set contains over 2000 country-yémervations and over 100 countries, while the
United States dataset contains nearly 800 obsens#ind covers sixty-five countries. The
conclusions of the quantitative analysis are sugpdoy the results of a survey of seventy-three
U.S CEOs who engage in FDI, and phone intervieviis fifteen CEOs, lawyers, and business
association workers familiar with the FDI procegsnally, | use a case study of China to
examine more closely the mechanisms that undegla$isociations established by the statistical
analysis.

Outline of the Project

| divide the dissertation into five chapters. Togening chapter introduces the topic and
reviews the relevant literature. In Chapter 2ldntify the importance of different rule-of-law
elements for FDI using both statistical analysid #re results of an original survey of U.S.
investors. The statistical analysis tests the mamce of five elements of the rule of law:
contract and property rights protection; judicradeépendence; control of corruption; workers’
rights; and the protection of physical integritgiris. These elements are central to most
definitions of the rule of law and testing theirgact on FDI helps to clarify our understanding
of the relationship between the rule of law and.FDhis analysis is the first step in the process
of developing an understanding of why some cousitrigh a weak rule of law are able to attract

FDI. A survey of U.S. investors supports the casrns of the statistical analysis. In



particular, investors consider the rule of law éodm important factor when deciding to engage
in FDI and investors are specifically concernedudloontract, property, and physical integrity
rights.

Chapter 3 again uses statistical analysis ancegussults, this time to begin explaining
why countries with a weak rule of law are ablettoagt FDI. This chapter examines whether or
not certain formal institutions substitute for aakeule of law. The statistical analysis uses
interaction effects to test whether the presendslaferal investment treaties (BITs) or special
economic zones (SEZs) increase FDI in countriel avitveak rule of law. The chapter also tests
whether or not a country’s level of economic oppoitly (defined as market size, level of
economic development, and level of economic grow#m) increase investment in countries with
a weak rule of law. Finally, the chapter examiwégther or not personal relationships can help
increase FDI where the rule of law is weak. OveGihapter 3 demonstrates that formal
substitutes do not help countries with a weak ofilaw attract FDI. Instead the statistical
analysis points to the importance of economic opaty for mitigating a weak rule of law.
Additionally, both the statistical analysis andvayr results support the theory that investors use
personal relationships to overcome a weak rulawf |

Chapter 4 is a case study of China. This chag#éstifies and explains the mechanisms
underlying the associations found in the statisacalysis. | examine how investors build
personal relationships, the benefits of personatiomships for investors, and how conditions in
a country drive investors to form personal relaglops. At the same time the chapter highlights
the important role economic opportunity plays ia thvestment process. The chapter compares
FDI in China in the 1990s and 2000s. Splittinghgse two time periods allows me to examine

how changes in China’s rule of law alter the impnce of personal relations for FDI. The



analysis reveals that personal relationships peoindestors with similar protections to the rule
of law, but the importance of personal relationstdpclines as the domestic rule of law
improves.

Chapter 5 concludes the dissertation. This chdggdlights the importance of personal
relationships around the developing world and sstggghe role of personal relationships in FDI
is not unique to China. The chapter also highight implications of my findings before
concluding with some thoughts on the relationsbigisveen formal and informal institutions.
Defining FDI

FDI comes in a variety of different forms all of iwh involve the transfer of private
capital from a firm to a location outside the fisfiome nation. Examples of FDI include the
purchase of existing firms in a host-country orbladding of new factories. Any transfer that
gives a MNC at least 10% control over the firmhe host-nation qualifies as FDI. Anything
short of 10% is referred to as portfolio investm@). Examples of portfolio investment
include smaller stock purchases and loans fromcesusther than the parent firm. Unlike FDI,
portfolio investment is very mobile and can entad &eave a country quickly. Though the
distinction between FDI and PI, established byithernational Monetary Fund (IMF), is
somewhat arbitrary it stands as an internatiorraltypgnized standard.

FDI can be further divided into resource-seekefficiency-seeking, and market-seeking
(Cohen 2007, 66-71; Dunning 1988, 13). These diusiare useful because investors may
respond to different factors when making investnuaisions based on the type of investment
they are planning to make.

Resource-seeking FDI focuses primarily on theagtion of natural resources for use in

production elsewhere (Brouthers et al. 1996, 360is type of investment generally occurs



outside of population centers and relies on a hastn’s infrastructure to help export the
resources. Efficiency-seeking FDI looks to use atiges of the to lower the cost of
production. For example, a company investing ircefiicy-seeking FDI may choose to locate a
production facility in a with low labor costs telp decrease the overall cost of production
(Brouthers et al. 1996, 360). Finally, market-segrDI endeavors to sell products and services
within a (Brouthers et al. 1996, 360). While edficy-seeking and resource-seeking FDI are part
of a vertical production structure, market-seely is horizontal in nature (See Blonigen
2005, 393 for more on horizontal vs. vertical prctiin). This means, for the most part, that the
entire production process takes place within the .
Traditional Deter minants of Foreign Direct | nvestment

In order to explain why some countries attracterfelD| than others political scientists
and economists have focused primarily on econgpailicy, and institutional variables.
Research points to the importance of certain factach as level of economic development,
market size, and rate of economic growth as impogaonomic determinants. Scholars also
identify a country’s openness to trade and levaagfital account openness as two policy factors
that help determine FDI levels. Finally, more r@bescholars have noted the importance of
political institutions, like democratic governmentsattracting FDI. Underlying these variables
is a belief that investors are rational cost-bémaéiximizers who use the values of these
variables to determine whether a country is wartlesting in. However, some criticize this
theory by pointing out it assumes that investorgehaccess to the information necessary to
accurately measure these variables (Bandelj 200B¢se theories were built, in large part, upon
analyses of stable, developed countries whereubssible to obtain accurate information.

However, this assumption of accurate informatioasdieot hold for all the countries in the



world. Many countries exist under conditions (sasha weak rule of law) that make it difficult
for investors to engage accurate in cost-beneélyars.
Economic Conditions

Economic variables have consistently proven tceetsagnificant influence on FDI, so
much so that they are now routinely included agrotsin models seeking to explain FDI. One
study (Edwards 1990) found economic variables enpthnearly 60% of the variation in FDI to
developing countries. Among the economic variad&4 and GDP per capita are included in
virtually every study of the determinants of FDthase of their consistently strong positive
association with FDI (e.g. Oneal 1988; Schneider farey 1985; Tsai 1994). Scholars use these
variables to measure the size of a ’'s market. eéfifgrvels of both measures signal a robust
market. The impact of economic conditions depemdthe type of FDI. Firms seeking out new
markets for goods are likely to be attracted tontoes with a high GDP, while those seeking to
produce goods for exports are likely to look fadaleveloped countries. Countries with lower
GDP and GDP per capita represent a market withrlgagts now and greater potential for
growth in the future, making them attractive ta@éncy-seeking FDI (Edwards 1990 and
Jaspersen et al. 2000).

The previous level of FDI in a country is anotbhensistent predictor of current FDI (e.qg.
Biglaiser and DeRouen 2006; Jensen 2003 and 2@g6am and Emmert 2004). FDI entails
large sunk-costs which make it hard to remove F@hfa country once an initial investment is
made (Staats and Biglaiser 2011, 610). As a rasugtlikely that investors will continue to
invest in areas of previous investment. Furtheemprevious investment in a country suggests
existing knowledge of that country’s business aual system (Jensen 2006, 45). Since these

systems can vary from country to country it is oféasier to reinvest in areas where this



knowledge has already been gained than have tare-It in a new country. Finally, in order to
maximize the benefits of FDI, companies may chdodecate new investment in countries
where they already have invested elsewhere onghpply chain (Jensen 2006, 45). For
instance, a computer manufacturer may choose &dd@computer assembly plant in the same
country it produces microchips in order to saveéransportation costs by reducing how far the
chips must travel before they are added to the coeng.

Among the macroeconomic indicators, the least@osiss exists around the role Real
GDP per capita growth plays in attracting FDI. ®ostudies have identified a positive
relationship between growth and FDI (Tsai 1994;t&aga et al 1998; Li and Resnick 2003;
Tuman and Emmert 2004). This variable capturesuatcy’s level of economic growth and this
may help explain the conflicting results. A grogi@conomy results in higher wages, which are
actually harmful to FDI seeking to use a host-coutd produce goods more cheaply. At the
same time, firms who look to sell products overseasld be more attracted to a growing
market with more consumers able to buy their prtsluc

Labor costs are another factor capable of affgdtie level of FDI. Higher labor costs
are negatively associated with FDI because thegase the cost of doing business (Cole et al
2009; Kumar 1994; Tsai 1994). These studies ta@average wage rate to measure the cost of
labor. Once again the type of investment playd@in the importance of an economic
determinant of FDI. Wages have the greatest impaéiDI that seeks out low-cost labor. Tsai,
for instance, focused on investment in least dgexacountries during the 1970s and 1980s and
finds wages had a negative effect on FDI. Investrirethese countries during this time period
generally sought to exploit low labor costs and enaske of low skilled labor. Likewise, Cole et

al. (2009) look at the difference in FDI betweeniaas Chinese provinces. They find higher

10



wages negatively effect FDI and attribute this @fte a desire by investors to take advantage of
low skilled labor (Cole et al. 2009, 1508). Stgdikat fail to find any effect of wages on FDI
use a combined measure of FDI that does not sepamafirms that seek low-cost labor from
those that seek out higher skilled (meaning higiagd) labor. For example, Li and Resnick
(2003) look at the change in the cost of labor,dtlgpsizing that sharp increases in labor costs
would deter investment. However, their measuretsstatistically significant. Loree and
Guisinger (1995) also use a wage variable to pfokjabor cost, but it is not statistically
significant. They argue this is a result of theedsity of their sample and that because wage rate
may mirror the skill-level of the workforce withdher skilled workers getting paid more. This
suggests the influence of wages may vary basebeotype of investment. Since Loree and
Guisinger’s (1995) dependent variable capturesde wange of FDI, including basic
manufacturing and high-tech assembly, the effetalwdr costs may be distorted (295).
Conversely, both Tsai (1994) and Cole et al. (203@) samples that more naturally control for
the type of investment.
Economic Policies

A country’s economic policies can also alter &edl of FDI. Trade and trade policies are
both used to capture a government’s opennessamational trade. In general the literature
finds that investors prefer countries that are nogren to trade, have lower tariffs, and fewer
capital controls. Positive trade balances (Ts@4)@nd higher total levels of trade (Biglaiser
and DeRouen 2006) are both positively associatéud kDI, as they signal an overall
environment conducive to international trade. Bmdther hand, specific policies like
restrictions on capital mobility make it harder fiovestors to enter a market, exit a market, or

both, all of which have a negative effect on FDagtanga et al 1998 and Li and Resnick 2003).
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The relationship between tariffs and FDI is mormpbcated because tariffs have the potential
to affect different types of FDI in different way&or instance, market-seeking FDI may be
positively associated with high tariffs becauseséhBINCs decide to produce in the host-country
in order to avoid paying an import tariff (Brainak@93; Carr et al 2001; Gastanga et al 1998).
Once established in the host-country, these corepamain also enjoy the protection of the tariff
from outside competition. Other types of FDI thequire imports for production and/or produce
goods for export may be negatively associated gh tariffs raise their cost of doing business.
Chantasasawat et al (2010) find support for thgsi@ent by comparing FDI in Latin America
with that in East Asia. In Latin America, wherenkets are more developed and tariffs are
generally higher, FDI is positively associated witgh tariffs. In East Asia, where markets are
less developed and production costs lower, FDegatively associated with high tariffs. While
Chantasasawat et al (2010) do not disaggregatgpleyof FDI the structural differences between
the two regions and the differing effects of tariéin FDI level suggest that different types of
FDI respond differently to tariffs.
Institutions

Institutional checks provide investors with a clkdeicommitment that the government
will not renege on its original promises to protestestment. Limits on executive power and
strong courts are two often-cited ways to geneaateedible commitment. The rule of law limits
the executive to only creating law through a stamg@actice, typically through the legislature.
Research also links increasing the number of velatp in a political system to both economic
growth and FDI (Henisz 2000). Veto points are poimithin the political process that can stop a
given action, like the expropriation of propertylore veto points makes it more difficult to

carry out a certain action and this creates a chadke government.
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However, democracy and elections do not necegsandport the logic of credible
commitments and economic growth. Theoreticallynderatic elections should provide the
ultimate check on government behavior by threatggmvernment officials with removal should
they renege on their promises. In practice, howexadence of the effect of democracy on
economic growth and FDI is mixed. Some scholasst@onegative association between FDI
and democracy (e.g. Huntington 1968; O’'Donnell 2948nan and Emmert 2004). These
scholars argue authoritarianism improves investrhenause authoritarian regimes are better
able to limit labor unrest and protect propertyno#her group of scholars contend the opposite.
Their research shows democratic regimes increagstiment because of a host of secondary
benefits that flow from democratic governance.rh\Eaork by North (1990) and North and
Weingast (1989) established the theoretical basithfs belief. These authors argue democratic
institutions provide investors with a credible coitment that government leaders are
constraining their own power. More empirical sugpfor this argument comes from large-N
studies of FDI flows (e.g. Jensen 2003 and 2006¢hiind that increases in the level of
democracy (measured using Polity IV scores) ineéd3l inflows (Jensen 2006, 84-88). While
Jensen’s work establishes a link between demo@agdy~DI inflows it does not tell us what
aspects of democracy affect FDI. Li and Resni€lO®8) parse this relationship somewhat and
find increases in FDI are associated with increasése protection of property rights. These
protections are seen as a by-product of demochat\gre also possible under other regime
types, meaning democracy may not be necessargdmgases in FDI. Biglaiser and DeRouen
(2006) come to a similar conclusion finding an irseerelationship between the risk of
expropriation and FDI, controlling for the level@mocracy. This means investors care more

about the outcome (expropriation) than they do atmuinstitution (level of democracy). These
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works suggest the general intuition of the creddaenmitment argument is true, but that the
commitment can be made without a general commitrieedémocracy.
The Rule of Law and Foreign Direct | nvestment

The political science and economic work focusinghanrole of institutions in
determining FDI levels suggests that the rule wf$hould be important for FDI. Existing work
on the rule of law and FDI comes in two forms. Tin& are studies that explicitly try and
determine the impact of the rule of law on FDI Isyng aggregate measures of the rule of law,
such as the World Bank’'s World Governance IndicatWGI) Rule of Law measure. The
second are more traditional studies of the deteantgof FDI, which include in their analysis
measures for variables that, depending on oneisitieh of the rule of law, capture parts of the
rule of law. The former studies suggest that the of law, in a general sense, is important for
FDI investment, but because they are aggregati@sdo not make it clear what elements of the
rule of law matter the most. The latter studiempi the fact that certain elements of the rdle o
law may be more or less important than othersdbutot explicitly compare different elements
of the rule of law with one another.

The aggregate studies primarily use two measurégeaule of law. One is the WGI's
Rule of Law measure, which purports to measure étttent to which agents have confidence in
and abide by the rules of society, and in partictida quality of contract enforcement, property
rights, the police, and the courts, as well adikatihood of crime and violence” (Kaufman et al.
2009, 6). The other is the International CountiskFGuide’s (ICRG) Law and Order Index
which measures the strength and impartiality ofléigal system and popular observance of the
law (ICRG Online). These two measures are peraejiiased measures that seek to capture the

on-the-ground reality of the rule of law in a pautar country. Asiedu (2006) uses the ICRG
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measure to assess the effect of the rule of laallancoming FDI in 22 sub-Saharan African
countries between 1984 and 2000, and finds it ¥ laastatistically significant impact on FDI.
Substantively, Asiedu finds an increase in resfiedhe rule of law, from the lowest level in
Nigeria to the highest level in South Africa, wouhdbdestly increase FDI (Asiedu 2006, 70-74).
Conversely, Chantasawat et al. (2010) use the IGR®W and Order variable to see its effect on
all FDI inflows to East and Southeast Asia andi.&merica between 1985 and 2002. Here the
rule of law variable is not significant in any médpecifications, perhaps suggesting that the
importance of the rule of law may vary by regioanfet al. (2009) look at the determinants of
all inward FDI to 120 developed and developing ¢oaa between 1982 and 2001. They find
the ICRG’s variable to be statistically significamtd to have a positive effect on FDI (Fan et al
2009, 859-860). Additionally, they run separatedeis with individual measures of elements of
the rule of law. These models find the elemetis déixecutive constraints (measured using the
Polity IV data on barriers to entry, nature of siion, and selection of government officials),
level of democracy (measured using Polity IV dasay] corruption (using the ICRG’s
corruption index) to be insignificant. The authatsibute this difference to the slow changing
nature of the Polity data and to the fact thatugation may actually facilitate FDI (Fan et al.
2009, 858). Mengistu and Adhikary (2011) use th@IWheasure of the rule of law to test the
effect of good governance factors, like the ruléa®f, on all FDI into 15 countries in Eastern,
Southern, and Southeastern Asia between 1996 & Zhey find the rule of law to have a
statistically significant positive effect on FDNaude and Krugell (2007) also use the WGI rule
of law measure to compare the effect of policyatales, geographic variables, and institutional
variables on FDI into 44 African countries in falifferent time periods: 1971-75, 1976-80,

1981-85, and 1986-1990. They too find the rul&awaf variable to be statistically significant.
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Overall, nearly every study finds the aggregatesuess of the rule of law are positively
associated with FDI.

In addition to these aggregate studies there aterder of other studies, which look at
different elements of the larger rule-of-law concelpor instance, providing security or ‘law and
order’ first became a part of our understandinthefrule of law during the enlightenment
(Belton 2005, 10-11). Security can range from préwng crime to the prevention of civil
conflict. At every stage lawlessness and insegchialve a negative impact on society by
diverting resources and reducing the ability ofividlials to plan for the future. Collier (1999)
makes the point that civil conflict is particularggative because of the adverse consequences
for economic development.

In the determinants of FDI literature, insecurgyften measured as political instability.
General measures of instability take into accowrdréety of acts that may cause instability.
Edwards (1990) finds an aggregate measure of ifistgbcluding irregular transfers of power,
coups, and coup attempts) negatively affects FD).(Likewise, Schneider and Frey (1995)
measure instability as demonstrations, riots, efrilassassinations, coups, and civil war and find
it negatively impacts FDI (173). More specific rmaees look at the composite elements of these
aggregate measures. For example, Tuman and Erf266rt) consider the impact that deaths
due to revolutionary movements and the numberod$ hhave on FDI (17). Each variable has a
negative effect on FDI. Most of these works shiheesame underlying theory for why
instability is bad for FDI: instability reduces thecurity of property rights (Schneider and Frey
1985, 166; Tuman and Emmert 2004, 14lowever, this calls into question the utilitythe

political stability measure. If stability is imgant because it leads to secure property rights,

! Some of these works either provide no explangtomvhy they are including political stability (i.&dwards
1990) or simply state instability is potentiallycbfor investment without explaining why (i.e. LicaResnick 2003).
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then the real variable of interest is the secwitgroperty rights and not political stability. iEh
can be problematic when the political stabilityighte is included in a regression equation with
other variables designed to capture the securipraperty rights.

Some scholars also link protecting human rightsyapart of the rule of law, to FDI.
Several definitions of the rule of law, particulathose used by NGOs, include the protection of
human rights in their understanding of the ruléa@f. The most prominent example is the
United Nations’ defintion, also used by USAID, whioegins defining the rule of law as: “a
principle of governance in which all persons, ingtons and entities, public and private,
including the State itself, are accountable to ldves are publicly promulgated, equally enforced
and independently adjudicated, and which are ctamdisvith international human rights norms
and standards” (UN 2004). Research focuses og thipes of rights that affect economic
development and FDI: personal integrity rights,edion rights, and workers rights (Apodoca
2001; Tuman and Emmert 2004; Mosely and Uno 280shton and Blanton 2007).

A small body of literature deals directly with teiect of human rights on FDI. Blanton
and Blanton (2010) investigate the how respecp&sonal integrity rights, labor rights, and
education rights determine U.S. investment in aneetbping world. Unlike most studies of the
determinants of FDI, Blanton and Blanton (2010klabthe differences in determinants across
different types of FDI. This disaggregation is omjant because different types of investment
may view rights protection differently. Each modsesta different theoretical expectation about
how they would treat human rights. Briefly, resmiseeking investment generally seeks low-
cost labor and therefore would be expected to htleeconcern for human rights. The
relationship between efficiency-seeking FDI andhtsgs dependent on how the firm realizes its

efficiency gains. When these gains occur throlghuise of low-cost labor the expectation is for
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little support of human rights (Blanton and Blan&10, 6-8). However, when firms tap into a
's stock of highly skilled labor to make efficienggins, human rights are more likely to be
supported. Finally, market-seeking FDI is mostlykto support better human rights (Blanton
and Blanton 2010, 6-8). First, market-seeking E&erally involves the use of highly skilled
workers, which means a need for education. Secnck the firm’s customers are located in
the the firm has an incentive to generate and taiaia positive identity with the society as a
whole. Lastly, unlike many types of resource-seglDI, market-seeking FDI is generally
located near or within major population centerskimgit harder for the firm to detach itself
from the pressures and issues of society at-lafgpe. authors find statistical support for their
hypotheses about the effect of human rights orriehééng investment across different sectors
of the economy.

Corruption can have a negative impact on theatilaw’s ideal of equal protection and
due process. It can harm FDI by increasing thé aiodoing business for investors and
increasing uncertainty. Weingast called the rdlew, “a set of stable political rules and rights
applied impatrtially to all citizens” (1997, 249Dicey’s second characteristic of the rule of law
also dealt with equality. He wrote, “when we speakhe ‘rule of law’ as a characteristic of our
country, we mean not only that with us no man wvalthe law, but (what is a different thing)
that here every man, whatever be his rank or cmglits subject to the ordinary law of the realm
and amenable to the jurisdiction of the ordinatyunals” (Dicey 1915, 189). Corruption
undercuts development by removing predictabilipnfrthe legal system. Without equal
enforcement of laws, investors are unsure what Eppdy. It also means that government
institutions cannot be relied upon to consisteatiforce the laws. This makes corruption costly

for businesses, as they must seek other meansai@wemgreements privately or pay-off corrupt
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officials. All of these practices drive up the tokdoing business in a country regardless of
whether a business is forced to pay a bribe or not.

Theoretically, corruption can negatively impactlFy reducing efficiency, raising costs,
decreasing productivity, and increasing instabiléyy. Wei 2000; Habib and Zurawicki 2002).
However, empirical results have been mixed on gion’s impact on FDI with several studies
concluding that corruption actually facilitates HOd.g. Wheeler and Moody 1992; Egger and
Winner 2005). Corruption can help investors byeskping paperwork, providing them access to
government contracts, and generally facilitate tess in countries with inefficient
bureaucracies (Tanzi and Davoodi 2000). Corruptay help FDI but hurt economic growth
because it allows foreign investors and corruptiafis to benefit at the expense of domestic
firms.

The concept of judicial power underlies most dabns of the rule of law. As a part of
his larger definition of the rule of law, Carothamsludes the importance of courts: “The central
institutions of the legal system, including coupsysecutors, and police are reasonably fair,
competent, and efficient. Judges are impartialiaddpendent, not subject to political influence
or manipulation” (1998, 96). Fallon (1997) ideie five elements of the rule of law one of
which says, “courts should be available to enfeheelaw and should employ fair procedures”
(9). Finally, of Raz’s eight principles of the eubf law four deal with the courts (1979, 7-9).
Powerful courts are capable of providing a creddaeamitment to investors that their interests
will be protected once investments are made. Galsb provide a venue where investors can
turn to ensure their property rights are proteeted contracts are enforced. For this to work the
court must be powerful. Judicial power, like théerof law, is a complex concept open to many

interpretations. The judicial politics literatyveints to the important role courts play in ensgirin
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government officials live up to their legislativeomises (Landes and Posner 1975, 879; North
and Weingast 1989, 819) and larger political ager@em(Finkel 2005, 2008; Ginsburg 2003).
Likewise, courts also act as effective enforcenme@thanisms for agreements between citizens
(North 1990; Olson 1993).

One study has attempted to measure the direat effgudicial institutions of FDI.
Staats and Biglaiser (2011) use three measuresttthie effect of what they call judicial
strength/rule of law. These are judicial indeperae impartial courts, and the protection of
property rights. The variables are tested indepetiyland as a composite using both U.S.
inflows to Latin America and Global inflows to LatAmerica as their dependent variables. All
the variables have a statistically significant efffexcept for judicial independence in the model
using U.S. inflows to Latin America as the dependmmiable. These results suggest that
judicial power is important in attracting FDI.
FDI and a Weak Rule of Law

Table 1.3 demonstrated the unequal distributiofamong developing countries. A
number of the top recipients of FDI also have af waak respect for the rule of law. This raises
the question of why investors choose to invesoumndries with a weak rule of law. The
literature suggests two possible explanationsstRine standard political science and economic
explanation for FDI (reviewed above) focuses onahalysis of costs and benefits during the
decision-making process. Under this view, a wegd of law is added to list of costs, which are
weighed against potential benefits like market sizthe chance for economic growth. If the
benefits outweigh the costs then the firm will iszeHowever, a weak rule of law increases
costs in ways much different from other potentsitérs such as the cost of labor or tax rates. A

weak rule of law presents investors with the clmgléeof managing uncertainty. Uncertainty
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presents a unique set of problems for investoitsabraplicates their standard cost-benefit

analysis.
Table 1.3: Unequal Distribution of FDI in the Deweing World
Country 1980s 1990s 2000s
Top 5 52% 59% 48%
Top 10 71% 74% 63%
Top 20 92% 88% 80%
Remaining 71 8% 12% 20%
Countries

Source: UNCTAD 2014

Formal Substitutes

Since investors need certainty in order to plaseé@ms likely they would search for
substitutes for the rule of law in countries witiveak rule of law. Both host-countries and
home-countries have worked to develop formal ingtihal substitutes for a weak domestic rule
of law. These include signing bilateral investmieaaties (BITs) between host and home
countries and the creation of special economic Z¢8EZS).

Bilateral investment treaties are formal agressbetween two countries that provide
investors with a number of different benefits. &énclude requirements of national treatment
(not favoring domestic firms over foreign-ownedris), protection against expropriation, and
requirements for openness to capital transfersndibese agreements, host countries can
overcome deficiencies in other areas and boost ditieactiveness to investors. These BIT
commitments are seen as more credible than thestmneemmitments because the BITs
typically include an enforcement mechanism to emsompliance. Formally stronger BITs
should then lead to a greater increase in FDI tbanally weak BITs. Hallward-Driemeier
(2003), Tobin and Rose-Ackerman (2005), and Ya¢Re68) all fail to find a relationship

between FDI and BITs, while other studies by Sadaand Sullivan (2005) and Neumayer and
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Spess (2005) find a positive relationship betwéenttvo. One scholar suggests this results from
investors being unaware of the provisions founBlifs (Yackee 2008). A look at the data on
cases brought before one of the main arbitratoB Bfdisputes shows an increase in disputes
arising from BITs, but that the total number ofemasemains low. While low caseloads may
suggest that investors simply do not have a needidpute resolution, this may also indicate
investors are underutilizing the arbitration prasms found in BITSs.

In addition to signing BITs, host-countries cre@tZs to help attract FDI. SEZs attract
investors in a number of different ways. Primatilgse zones attract investors by allowing for
tariff free export and import, streamlined regutgitprocesses, tax reduction or exemption, and
improved infrastructure. At the same time, som&<Séifer investors greater property and
contract protections than typically found outside tone (Wang 2009; 2013). These extra
guarantees may provide investors with greater denfie that their investments will be
protected. Unfortunately, investors must rely lom $ame domestic legal institutions to enforce
these new guarantees. This means SEZs offer deojugeprotections than domestic laws, but
may not necessarily offer these protections intprac
Personal Relations

While governments establish formal rule-of-law stithites like bilateral investment
treaties, investors themselves may look to estaltisir own substitutes for the rule of law.
Personal relationships represent a possible sutesthat investors can establish themselves.
Previous research has established that during tfnescertainty, people prefer to do business
with those with whom they have a personal relatigmgDimaggio and Louch 1998). Applying
this logic to FDI, scholars have argued that peakoglationships can mitigate the uncertainty

created by significant political, economic, andiabchange such as occurred during the opening
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of China to the West (Weidenbaum and Hughes 198&)aring privatization in former
communist countries (Bandelj 2002, 2008). Persolationships do this, these scholars have
posited, by providing investors with knowledge atiie 's political, economic, and legal
systems (Bandelj 2008, 117).

| draw upon the economics and business literatiorasgue this same logic can be
applied to countries with a weak rule of law. Eieconomic historians have identified the
important role personal relationships played inegaing economic activity prior to the
development of laws and formal institutions (Ndt890). While the Law and Development
school of economics argued for the importance ohéd legal institutions for economic, the
transaction cost economics stresses the role ofirdl institutions in facilitating economic
processes (Williamson 1990). Business scholareaadomists have long noted the importance
of personal ties in business performance (Granew&f85; Heide 1994; Uzzi 1997). This
literature notes personal ties can be especialhpnant during times of uncertainty (Heide and
Wathne 2006; Uzzi 1997).

These relationships can help investors overcomeakwwle of law in several ways.
First, personal relationships with business pastean create less of a need for the formal legal
system. Trusted business partners are less li&aliplate agreements and trigger a need for the
formal legal system (Stone et. al 1995, 101; ZhadiRoppo 2010). Additionally, some types of
personal relationships formed out of ethnic netwar&rry with them an element of social-
sanction that will punish those that fail to uphaffteements (Bowles and Gintis 2004). Those
who violate a personal relationship with a busirgasner can face reputational costs that may
make it more difficult for them to do businesshe future (MacLeod 2007; Woodruff 1998; Xin

and Pearce 1997). Finally, when formal legal tnstins are weak people often turn to private
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methods of enforcement including protection orgamans (Frye and Zhuravskaia, 2000; Hay
and Shleifer, 1998; McMillan and Woodruff, 1999heEe organizations help businesses enforce
contracts through the use of force. Unfortunatilig type of informal enforcement does not

help against the government.

Second, personal relationships with governmemtiaf§ can help investors overcome a
weak rule of law by helping to ensure compliancenpfer and Witzel 2004). Here, investors
turn to government connections to enforce contnatteer than the formal legal system.
Officials can act more quickly than the legal syst@articularly in countries where legal
institutions are plagued by chronic delays) andoatéer able than other types of personal
relationships to enforce agreements because thigytba weight of the state behind their
actions (Li et al 2008). The use of governmentemtions in this manner may represent a
breach in the rule of law, in that investors aereng special treatment based on their
connections. However, using government connectosnsure a supplier honors the terms of a
contract or someone who stole intellectual propsrgrosecuted is not necessarily the same as
using those same connections to obtain a governcoatact or avoid prosecution for safety
violations or gain access to government contracts.

Finally, personal relations provide investors witformation about a market and make it
easier for investors to learn how to behave imtlagket. This information is critical because it
makes it easier for investors to calculate thescast benefits of an investment. Information
also facilitates long-term planning that allowseastments to be successful. Connections allow
investors to learn about market changes, how ptequeform, and help investors learn what

partners are trustworthy (Heide and John 1992; hasw Brown 1996; Poppo and Zenger
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2002). Connections with government officials ciogrovide investors with important
information about changes in government policyl(ki#n et al. 1999).

| hope to develop a more complete understandirigeofelationship between the rule of
law and FDI by integrating a variety of differenietatures. The political science literature
makes important steps in identifying the structdmators like economic conditions or political
institutions that impact FDI. | contribute to thiterature by identifying what specific aspects of
the rule of law matter for FDI.

At the same time the political science literatuoesinot do a good job of explaining how
investors evaluate these important factors undedidons of uncertainty. The literature in
business, sociology, and economics is much betexaining how investors deal with
uncertainty through the use of personal relatiovtsiaformal institutions. | contribute to this

literature by extending their insights about uraietly to countries with a weak rule of law.
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Chapter 2: The Rule of Law and Foreign Direct | nvestment

Introduction

Many scholars and policy makers cite the ruleaaf &s a key factor in a number of
different positive outcomes. In particular, polityakers point to the important role the rule of
law plays in facilitating FDI and economic develagmh However, as the last chapter made
clear, the rule of law is a complex phenomenon witny different elements and its links to FDI
are understudied. In general, there is suppoth®idea that a strong rule of law relates
positively to FDI. However, the reasons why remanclear. In order to understand this
underlying mechanism it is important to disaggredhe concept of the rule of law.
Disaggregation allows us to empirically establidimia between specific elements of the rule of
law and an empirical outcome: FDI. Additionallysalygregation allows us teginto look
more closely at why the rule of law matters, asrtteehanisms linking specific aspects of the
rule of law to FDI are more easily understood ttiese linking the overall concept to FDI.

Through the use of quantitative analysis, thipttiafocuses on how the rule of law
relates to FDI, and has two goals. The first isdtablish if there is a relationship between the
rule of law and FDI when controlling for other potial explanatory factors. Second, | seek to
establish what aspects of the rule of law areedl&éd FDI when controlling for other potential
explanatory factors. | hypothesize that the rdlllaw is positively associated with FDI and that
specific elements of the rule of law drive the tielaship between the rule of law and FDI.

Many of the rule of law’s benefits come from thaywt provides predictability, stability,
and reduces uncertainty (Hayek 1994, Raz 1979)hditontext of FDI, this means the rule of

law reduces uncertainty, allows for long-term piagnand therefore increases FDI. As |
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explained in the last chapter | look at three atspetcthe rule of law (judicial independence,
control of corruption, and rights protection) ahéit impact on FDI.

Governments that establish independent courts ¢btarprotecting investment against
both citizens and the government itself (StaatsBigthiser 2011). Independent courts provide
investors with a clear venue for defending thejhts and help to reduce overall uncertainty.
Corruption reduces efficiency, raises costs, desg®aroductivity, and increases instability (Wei
2000; Habib and Zurawicki 2002). As a result, stees are more attracted to countries that can
control corruption because these countries magasiter for investors to plan for the future.
Finally, rights protection is one of the main outees of the rule of law. Previous work
established a strong positive connection betwedralRD contract, property, physical integrity
(Harms and Ursprung 2002; Blanton and Blanton 2@009), workers’ (Kucera 2002;
Neumeyer and de Soysa 2006) and education riglusr@dkhsh, Paloni, and Youssef 2001,
Blomstrom and Kokko 2003). Investors value corteax property rights as a way to protect
their investment from government expropriation &odh business partners reneging on
agreements (Li and Resnick 2003; Biglaiser and eR®006; Jensen 2008; Li 2009).
Protection of the other rights mean a country isevstabile, a more educated work force, and
that the host country government that expressesecorior their citizens’ well being. These are
all conditions investors find attractive.

At the same time, many scholars focus on the itapoe of economic factors within a
host country for FDI levels. They argue a courgttyiacro-economic conditions such as market
size, level of economic development, and rate ohemic growth encourage FDI because these
factors provide investors with an opportunity fasteong return on their investment (e.g. Oneal

1988; Schneider and Frey 1985; Tsai 1994). Likewa country’s resource endowments can
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also influence its level of FDI. Resource-seeking$, like oil companies, are especially
attracted to countries with strong resource endawtsnieecause they offer the greatest potential
profit (Asiedu 2002, 2006). A country’s economaipies may also offer investors certain
advantages over other potential locations. Iniqaer, scholars note the influence of capital
controls on FDI and argue that more open counteesive more FDI (Asiedu and Lein 2004).
Finally, some authors debate the importance ofipaliand institutional factors, such as regime
type, for FDI. While scholars initially believedthoritarian regimes were better able to attract
FDI (e.g. Huntington 1968; O’'Donnell 1978; Tumardd&mmert 2004), more recent work
established that democracies are actually bet@yramitting to investor-friendly policies and
protecting property and contract rights over theglterm (Henisz 2000; Li and Resnick 2003,
Jensen 2008).

Based upon this literature, | hypothesize thattie of law is positively associated with
FDI, even when controlling for other possible exiry factors and that the particular rule of
law elements are behind this relationship. Totteste hypotheses this chapter proceeds as
follows: first | explain the data and methods usethe regression analysis, then | consider the
main regression results, check the robustness dindings, and finally offer some conclusions.
Data and Methods
Dependent Variable

To measure FDI, | use net FDI inflows in millionsWbS. dollars from the United
Nations Conference on Trade and Development (UNC)Tiéddween 1984 and 2010. Inflows
measure the total amount of FDI flowing into a doyminus any FDI leaving the country. The

distribution of this variable is highly skewed. Telp normalize the distribution | take its natural
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log? This conceptualization of FDI is better than EBla percentage of GDP because FDI/GDP
more accurately captures the impact of FDI on attgis economy. Since | am interested in
understanding factors that affect how much FDlanty receives and not FDI's impact on an
economy it makes sense to use the net inflowshariarhe data set contains over two thousand
country-year observations and includes over oneltaghcountries.

Control Variables

Several economic variables are included to comdrostandard explanations of FDI. All
independent variables are lagged by one year ébledt causal priority. First, | include a
lagged version of the dependent variable. Becalifee nature of FDI, previous investment
should be tied to future investment given sunk<asid increased familiarity with a particular
country. Additionally, including a lagged depentieariable helps to control auto-correlation
within the dependent variable over time.

To measure market size | include a measure of GRéh from the WDI Online (World
Bank). Large markets are likely to attract markeg¢king FDI in search of new consumers for
their products and services. Additionally, an exrog's level of economic development,
measured by GDP per capita from the WDI Online, matentially affect FDI levels. More
developed economies can offer investors enticiatufes like more wealthy customers and
improved infrastructure. Conversely, investors rbayattracted to countries with
underdeveloped economies because they see a dbagceater profits. By including a
measure of GDP per capita growth, | help controthe effect of changes in economic

development on FDI. A small but growing economyyrha more attractive to investors than a

2 Because you cannot take the log of zero or a aegatumber | use the following procedure to deéh tiese
values (Li and Vashchilko 2010, 773). First | ddtb the FDI variable; this does not substantiwtgr the impact
of any variable but rescales it so that zero nowakxjone. | then transform any negative valuégsto This allows
me to take the log of all variables while still peeving the difference between negative FDI, zddg Bnd positive
FDI.
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large but stagnant economy. A country’s opennesstle can also impact its level of FDI.
Market-seeking firms want countries that make gyef@r them to import goods to sell in the
new market, while efficiency-seeking and resoumeksg firms each want countries that make
it easy for them to export. One way to measureustry’s openness to trade is to look at its
total level of trade. | create this variable byntmning the WDI Online’s measures of exports
and imports and dividing by GDP. Finally, | logtisform both variables to help normalize their
distributions.

| also include a variable to account for the amt@inncome a country earns through
natural resource rents. Many countries attraceatgleal of FDI because of their natural
resources. Firms may ignore factors they woul@mtise consider important when seeking out
resources because they are forced to invest intcesipossessing the resource. To control for
this | use the total of all mineral exports dividedGDP, also taken from the WDI Online.

Investors may also be more attracted to countinigsliberalize capital controls. To
control for this fact I include the Chinn-Ito indexeasuring a country’s capital account openness
(Chinn and Ito 2006). The variable ranges fronB8610 2.43, with higher values indicating
greater capital account openness. This varialddheadvantage over other measures of
capturing both the intensity and efficacy of cdpitantrols. This makes the Chinn-Ito index the
best available time-series measure of capital adagpenness.

To test how a country’s level of democracy affédid | include Polity IV’s measure of
democracy, ranging from —10 to 10, with higher ssmignifying higher levels of democracy.
More democratic countries may be more committetiamtaining the policies used to attract
investment over the long term than less democcatimtries, and are therefore expected to

attract more FDI.
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Independent Variables of Interest

| employ one aggregate and five specific measurésst the effect of the rule of law on
FDI. As an aggregate measure | use Political Bewices’ (PRS) International Country Risk
Guide’s (ICRG) Law and Order variable. This meaganges from 0 to 6 with higher numbers
representing higher levels of the rule of law. RS measure captures both the strength and
impatrtiality of the legal system and popular obsece of the law (PRS Methodology Online). |
hypothesize that the rule of law has a positiveafbn FDI because investors seek assurances
their investment will be legally protected over theg term.

The Law and Order variable is imperfect, likeagjgregate rule-of-law measures. It
combines a measure of the strength and impartiafitige legal system as well as popular
observance of the law. As Chapter 1 showed, schoften define the rule of law in much
broader terms than those used by the ICRG, andibyg this measure | am potentially missing
out on some important aspects of the rule of [tlewever, legal system strength and popular
observance of the law are fundamental aspectsaidk of law and found in virtually all
definitions of the concept. This means the ICRGalde is at least capturing some core concept
of the rule of law. Additionally, the ICRG varia@btepresents the only variable with data
available for the time period under study.

The World Bank’s WGI rule of law measure represehe only real alternative to the
ICRG measure, but the WGI measure has its own pakg@moblems. The WGI variable
aggregates from thirty-one different sources talpoe an estimate of a country’s respect for the
rule of law. Given the variety of definitions ftire rule of law, the WGI variable may appear a
better measure for a country’s respect for the otilaw. However, the WGI measure’s reliance

upon a variety of different sources calls into quesits concept validity (Thomas 2010; c.f.
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Kraay et al. 2010; Langbein and Knack 2010; c.lufikaan et al. 2010). By using less sources
the ICRG variable is better able to avoid thesedass Furthermore, the WGI measure is only
available every two years beginning in 1996 ana #énery year beginning in 2002. As a
consequence, using the WGI variable would prectaddrom examining the impact of the rule
of law on FDI during the initial growth in FDI imé 1980s, as well as during the 1990s when
FDI inflows skyrocketed. As a result, | contend t&€RG Law and Order variable is the best
available aggregate measure of a country’s regpetie rule of law.

| employ five specific measures of the rule of 1&kysical Integrity Rights, Workers’
Rights, Judicial Independence, Contract/ProperghtRiProtection, and Corruption. The
Physical Integrity Rights and Workers Rights’ maaswoth come from the Cingranelli and
Richards Human Rights Data Project (CIRI). The GlRiaset, compiled by reviewing the US
State Department Country Reports on Human Riglastiees and Amnesty International’s
Annual Report, is one of the most widely used dagab on human rights. The data set is
available from 1981-2010, and covers most counini¢ise world including those in my study.
While there may be some cause for concern thatigheof US State Department reports will bias
results for US allies, a comparative analysis ef$itate Department reports with the independent
Amnesty International reports from 1976 — 1995 shiavlarge amount of convergence between
the two (Poe, Carey, and Vazquez 2001, 662). Hysifal Integrity Rights Index measures a
government’s respect for rights against torturéragudicial killing, political imprisonment, and
disappearance. It ranges from O to 8 with higbeels indicating greater respect for these rights.
The Workers’ Rights variable is ordinal and ranfyem zero to two. A score of zero indicates

severe restrictions on workers’ rights, a one meghss are somewhat restricted, and a two
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indicates full protection of workers’ rights. Toyrknowledge, the CIRI dataset is the only
dataset with world wide coverage on respect forken®’ and physical integrity rights.

To measure judicial independence | utilize Linaed Staton’s (2012) measure of judicial
independence. The authors use Bayesian techrtig@essimate a country’s level of judicial
independence based upon eight extant measuredicgjundependence. This technique helps
to overcome issues of measurement error and midsitagfound in other measures.
Furthermore, the measure only captutedactoindependence. Other variables capture in whole
or part a court’sle jureor formal independence, which does not necessauiielate with their
actual ability to act independently. If judicialdependence does matter for FDI, investors are
most likely to respond to a court’s actual indepama and not just formal rules, making the
Linzer and Staton variable the best choice. Theltiag measure ranges from zero to one with
higher levels indicating greater judicial indepemncka

The controlling corruption measure is based oassessment made by editors at the
ICRG using a set questionnaire designed to prodagsistent results over time. The variable
ranges from 0O to 6 with higher levels indicatingdeorruption. It is preferable to Transparency
International’s (T1) Corruption Perception Indexchase TI's methodology changes year-to-
year, making its measure inappropriate for the tfpeross-national time series analysis |
conduct. The ICRG measure captures “actual ompiatecorruption in the form of excessive
patronage, nepotism, job reservations, 'favor-fmoefs’, secret party funding, and suspiciously
close ties between politics and business. In cewhese insidious sorts of corruption are
potentially of much greater risk to foreign busmesthat they can lead to popular discontent,
unrealistic and inefficient controls on the statereemy, and encourage the development of the

black market” (ICRG Methodology Online).
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As a measure of contract and property rights ptate | use Clague et al.’s (1999)
measure of Contract Intensive Money (CIM). Thisaswe captures the legal protection of
property rights by expressing “the ratio of norurrency money to the total money supply”
(Clague et al 1999: 188). The resulting variablan index ranging from zero to one with higher
values indicating that people are storing more mamdéanks and other institutions rather than
in cash. This measure captures property rightscanttact protection by assuming that people
are more likely to trust institutions to hold theoney when they believe effective third-party
enforcement exists (Clauge et al. 1999: 188). Varig@ble is better than other measures of
contract and property protection because it captilve de facto protection of these rights, is not
based upon subjective judgements, and is avaifablartually every country across the time
period under consideration.

Methods

To test the relationship between the rule of law BDI | use OLS regression with panel
corrected standard errors (Beck and Katz 1995Wabldridge Test indicates autocorrelation
within the data, which | control for by includingagged dependent variable as a predictor.
Also, a Wald test detected heteroskedasticity éndiéita, which the panel correct standard errors
will correct. Finally, a Hausman test indicates tieed for both country and time fixed effects.
By controlling for country fixed effects the regsem results are interpreted as “for a given
country, as X varies ... by one unit, Y increasedemreases by B units” (Bartels 2008, 6).
Thus, these results explain what factors determisgecific country’s level of FDI, not what
factors lead an investor to choose one country amether. | will discuss the results of each
model below.

Regression Results
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| begin by examining the direct effect of eachiad rule of law variables on FDI levels.
Here | test two hypotheses. First, the rule of, lewmthe aggregate, is positively associated with
FDI when controlling for the other potential expdéions outlined in the literature. Second,
particular elements of the rule of law are drivithg relationship between the rule of law and
FDI. Table 2.1 presents the results for the aggeegule of law measure (Model 1), the
protection of contract and property rights (Modgléhd controlling corruption (Model 3). The
rule of law and contract and property rights arthlpmsitively associated with FDI, when
controlling for other potential determinants, bahtrolling corruption has no effect.

A one-unit increase in a country’s overall resgecthe rule of law, on a zero to six
scale, will increase FDI by twenty-seven percdpuit differently, this result means (holding
other variables fixed) that if the Democratic Repuibf Congo (DRC) increased its respect for
the rule of law from the very low level of .99 t;m§apore’s very high level of 5.33, the DRC
could increase FDI by 185%. Likewise, a .10 insesi@m a country’s protection of property and
contract rights on a zero to one scale increaseéd¥Bvelve percent. More substantively this
means if the Republic of Congo were to improveatatively weak protection of contract and
property rights from .29 to Singapore’s relativelgh level of .75, the Congo could increase its
FDI by sixty-five percent.

Table 2.2 shows the results for protection of pdalsntegrity rights, workers’ rights, and
judicial independence. Only the protection of pbgkintegrity rights had a statistically
significant effect on a country’s level of FDI. itea one-unit increase in the protection of these
rights (on a zero to eight scale) equates to arspegecent increase in FDI. This means that
China could improve its FDI by fifty-three percehit were to increase its respect for physical

integrity rights from an average of 1.81 to Cosieaf® level of 7.18.
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Among the control variables only the level of eaoric development, market size, and
capital account openness are statistically sigmifien all the different rule of law models. The
economic development result suggests that inveptefsr comparatively less-developed
developing countries. Using the values from Mdde five percent increase in a country’s level
of economic development is associated with a fortg-percent decrease in FDI. For a country
like China a five percent increase in economic tgueent would mean improving its average
income per capita from $934 to $980. Such an asgevould mean a reduction in its average
level of FDI from $40.966 million to $24.26 millipholding the level of all other variables
constant.

Conversely, the variable for market size is positwmd consistently significant. This
means increasing GDP by five percent increasesdlyio percent. Finally, capital account
openness also has a consistently positive effeEdn Again using the estimates from Model 1,
increasing capital account openness by 1 unit asae FDI by seven percent. This means if
China were to open up its capital markets to thiellef Singapore, its level of FDI would

increase by twenty-seven percent.
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Table 2.1: Rule of Law and FDI in Developing Coiggrl984 — 2010: Aggregate Rule
of Law, Contract Protection, and Control of Corrapt

Model 1 Model 2 Model 3
Lagged DV 0.350 0.371 0.363
(0.053)*** (0.051)*** (0.053)***
Log Econ. -1.345 -1.522 -1.332
Development
(0.534)* (0.485)*** (0.534)*
Log Market Size 0.973 1.272 1.183
(0.586)* (0.555)** (0.580)**
Trade 0.001 0.002 0.001
(0.003) (0.003) (0.003)
Econ. Growth 0.000 0.000 0.000
(0.000) (0.000)** (0.000)
Resources 0.013 0.010 0.013
(0.009) (0.009) (0.009)
Capital Acct. Lib. 0.066 0.079 0.079
(0.040)* (0.041)* (0.041)*
Democracy 0.020 0.019 0.020
(0.010)** (0.010)* (0.011)*
Rule of Law 0.243
(0.054)***
Contract and 1.106
Property
(0.446)*
Corruption 0.066
(0.055)
Constant -13.643 -19.203 -18.005
(9.895) (9.417)* (9.780)*
Country FE Yes Yes Yes
Time FE Yes Yes Yes
R 0.71 0.71 0.70
N 2,234 2,274 2,234
Country Count 103 102 103

Dependent Variable = Log of FDI Inflows. Panelreated standard errors in parentheses.
* p<0.1; ** p<0.05; *** p<0.01
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Table 2.2: Rule of Law and FDI in Developing Coiggrl984 — 2010: Physical Integrity
Rights, Workers’ Rights, and Judicial Independence

Model 4 Model 5 Model 6
Lagged DV 0.366 0.369 0.366
(0.051)*** (0.051)*** (0.051)***
Log Econ. -1.256 -1.217 -1.360
Development
(0.508)** (0.522)** (0.507)***
Log Market Size 1.057 1.057 1.118
(0.585)* (0.590)* (0.561)**
Trade 0.001 0.001 0.001
(0.002) (0.002) (0.002)
Econ. Growth 0.000 0.000 0.000
(0.000) (0.000) (0.000)
Resources 0.013 0.012 0.013
(0.009) (0.009) (0.009)
Capital Acct. Lib. 0.074 0.080 0.078
(0.040)* (0.042)* (0.042)*
Democracy 0.016 0.020 0.008
(0.010) (0.010)** (0.014)
Physical Integrity Rts 0.079
(0.025)***
Workers’ Rights 0.071
Somewhat Protected
(0.091)
Workers’ Rights 0.089
Protected
(0.133)
Judicial Independence 0.809
(0.650)
Constant -15.901 -15.823 -16.344
(9.825) (9.886) (9.438)*
Country FE Yes Yes Yes
Time FE Yes Yes Yes
R 0.70 0.70 0.70
N 2,307 2,283 2,329
Country Count 103 102 103

Dependent Variable = Log of FDI Inflows. Panelreated standard errors in parentheses.
* p<0.1; ** p<0.05; *** p<0.01
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The democracy variable is significant and positivéour of the six models. Overall, this
supports the argument that democratic governmeéingstimore FDI than authoritarian regimes
(e.g., Jensen 2006). However, democracy is notfgignt in the models that control for respect
for physical integrity rights and judicial indepeamte. Model 4 (Table 2.2) shows the physical
integrity rights measure is significant and pogtwhile the democracy variable is not. This
suggests that investors care more about the piateaf these rights than democratic institutions
when making investment decisions. Model 6 showsltlbth judicial independence and the
democracy variable are not significant when inctliolethe same model. However, each is a
significant and positive predictor of FDI when theae included in the model separately. A
closer look at the relationship between these tartables may explain why. The correlation
coefficient between the two variables is high 800. This points to multicolinearity between the
variables, which can make it difficult for the \alvles to obtain statistical significance. To test
this further | include an alternative measure digial independence from the CIRI Human
Rights Data Set. This variable is an ordinal meastfia country's judicial independence. When
this variable is used the democracy variable igssizally significant and positive, again
pointing to the importance of democratic institasdor FDI.

The results for the control variables suggestithagstors value large markets, but not
necessarily highly developed markets. This mathbaesult of the higher costs associated with
increased levels of economic development. Foants, as China's economy continues to
develop, the cost of doing business in the coustaso climbing. In fact, a 2013 survey of U.S.
businesses operating in China found the rising @blstbor to be the greatest challenge faced by

firms operating in the country (USCBC 2013, 8). aAesult of rising costs many firms,
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particularly in manufacturing, are moving all orfpaf their business out of China (Chandran
2011; Economist 2011; Kuchler 2011).

Conversely, large markets represent an opportémitynvestors who are seeking either
new customers for their products or efficiency inguction. The positive results for capital
control liberalization supports the Washington Gorstis view that opening capital accounts can
have long-term benefits for a country. Internagioorganizations like the IMF and World Bank,
and countries like the United States and GreaaBriluring the 1980s and 1990s, regularly
prescribed capital account liberalization as a @¢mmof loans to bail out bankrupt countries in
the developing world. However, following the Asigimancial Crisis of 1997, removing capital
controls came under intense scrutiny. Many argbatiremoving these controls precipitated the
crisis by encouraging speculation in currency apdhbaking it very easy for investors to pull
money out of a country. Proponents of liberal@matrgued that foreign investors were more
likely to choose countries with fewer capital cotdr My research supports these arguments by
suggesting more liberal capital controls are peosiyi associated with foreign direct investment.
What Elements of the Rule of Law Matter the Most

Tables 2.1 and 2.2 show the effect of the differale of law variables when controlling
for existing economic, institutional, and policyteeninants. These results show the rule of law
is related to FDI and that some rule-of-law eleraare more important determinants than
others. However, in practice these rule-of-lawredats do not exist in isolation. Instead they all
exist to some degree or another in every courtryrder to assess which elements of the rule of
law are most important for FDI, | run a new modé&hvall the different rule-of-law elements

included.
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Table 2.3: Relative Importance of Different RuleLaiv Elements

Model 7 Model 8
Lagged DV 0.352 0.362
(0.053)*** (0.053)***
Log Econ. Development -1.344 -1.407
(0.574)* (0.574)*
Log Market Size 0.983 1.188
(0.615) (0.613)*
Trade 0.000 -0.000
(0.003) (0.003)
Econ. Growth 0.000 0.000
(0.000)** (0.000)**
Resources 0.010 0.011
(0.010) (0.010)
Capital Acct. Lib. 0.052 0.055
(0.040) (0.041)
Democracy 0.024 0.013
(0.015) (0.015)
Rule of Law 0.213
(0.055)***
Contract and Property 1.021 1.128
(0.449)** (0.457)**
Corruption -0.024 0.028
(0.055) (0.056)
Physical Integrity Rts 0.067 0.077
(0.027)** (0.027)***
Workers’ Rights Somewhat Protected 0.041 0.062
(0.094) (0.095)
Workers’ Rights Protected 0.066 0.094
(0.135) (0.136)
Judicial Independence -0.448 0.252
(0.730) (0.704)
Constant -14.474 -18.463
(10.285) (10.264)*
Country FE Yes Yes
Time FE Yes Yes
R 0.71 0.71
N 2,138 2,138
Country Count 101 101

Dependent Variable = Log of FDI Inflows. Panelreated standard errors in parentheses.
* p<0.1; ** p<0.05; *** p<0.01
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Table 2.4: Standardized Variables

Model 9 Model 10 Model 11
Lagged DV 0.354 0.367
(0.053)*** (0.051)***
Log Econ. Development -1.504 -1.466
(0.541)*** (0.503)***
Log Market Size 1.102 1.206
(0.607)* (0.578)**
Trade 0.000 0.001
(0.003) (0.003)
Econ. Growth 0.000 0.000
(0.000)** (0.000)**
Resources 0.011 0.010
(0.010) (0.009)
Capital Acct. Lib. 0.054 0.069
(0.040) (0.040)*
Democracy 0.016 0.015
(0.012) (0.010)
Standardized Rule of Law 0.284 0.284
(0.080)*** (0.080)***
Standardized Contract and 0.215 0.239 0.215
Property
(0.095)** (0.094)** (0.095)**
Standardized Physical Integrity 0.153 0.171 0.153
Rts.
(0.061)** (0.059)*** (0.061)**
Standardized Econ. Developmer -2.432
(0.874)***
Standardized Market Size 2.639
(1.455)*
Standardized Lagged DV 1.162
(0.175)***
Standardized Trade 0.014
(0.131)
Standardized Econ. Growth 0.188
(0.088)**
Standardized Resources 0.170
(0.159)
Standardized Capital Acct. Lib. 0.083
(0.061)
Standardized Democracy 0.119
(0.077)
Constant -14.555 -17.421 0.731
(10.252) (9.704)* (0.563)
Country FE Yes Yes Yes
Time FE Yes Yes Yes
R 0.71 0.71 0.71
N 2,166 2,256 2,166
Countries 102 102 102

Dependent Variable = Log of FDI Inflows. Panelreated standard errors in parentheses.
* p<0.1; ** p<0.05; *** p<0.01
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Model 7 of Table 2.3includes all the rule of lawmlents along with the aggregate rule-
of-law measure and Model 8 of Table 2.3 drops tigregate measure. These models support
the earlier analysis and show that contract primtecprotection of physical integrity rights, and
the overall rule of law measure are all significantl positive predictors of FDI.

To further explore the relative importance of thdwee factors Models 9 and 10 (Table
2.4) include rescaled versions of each of the Sagnit rule of law variables. The rescaling
procedure creates variables with a mean of zerstamdiard deviation of one. This
accomplished by subtracting the mean from eachevahd then dividing the result by the
standard deviation, resulting in a standard dewiadif one. This process makes it possible to
compare the effects of the different rule of lawialles. Figure 2.1 uses the coefficients from
Models 9 and 10 to compare the effect of a oneinarease in each of the rule of law variables
on FDI. As the Figure makes clear improving a ¢ots overall respect for the rule of law has
the greatest impact on FDI. When we look at speelements, improving the protection of
contracts and property rights has a greater effedtDI levels than improving protection of
physical integrity rights. Using the same standattbn on both the rule of law and control
variable makes it possible to assess the relatip@itance of all the possible predictors of FDI.
Model 11 (Table 2.4) shows that the most importacitors are level of economic development

and market size, but that the rule of law is thedtmost important factor.

Figure 2.1: Relative Impact of Different Rule ofviL&/ariables

Variable Coefficient Effect of 1 Unit Increase on
FDI
Law and Order 0.284 32%
Contract and Property Rights 0.215 23%
Physical Integrity Rights 0.153 16%
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Physical Integrity Rights

The positive result for physical integrity righisdermines the 'race to the bottom' view
of FDI that countries will adopt policies that n&galy impact their citizens in the hopes of
attracting FDI. According to this argument, cowggrcan attract investors by violating physical
integrity rights in order to repress oppositionuygs and maintain regime stability (Blanton and
Blanton 2007, 144). However, my results show thgosite: countries can attract more
investment by improving their protection of thegghts.

The reason investors prefer countries with a begtgpect for these rights remains
unclear. One possible explanation is normatives important to support human rights and
investors do not want to be seen as supportingimmeewith a bad human rights record. The
other explanations are more strategic. Firstptiogection of physical integrity rights may be
associated with other outcomes investors find @ftra, such as increased human capital or a
more productive workforce. Second, investors maygr more stable countries and violations
of these rights are typically associated with pa#siof instability (Poe, Tate, and Keith 1999,
306).

| divide my sample up by time period to test tog possibility that investors choose
countries with a stronger human rights record duat mormative belief in the importance of
human rights. During the Cold War there was atgrealerance of human rights abuses in the
international community as governments and int@nat organizations were more concerned
about political affiliations (Meernik, Krueger afbe 1998). However, following the end of the
Cold War, a shift occurred with government expmggjreater concern for human rights
globally (Cigranelli and Richards 1999). To captthis trend, and examine its effect on the

importance of physical integrity rights, Modelsdidd 12 (Table 2.5) compare the effect of
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physical integrity rights on FDI during the Cold Y\&nd after the Cold War. During the Cold
War, when overall respect for human rights was lpwhkysical integrity rights are not a
significant predictor of FDI. However, after thel@ War a country's respect for physical
integrity rights is positively associated with FDI.

To test whether investors are attracted to coemthat protect physical integrity rights |
include a measure for the level of educationairattant within the workforce (Barro and Lee
2013). If investors value the protection of phg$iategrity rights because of their association
with human capital, the education variable sho@gabsitive and significant and the physical
integrity variable should lose it significance oteast diminish. Model 13 (Table 2.5) shows
the results of this test. Inclusion of the edwwratrariable does not alter the effect of the phajsic
integrity rights variable and the education varaisi not significant. This suggests that investors
do not value physical integrity rights becausedrid to education and human capital.

Finally, Models 14 and 15 (Table 2.5) look moreselly at the relationships between
physical integrity rights and political stability.use two variables to capture stability. Thetfir
is the political risk rating from the ICRG. Thianable measures a country’s overall political
stability through twelve different sub-componermsvernment stability, socioeconomic
conditions, investment profile, internal confliegternal conflict, corruption, military in politics
religious tensions, law and order, ethnic tensidesyocratic accountability, and bureaucratic
quality (ICRG-Methodology Online). By including s@any sub-components, the ICRG variable
embodies a broad definition of political stabilitfhe second measure | choose looks more
closely at one aspect of stability: domestic canfliThis variable is a weighted additive index of
the number of different conflict-related eventsinountry. The variable comes from the widely

used Banks’ Cross-national Times Series Databads@ $and combines the number of
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assassinations, general strikes, guerrilla warfaegor government crises, purges, riots,
revolutions, and anti-government demonstrationsmgared to the ICRG variable, the CNTS
conflict variable is more closely linked to the ¢ypf instability associated with violations of
physical integrity rights. If stability drives thielationship between physical integrity rights and
FDI then including these variables in the regressiomould cause the effect size of physical
integrity rights to diminish or the variable to éostatistical significance all together.

Model 14 includes the ICRG political risk varialaled Model 15 the CNTS conflict
variable. The physical integrity rights variabdsés its significance in Model 14 supporting the
idea that political stability is driving the relatiship between physical integrity rights and FDI.
Model 15 shows that as domestic conflict incre&d@isdecreases, but the inclusion of this
variable does not affect the physical integrityntggvariable.

This analysis indicates investors care about ghyantegrity rights both because of a
normative belief in the importance of such righgsaeell as for the association between these
rights and political stability. Investing in couets that support these rights shows that firms are
‘good corporate citizens’ who care about their eaypes’ quality of life outside of the office or
plant. At the same time, the results demonstratestors care a great deal about political
stability and, for the most part, countries thatiaie physical integrity rights tend to be unstable
Contract and Property Rights

Contract and property rights protection is the+afldaw element with the largest effect
on FDI in the developing world. The protectiontloése rights can provide investors with
assurances that their investment will be secumticpéarly against government expropriation.
Though government expropriation of foreign investirie becoming rare, it remains a threat to

businesses and embodies the greatest danger irs/&ste in foreign countries. Despite a
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decline in the number of expropriations globaltysistill possible that investors’ perceptions of
the threat of expropriation in a country may dietdite importance of contract and property
rights protections. To test this hypothesis | stigate the impact of a country’s history of
expropriation on the importance of contract angprty rights for FDI.

To measure a country’s history of expropriatiarsé data from Li (2009) and Hajzler
(2012)? These scholars define expropriation as “the fbigestment of equity ownership of a
foreign direct investment” (Li 2009, 1102). | tatkee cumulative count of expropriations from
1960 to 2005 to capture a country’s history of eppiation. | then interact the expropriation
and the contract and property rights protectiomatdes. Model 16 (Table 2.5) shows the result
of this regression. Here, the contract/propediits protection variable is still significant.
However, the results in Model 16 only reveal pdithe picture because the model presents the
effect of contract protection if the interactiomntels zero, meaning cases with no expropriations.
In reality, fifty-seven percent of cases had onenore expropriations in their history. In order
to see the true effect of the variables | presefiable 2.6 the marginal effect of history of
expropriation on the importance of contract angprty rights protection when the other
independent variables are held at their meansleTab demonstrates that the positive effect of
contract protection on FDI increases as the nurmbexpropriations increases. This means
having strong contract and property rights protecis more important in countries with a
history of expropriation. Figure 2.2 graphs thargnal effect of contract protection on FDI
inflows as the number of expropriations increasBse X-axis shows the number of
expropriations in a country’s history. The Y-aaisthe right shows the marginal effect of
contract protection (with 95% confidence intervas)the number of expropriations change. The

Y-axis on the left shows the percentage of cas#savcertain history of expropriation.

% | would like to thank both authors for sharingithdata with me.
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Table 2.5: A Closer Look at Physical Integrity RigjhContract and Property Rights, and FDI

Model 12 Model 13 Model 14 Model 15 Model 16 Model
Lagged -0.004 0.364 0.367 0.346 0.357 0.365
DV
(0.146) (0.068)***  (0.051)***  (0.054)**>*  (0.052)**  (0.051)***
Log 0.064 -1.553 -1.185 -1.347 -1.050 -1.314
Econ.
Develop
ment
(2.253) (0.669)** (0.497)* (0.544)* (0.514)**  (BOO)***
Log 2.524 1.241 0.874 0.871 0.977 1.051
Market
Size
(2.351) (0.760) (0.569) (0.605) (0.582)* (0.563)*
Trade 0.020 -0.001 0.001 -0.000 0.001 0.002
(0.008)** (0.003) (0.002) (0.003) (0.002) (0.003)
Econ. -0.000 0.000 0.000 0.000 0.000 0.000
Growth
(0.001) (0.000) (0.000) (0.000) (0.000) (0.000)**
Resourc 0.043 0.006 0.011 0.013 0.012 0.009
es
(0.025)* (0.009) (0.009) (0.009) (0.009) (0.009)
Capital 0.228 0.049 0.056 0.034 0.076 0.076
Acct.
Lib.
(0.232) (0.043) (0.043) (0.041) (0.040)* (0.042)*
Democra 0.083 0.024 0.016 0.014 0.013 0.017
cy
(0.031)*** (0.015) (0.010) (0.011) (0.010) (0.010)
Physical 0.024 0.070 0.081 0.040 0.070
Integrity
Rts
(0.075) (0.032)**  (0.025)*** (0.028)  (0.025)***
Educatio 0.186
n Level
(0.124)
Political 0.029
Risk
(0.007)***
Conflict -0.000
(0.000)**
Contract 0.760
and
Property
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Table 2.5: A Closer Look at Physical Integrity RigjhContract and Property Rights, and FDI

Expropri
ations

Contract
and
Property
X
Expropri
ations

Constant

Country
FE

Time FE
R

N
Country
Count

Model 12 Model 13 Model 14
-56.207 -17.547 -12.469
(40.625) (13.145) (9.600)
Yes Yes Yes
Yes Yes Yes
0.64 0.70 0.71
569 1,738 2,298
77 103 102

Model 15

-12.178
(10.161)
Yes

Yes
0.71
2,210
103

Model 16 Mode|

-0.061

(0.023)***

0.070

(0.037)*

-15.232 5.388

(9.845) (9.500)

Yes Yes

Yes Yes
0.70 0.71

2,293 2,274

103 102

Dependent Variable = Log of FDI Inflows. Panelreated standard errors in parenthesep<(:1; ** p<0.05; ***
p<0.01

49



Percent of Cases

Table 2.6: Marginal Effect of Expropriation on Inrfsnce of

Contract and Property Rights
# of Effect of | Std. Error z P> |z]
Expropriations Contracts
and
Property on
FDI
0 .76 45 1.69 0.09
5 1.10 44 2.51 0.01
10 1.45 .50 2.87 0.00
15 1.80 .62 2.90 0.00
20 2.15 g7 2.81 0.00
25 2.50 .93 2.70 0.00
30 2.85 1.09 2.61 0.00
35 3.20 1.27 2.53 0.00
Figure 2.2: Marginal Effects of Expropriation on Importance of Contract and Property Rights
- ©

o |
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To interpret Table 2.6 and Figure 2.2, imagine twantries with identical levels of
contract and property rights protection (as webiaslar levels on all other independent
variables). One country has no history of expmpyn and the other has ten past instances of
expropriation. The effect of contract and propeigits protection in the country with a history
of ten expropriations would be nearly twice thatted country with no history of expropriation.
Contract and property rights are three times a®rtapt in a country with approximately twenty
expropriations and over four times as importara country with thirty-five expropriations. This
points to a history of expropriation having a pofseimpact on the importance of the rule of
law.

These findings suggest two things. First, invesstoerceptions of a country may be
shaped more by the country’s history then its presenditions. This means investors may be
basing their investment decisions on outdated drgbanformation. The survey results
presented in the next chapter also support thislasion by identifying personal relationships as
an important source of information about a hostatgu The views of business associates are
likely to be colored by their own experience in toaintry. Depending on how long they have
been invested they may place greater emphasigastact of expropriation that may no longer
be a threat in a country. As a consequence othimg&ing, host-countries may be losing out on
investment not just because of their current réillaw but because of decisions made many
years ago by governments no longer in power. Multe suggest that developing strong
property and contract protections are even motiakin countries with a history of
expropriation.

Second, this finding furthers my contention tlnet tule of law reduces uncertainty.

Countries with a history of expropriation may berebkely to expropriate again in the future.
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However, investors really have no clear way of kimgw As a result, they look to the existence
of certain rights and protections in order to rexthis uncertainty. Countries with weak contract
and property rights offer investors no tangibleuaasces that their investments will be guarded
against expropriation.

Diagnostics and Robustness Checks

Given the highly unequal distribution of FDI araltine developing world it is possible
that outlier countries are influencing the regressesults. To check for this possibility |
remove six of the largest FDI recipient countriBeagil, China, India, Mexico, Singapore and
Russia) and run the models a second time. As $a&bleand 2.8 show, removing these
countries does not alter the results in any medmingay. This demonstrates the robustness of
the relationship between the rule of law and FDtbynonstrating that the relationship is not
being driven by any of the very large recipient$Dbi.

Furthermore, the dependent variable used in thlysis does not control for country
size, and this may be altering the results. Lacgentries are likely to attract more FDI simply
because they have larger economies and more cafacihvestment. Typically, scholars use
FDI as a percentage of GDP to control for the ¢ftéenarket size on FDI. | chose not to use
this measure because it obscures how much FDIrtryoactually receives. Instead FDI as a
percentage of GDP gives a more accurate view oftipertance of FDI to a host-country’s
economy. To control for the potential effects iakson FDI, Tables 2.9 and 2.10 include a
variable for population size. The inclusion ofstlrariable does not impact the rule of law

variables, further demonstrating the robustnesbefink between the rule of law and FDI.
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Table 2.7: Rule of Law and FDI without Top Recigi@ountries

Model 18 Model 19 Model 20
Lagged DV 0.346 0.366 0.358
(0.053)*** (0.051)*** (0.053)***
Log Econ. -1.503 -1.662 -1.497
Development
(0.557)*** (0.498)*** (0.556)***
Log Market Size 1.010 1.293 1.217
(0.601)* (0.568)** (0.593)**
Trade 0.001 0.002 0.001
(0.003) (0.003) (0.003)
Econ. Growth 0.000 0.000 0.000
(0.000) (0.000)** (0.000)
Resources 0.013 0.010 0.014
(0.010) (0.010) (0.010)
Capital Acct. Lib. 0.073 0.087 0.088
(0.042)* (0.043)** (0.043)**
Democracy 0.022 0.020 0.022
(0.011)* (0.010)** (0.011)*
Rule of Law 0.251
(0.057)***
Contract and Property 1.173
(0.478)**
Corruption 0.066
(0.058)
Constant -13.515 -18.861 -17.772
(10.201) (9.702)* (10.059)*
Country FE Yes Yes Yes
Time FE Yes Yes Yes
R 0.67 0.67 0.66
N 2,090 2,126 2,090
Country Count 97 96 97

Dependent Variable = Log of FDI Inflows. Panelreated standard errors in parentheses.
* p<0.1; ** p<0.05; *** p<0.01
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Table 2.8: Rule of Law and FDI without Top Recigi€@ountries cont.

Model 21 Model 22 Model 23
Lagged DV 0.360 0.364 0.361
(0.052)*** (0.052)*** (0.051)***
Log Econ. -1.419 -1.367 -1.517
Development
(0.522)*** (0.539)** (0.525)***
Log Market Size 1.087 1.088 1.145
(0.597)* (0.602)* (0.573)**
Trade 0.001 0.002 0.002
(0.003) (0.003) (0.003)
Econ. Growth 0.000 0.000 0.000
(0.000) (0.000) (0.000)
Resources 0.013 0.012 0.013
(0.009) (0.009) (0.009)
Capital Acct. Lib. 0.084 0.090 0.087
(0.042)** (0.044)** (0.042)**
Democracy 0.017 0.022 0.009
(0.010)* (0.010)** (0.014)
Physical Integrity Rts 0.086
(0.026)***
Workers’ Rights 0.070
Somewhat Protected
(0.097)
Workers’ Rights 0.090
Protected
(0.141)
Judicial Independence 0.879
(0.679)
Constant -15.588 -15.598 -15.997
(10.087) (10.148) (9.698)*
Country FE Yes Yes Yes
Time FE Yes Yes Yes
R 0.66 0.66 0.66
N 2,159 2,135 2,181
Country Count 97 96 97

Dependent Variable = Log of FDI Inflows. Panelreated standard errors in parentheses.
* p<0.1; ** p<0.05; *** p<0.01
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| argue that investors seek out countries wittr@ng rule of law because such countries
have less uncertainty. Others may contend thatulleeof law is important for investment
because it helps prevent instability in the pdditisystem, something investors find unattractive.
Thus, the real concept of interest or concern ghbalpolitical stability. To control for the
effect of political stability | use the same twoasares (political risk and domestic conflict) used
earlier to further investigate the relationshipwestn physical integrity rights and FDI. Political
risk (Tables 2.11 and 2.12) captures the overadillef instability in the political system, while
the domestic conflict (Tables 2.13 and 2.14) measaptures the amount of domestic conflict
that may destabilize the political system. Asrimdels demonstrate, including these variables
does not significantly alter the results, meaniaolitigal instability is not driving the relationgi
between FDI and the rule of law. The only excaptfor physical integrity rights, which loses
its significance when political risk is includedtime model. All together, these models show that
political stability is an important factor for instrs. For each measure, as instability increases
FDI decreases. Overall, this lends further supfmoniy contention that a weak rule of law
generates uncertainty that is qualitatively differeom other types of risk that investors face. |
particular, a weak rule of law threatens inveshmsause it undermines confidence in the

institutions designed to protect their investments.
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Table 2.9: Controlling for Population Size

Model 24 Model 25 Model 26
Lagged DV 0.349 0.369 0.361
(0.053)*** (0.051)*** (0.053)***
Log Econ. -1.426 -1.588 -1.423
Development
(0.535)*** (0.485)*** (0.536)***
Log Market Size 0.946 1.228 1.149
(0.587) (0.556)** (0.581)*
Trade 0.001 0.002 0.000
(0.003) (0.003) (0.003)
Econ. Growth 0.000 0.000 0.000
(0.000) (0.000)** (0.000)
Resources 0.014 0.011 0.015
(0.009) (0.009) (0.009)
Capital Acct. Lib. 0.077 0.090 0.091
(0.042)* (0.042)** (0.042)**
Democracy 0.021 0.019 0.021
(0.010)** (0.010)* (0.011)*
Rule of Law 0.239
(0.054)***
Population 0.000 0.000 0.000
(0.000)*** (0.000)*** (0.000)***
Contract and Property 1.070
(0.443)**
Corruption 0.065
(0.054)
Constant -12.570 -17.834 -16.725
(9.950) (9.458)* (9.825)*
Country FE Yes Yes Yes
Time FE Yes Yes Yes
R 0.71 0.71 0.70
N 2,234 2,274 2,234
Country Count 103 102 103

Dependent Variable = Log of FDI Inflows. Panelreated standard errors in parentheses.
* p<0.1; ** p<0.05; *** p<0.01
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Table 2.10: Controlling for Population Cont.

Model 27 Model 28 Model 29
Lagged DV 0.362 0.366 0.363
(0.051)*** (0.051)*** (0.051)***
Log Econ. -1.343 -1.311 -1.459
Development
(0.509)*** (0.522)** (0.509)***
Log Market Size 0.999 1.021 1.068
(0.586)* (0.590)* (0.561)*
Trade 0.001 0.001 0.001
(0.002) (0.002) (0.002)
Econ. Growth 0.000 0.000 0.000
(0.000) (0.000) (0.000)
Resources 0.014 0.013 0.014
(0.009) (0.009) (0.009)
Capital Acct. Lib. 0.087 0.093 0.089
(0.041)** (0.042)** (0.042)**
Democracy 0.016 0.021 0.006
(0.010) (0.010)** (0.014)
Physical Integrity Rts 0.086
(0.025)***
Population 0.000 0.000 0.000
(0.000)*** (0.000)*** (0.000)***
Workers’ Rights 0.065
Somewhat Protected
(0.091)
Workers’ Rights 0.085
Protected
(0.133)
Judicial Independence 1.021
(0.662)
Constant -14.145 -14.475 -14.677
(9.857) (9.901) (9.479)
Country FE Yes Yes Yes
Time FE Yes Yes Yes
R 0.71 0.70 0.70
N 2,307 2,283 2,329
Country Count 103 102 103

Dependent Variable = Log of FDI Inflows. Panelreated standard errors in parentheses.
* p<0.1; ** p<0.05; *** p<0.01
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Table 2.11: Domestic Conflict, the Rule of Law, ddl

Model 30 Model 31 Model 32
Lagged DV 0.342 0.361 0.353
(0.054)*** (0.052)*** (0.054)***
Log Econ. -1.075 -1.310 -1.072
Development
(0.527)** (0.490)*** (0.524)**
Log Market Size 0.873 1.160 1.064
(0.585) (0.553)** (0.578)*
Trade 0.001 0.002 0.001
(0.003) (0.003) (0.003)
Econ. Growth 0.000 0.000 0.000
(0.000) (0.000)** (0.000)
Resources 0.012 0.010 0.013
(0.009) (0.009) (0.009)
Capital Acct. Lib. 0.068 0.081 0.080
(0.040)* (0.042)* (0.042)*
Democracy 0.018 0.016 0.018
(0.010)* (0.010) (0.011)*
Rule of Law 0.227
(0.055)***
Domestic Conflict -0.000 -0.000 -0.000
(0.000)** (0.000)*** (0.000Q)***
Contract and Property 0.901
(0.439)**
Corruption 0.042
(0.055)
Constant -12.934 -17.818 -16.763
(9.875) (9.401)* (9.762)*
Country FE Yes Yes Yes
Time FE Yes Yes Yes
R 0.71 0.71 0.71
N 2,216 2,260 2,216
Country Count 103 102 103

Dependent Variable = Log of FDI Inflows. Panelreated standard errors in parentheses.
* p<0.1; ** p<0.05; *** p<0.01
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Table 2.12: Domestic Conflict, the Rule of Law, d&fdl cont.

Model 33 Model 34 Model 35
Lagged DV 0.357 0.359 0.355
(0.052)*** (0.052)*** (0.052)***
Log Econ. -1.050 -0.976 -1.100
Development
(0.514)* (0.532)* (0.503)**
Log Market Size 0.977 0.939 1.002
(0.582)* (0.587) (0.560)*
Trade 0.001 0.002 0.002
(0.002) (0.003) (0.002)
Econ. Growth 0.000 0.000 0.000
(0.000) (0.000) (0.000)
Resources 0.012 0.012 0.012
(0.009) (0.009) (0.009)
Capital Acct. Lib. 0.076 0.079 0.077
(0.040)* (0.042)* (0.042)*
Democracy 0.013 0.017 0.004
(0.010) (0.010)* (0.014)
Physical Integrity Rts 0.070
(0.025)***
Domestic Conflict -0.000 -0.000 -0.000
(0.000)** (0.000)*** (0.000Q)**=*
Workers’ Rights 0.090
Somewhat Protected
(0.093)
Workers’ Rights 0.097
Protected
(0.135)
Judicial Independence 0.864
(0.648)
Constant -15.232 -14.585 -15.264
(9.845) (9.900) (9.439)
Country FE Yes Yes Yes
Time FE Yes Yes Yes
R 0.70 0.70 0.71
N 2,293 2,269 2,311
Country Count 103 102 103

Dependent Variable = Log of FDI Inflows. Panelreated standard errors in parentheses.
* p<0.1; ** p<0.05; *** p<0.01
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Table 2.13: Political Risk, the Rule of Law, andIFD

Model 36 Model 37 Model 38
Lagged DV 0.341 0.351 0.343
(0.053)*** (0.053)*** (0.053)***
Log Econ. -1.377 -1.576 -1.372
Development
(0.537)** (0.519)*** (0.534)**
Log Market Size 0.840 1.056 0.826
(0.585) (0.575)* (0.573)
Trade 0.001 0.000 0.000
(0.003) (0.003) (0.003)
Econ. Growth 0.000 0.000 0.000
(0.000) (0.000)** (0.000)
Resources 0.013 0.011 0.014
(0.009) (0.010) (0.009)
Capital Acct. Lib. 0.036 0.029 0.032
(0.041) (0.041) (0.041)
Democracy 0.015 0.014 0.015
(0.011) (0.011) (0.010)
Rule of Law 0.120
(0.061)**
Political Risk 0.026 0.030 0.036
(0.0Q7)*** (0.006)*** (0.007)***
Contract and Property 0.979
(0.451)*
Corruption -0.053
(0.062)
Constant -11.258 -15.163 -11.040
(9.845) (9.735) (9.609)
Country FE Yes Yes Yes
Time FE Yes Yes Yes
R 0.71 0.71 0.71
N 2,231 2,180 2,231
Country Count 103 102 103

Dependent Variable = Log of FDI Inflows. Panelreated standard errors in parentheses.
* p<0.1; ** p<0.05; *** p<0.01
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Table 2.14: Political Risk, the Rule of Law, andlFEDnt.

Model 39 Model 40 Model 41
Lagged DV 0.346 0.346 0.343
(0.054)*** (0.054)*** (0.053)***
Log Econ. -1.347 -1.261 -1.380
Development
(0.544)** (0.566)** (0.543)**
Log Market Size 0.871 0.790 0.865
(0.605) (0.616) (0.581)
Trade -0.000 0.000 0.000
(0.003) (0.003) (0.003)
Econ. Growth 0.000 0.000 0.000
(0.000) (0.000) (0.000)
Resources 0.013 0.013 0.014
(0.009) (0.009) (0.009)
Capital Acct. Lib. 0.034 0.030 0.032
(0.041) (0.042) (0.041)
Democracy 0.014 0.016 0.014
(0.011) (0.011) (0.014)
Physical Integrity Rts 0.040
(0.028)
Political Risk 0.029 0.032 0.034
(0.0Q7)*** (0.006)*** (0.006)***
Workers’ Right 0.047
Somewhat Protected
(0.093)
Workers’ Right 0.093
Protected
(0.136)
Judicial Independence 0.055
(0.672)
Constant -12.178 -10.900 -11.841
(10.161) (10.297) (9.765)
Country FE Yes Yes Yes
Time FE Yes Yes Yes
R 0.71 0.70 0.71
N 2,210 2,187 2,231
Country Count 103 102 103

Dependent Variable = Log of FDI Inflows. Panelreated standard errors in parentheses.
* p<0.1; ** p<0.05; *** p<0.01
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| control for auto-correlation in the main analygisough the inclusion of a lagged
dependent variable. Another option is to use tRelAcorrection to account for autocorrelation
within the data. Tables 2.15 and 2.16 presentdbelts with the AR-1 correction instead of the
lagged dependent variable. As you can see theneaasignificant changes to the results.

The main analysis presents a fixed effects modglititludes dummy variables for each
country. Including these variables accounts for ossible unexplained country-specific
factors that may affect FDI. While including fixeffects is a standard procedure, it presents an
extremely conservative model. Additionally, indalugl country fixed effects alters the way in
which results are interpreted. When fixed-effestsincluded, the models present the results of
changesvithin a country. Excluding the country dummies tellabsut factors that affect
changes in levels of Fbetweercountries. Tables 2.17 and 2.18 present the nuigrof law
models without fixed effects for country.

These results demonstrate the robustness ofrttimds for the rule of law and physical
integrity rights. However, the contract and prapeights variable is not significant in the
model without fixed effects. This means some utarpd factor or factors make contract and
property rights protection more important in soroardries than in others. For instance, a
history of expropriation (discussed above) appeal® a factor that alters the importance of
contract and property rights. The fixed-effectsdelacontrols for this factor, while the random-
effects model does not. The next chapter will oon some of the factors that can potentially
affect how investors view the rule of law in thevel®ping world. In particular, the survey
results highlight the potential importance of paaaelationships when investing in countries
with a weak rule of law. The impact of persondtienships on the rule of law and FDI will be

explored in even greater depth in Chapter 4. Qlyénase checks confirm the robustness of the

62



relationships found in the primary analysis. Tuke of law is positively related to FDI and
physical integrity rights and contract/propertyhtigare two specific elements of the rule of law

driving this relationship.

Table 2.15: Rule of Law and FDI with AR-1 Correctio

Model 42 Model 43 Model 44
Log Econ. -2.319 -2.509 -2.362
Development
(0.776)*** (0.690)*** (0.782)***
Log Market Size 2.285 2.660 2.565
(0.812)*** (0.749)*** (0.797)***
Trade 0.003 0.005 0.003
(0.004) (0.003) (0.004)
Econ. Growth 0.000 0.000 0.000
(0.000) (0.000) (0.000)
Resources 0.014 0.014 0.014
(0.013) (0.013) (0.013)
Capital Acct. Lib. 0.125 0.145 0.142
(0.058)** (0.059)** (0.059)**
Democracy 0.028 0.025 0.027
(0.014)* (0.013)* (0.014)*
Rule of Law 0.287
(0.078)***
Contract and Property 1.050
(0.597)*
Corruption 0.088
(0.080)
Constant -36.650 -43.522 -42.170
(13.644)*** (12.620)*** (13.330)***
Country FE Yes Yes Yes
Time FE Yes Yes Yes
R 0.43 0.44 0.42
N 2,235 2,275 2,235
Country Count 103 102 103

Dependent Variable = Log of FDI Inflows. Panelreated standard errors in parentheses.
* p<0.1; ** p<0.05; *** p<0.01
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Table 2.16: Rule of Law and FDI with AR-1 Correctiocont.

Model 45 Model 46 Model 47
Log Econ. -2.309 -2.301 -2.381
Development
(0.710Q)*** (0.727)*** (0.721)***
Log Market Size 2.509 2.524 2.528
(0.779)*** (0.791)*** (0.762)***
Trade 0.004 0.005 0.004
(0.003) (0.003) (0.003)
Econ. Growth 0.000 0.000 0.000
(0.000) (0.000) (0.000)
Resources 0.017 0.015 0.015
(0.012) (0.012) (0.012)
Capital Acct. Lib. 0.146 0.149 0.138
(0.058)** (0.059)** (0.059)**
Democracy 0.022 0.025 0.012
(0.014) (0.014)* (0.018)
Physical Integrity Rts 0.081
(0.028)***
Workers’ Rights 0.052
Somewhat Protected
(0.107)
Workers’ Rights 0.115
Protected
(0.145)
Judicial Independence 1.217
(0.958)
Constant -41.226 -41.311 -40.981
(13.072)*** (13.262)*** (12.798)***
Country FE Yes Yes Yes
Time FE Yes Yes Yes
R 0.43 0.42 0.43
N 2,308 2,284 2,330
Country Count 103 102 103

Dependent Variable = Log of FDI Inflows. Panelreated standard errors in parentheses.
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Table 2.17: Rule of Law and FDI with Random EffdatsCountry

Model 48 Model 49 Model 50
Lagged DV 0.498 0.522 0.509
(0.049)*** (0.046)*** (0.049)***
Log Econ. -0.149 -0.082 -0.105
Development
(0.047)*** (0.048)* (0.047)**
Log Market Size 0.493 0.470 0.487
(0.054)*** (0.052)*** (0.054)***
Trade 0.005 0.005 0.005
(0.001)*** (0.001)*** (0.001)***
Econ. Growth 0.000 0.000 0.000
(0.000) (0.000) (0.000)
Resources 0.001 -0.001 -0.000
(0.004) (0.004) (0.004)
Capital Acct. Lib. 0.017 0.012 0.019
(0.031) (0.033) (0.031)
Democracy 0.031 0.022 0.023
(0.008)*** (0.007)*** (0.008)***
Rule of Law 0.159
(0.033)***
Contract and Property 0.043
(0.292)
Corruption 0.074
(0.047)
Constant -9.403 -9.078 -9.414
(1.074)*** (1.066)*** (1.099)***
Time FE Yes Yes Yes
R 0.67 0.68 0.67
N 2,234 2,274 2,234
Country Count 103 102 103

Dependent Variable = Log of FDI Inflows.

* p<0.1; ** p<0.05; *** p<0.01
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Table 2.18: Rule of Law and FDI with Random EffdatsCountry cont.

Model 51 Model 52 Model 53
Lagged DV 0.507 0.514 0.514
(0.047)*** (0.047)*** (0.047)***
Log Econ. -0.164 -0.096 -0.098
Development
(0.045)*** (0.043)** (0.057)*
Log Market Size 0.541 0.487 0.479
(0.057)*** (0.053)*** (0.052)***
Trade 0.005 0.005 0.005
(0.001)*** (0.001)*** (0.001)***
Econ. Growth 0.000 0.000 0.000
(0.000) (0.000) (0.000)
Resources 0.000 -0.001 -0.001
(0.004) (0.004) (0.004)
Capital Acct. Lib. 0.010 0.012 0.013
(0.030) (0.030) (0.030)
Democracy 0.020 0.020 0.019
(0.007)*** (0.007)*** (0.009)**
Physical Integrity Rts 0.081
(0.020)***
Workers’ Rights 0.114
Somewhat Protected
(0.079)
Workers’ Rights 0.135
Protected
(0.122)
Judicial Independence 0.179
(0.349)
Constant -10.436 -9.380 -9.170
(1.273)*** (1.099)*** (1.054)***
Time FE Yes Yes Yes
R 0.67 0.66 0.67
N 2,307 2,283 2,329
Country Count 103 102 103

Dependent Variable = Log of FDI Inflows. Panelreated standard errors in parentheses.
* p<0.1; ** p<0.05; *** p<0.01
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Further Evidence - Investor Survey

This section presents the results of an originatey of CEO’s from U.S.-based firms
that engage in FDI. The survey helps us betteerstand the regression results by focusing
more closely on the investors themselves. Focusmigvestors generates insights into the
relative importance of the rule of law for FDI,wsll as the FDI process more generally.
Regression analysis is the dominant analytic metbodssessing the determinants of FDI in
both political science and economics. The regoesanalysis treats all investors the same,
without fully accounting for the vast differencesinvestors themselves. This survey is a small
step in the process of bringing investors back mtoanalysis of the FDI process by specifically
asking them about what factors they consider ingmdrivhen deciding to invest, how they define
the rule of law, how they mitigate the uncertaiasgociated with a weak rule of law, and how
they measure the rule of law in developing coustrie

The results of the survey reaffirm some of theifigs presented earlier; begin to answer
some of the questions raised by the quantitatiadyars; and raise new questions, which will be
pursued later in the dissertation. The surveyiomsfthe importance of the rule of law and
especially contract and property rights protectmmFDI. The results also support the view that
political stability and the rule of law impact FDI different ways.
Survey Methodology and Diagnostics

The statistical analysis demonstrated a connetitween the rule of law and FDI. It
also indicated that investors prioritize contrgcgperty, and physical integrity rights as the most
important aspects of the rule of law. To furtbkarify which aspects of the rule of law investors
consider the most important | administered a sutedy.S.-based CEOs with overseas

operations. Contact information was obtained fiofaUSA for U.S.-based firms with overseas
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affiliates. This search yielded a list of 3965 temts. Of the 3965 contacts, 2291 included an
email address and 1674 did not. CEOs without asileaddress received a paper version of the
survey via the U.S. Postal Service. CEOs withranikaddress received an email asking them
to take the survey via the website Qualtrics. roheo to be sure there were no systematic
differences between the email group and the nolegraip | took the mean number of
employees, the mean assets, and the mean sakscfogroup. | then used an independent
samples t-test to test the null hypothesis thatlifierence between each set of means was zero.
In each case, the t-tests rejected the null hypatles the 95% confidence level. As a result, |
feel confident in assuming that there are no syatendifferences between the two groups.

Of the 3965 surveys administered, seventy-sevailersnd one hundred four paper
surveys were returned as undeliverable. SevengetGEOs completed the survey for a
response rate of two percent. This responsesatbviously very low. However, low response
rates are typical when surveying CEOs. For ing&taats and Biglaiser (2011) reported a
response rate of nine percent for a survey of BaSed CEOs with investment in Latin America.
Likewise other studies have reported response odtiesirteen (Pearce and Zahra 1991), thirteen
(Martinez, Esperanca, and de la Torre 2005), angesicent (MIGA 2002).

Low response rates are potentially problemati@abse they open a study up to bias if
there are significant differences between thosertspond and those that do not. In order to
check for this possibility Table 2.19 comparesadharacteristics of responding firms with the
entire population in terms of industry, assets, leyges, sales, and ownership type. This
comparison gives me reason to believe those resppimlthe survey are not significantly
different from those not responding. First, thecpatage of respondents from each industry

roughly mirrors the percentages found in the papaia Manufacturing firms make up the
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largest percentage of firms investing abroad, iatytseven percent, and likewise make up the
largest percentage of survey respondents, attbirgypercent. Overall, seventeen of the
nineteen different industries in the sample ar@iwitive percentage points of their proportion in
the population. The two industries that differ av@nufacturing, which is under-represented in
the sample by six percent, and information, whechver-represented in the sample by six
percent.

Second, while nine of the nineteen different irndas did not respond to the survey these
industries collectively make up only nine perceinthe total population. This means the overall
impact of these industries on the survey results kaly to be limited. However, this does
present the possibility for some bias in the sumesylts if these omitted groups differ greatly in
their responses from those already recorded. Tthiedpercentage of public companies taking
the survey is also within five percentage pointthef proportion of public companies in the
sample. This makes it less likely that differeniceswnership type will introduce bias into the
survey results.

Previous work on the relationship between FDI lanchan rights found that different
types of FDI respond differently to different lesef human rights (Blanton and Blanton 2009).
This suggests that rather than looking at individlodustries, for the purposes of explaining FDI
decisions, it may make more sense to focus on t9pEBI. Table 2.20 links different industrial
sectors with different types of FDI. | use the salifference of means t-test to check for
differences between these types of FDI and agaire thre no significant differences in their
responses. This suggests that investors acrogstires tend to think the same way about FDI
decision-making. This also mitigates the potemt@i-response bias from the industries that

have not responded to the survey. These industreeall market-seeking and we would expect
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that their responses would be similar to the otharket-seeking firms that did respond to the

survey.
Table 2.19: Survey vs. Population Comparisons
NAIC Classification Survey Respondents Population
Agriculture, Foregtry, Fishing, 0 11 (0.2%)
and Hunting
Mining, Quarrying, and Oil 0 0
and Gas Extraction 2 (2.74%) 21 (2%)
Utilities 0 22 (0.9%)
Construction 1 (1.36%) 23 (0.1%)
Manufacturing 25 (34.24%) 1469 (37%)
Wholesale Trade 5 (6.85%) 42 (5%)
Retail Trade 7 (9.59%) 264 (7%)
Transportation and 1(1.36%) 74 (2%)

Warehousing

Information

10 (13.7%)

386 (10%)

Finance and Insurance

8 (10.96%)

382 (10%)

USD

Real Estate a_nd Rental ang 0 51 (1%)
Leasing
Professional, Scientific, and 0 0
Technical Services 6 (8.22%) 571 (14%)
Management of C_ompanles 0 116 (3%)
and Enterprises
Administrative and Support
and Waste Management and 1(1.36%) 112 (3%)
Remediation Services
Educational Services 1 (1.36%) 21 (0.5%)
Health Ca}re and Social 0 32 (0.8%)
Assistance
Arts, Entertaln.ment, and 0 14 (0.3%)
Recreation
Accommodatllon and Food 0 45 (0.1%)
Services
Other Services 0 50 (0.1%)
Anonymous Submissions 6 (8.22%) NA
Percent Public 49% 56%
Median Employees (parent 638 200
company)
Median Sales Millions of USD 378 394
Median Assets Millions of 878 1180
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Table 2.20: Industrial Sectors and Type of

Sector Type of FDI
Oil Resourceseeking
Mining Resourceseeking
Food Market-seeking
Fabricated Meta Market-seeking
Chemical Marketseeking
Finance Market-seeking
Wholesale Trade Market-seeking
Services Market-seeking
Electrical

Efficiency-seeking

Industrial Machiner Efficiency-seeking

Efficiency-seeking
Transportation

Source: Blanton and Blanton 2(
| also look more closely at the characteristictheffirms responding to the survey to
if there are any significant differences with reb#y sales, employees, and assets. These fi
may impact how a firm makes investment decisid@a/en the vide variance in these number
focus on the median as my measure of central t&yderavoid outliers potentially biasing t
results. This analysis further strengthens myelbdiat the survey respondents are

significantly different from those wl do not respond.
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The firms responding to the survey have nearlysdrae number of employees as the
population. This indicates there should not belaiag in the results stemming from how large a
company is in terms of employees. However, thezenatable differences between those taking
the survey and the population in terms of averafgssand assets. To explore this more closely
| selected a subset of the survey respondentsavelage sales and assets roughly equal to the
population averages. | then compared the meawmmsesp of these population-proxies with the
mean responses of the remaining survey respondergach question. For example, | averaged
the score for response one to Question 2 for tipalpton-proxies and then for the remaining
surveys. Then | employed a t-test to examine wdrdtie means are statistically different from
one another.

In terms of sales, the population-proxy respomngsr® only significantly different for one
of the forty-four total responses. The populasabset ranked controlling corruption as a more
important part of their definition of the rule @w than the rest of those surveyed. The
population-proxy group scored this factor at 4.8 the remaining surveys scored it at 3.29, on
a 1-5 scale. Likewise, only two of the forty-fdotal responses were significantly different
between the subset for total assets and the remgasnirvey responses. Here, the asset
population-proxy group ranked the need to keep paitecompetitors as a less important factor
when making FDI decisions than the other resporsd@il compared to 3.25, on a 1-5 scale).
Similarly, the asset population-proxy group platess importance on a history of investing in a
region. In this case the average score for theetuhatching the population’s assets was 2.55
compared with 3.5 for the other respondents, ofbadale.

The fact that only three responses were signifigahfferent between the population-

proxies and the rest of the respondents gives mtieefuconfidence that the results of the survey
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are not biased. Never the less, the extremelyésponse rate means the results presented here
cannot be seen as conclusive. Rather they pom#woquestions and variables, and offer
another piece of evidence that, when combined thiglrest of the dissertation, develops a more
complete picture of the FDI process.

Survey Questions

The survey asks business leaders six questiaasnigeto FDI and the rule of law. The
first question asks whether or not the responddintrsengages in FDI in the developing world.
Question 1 is designed to reveal if firms not iigdsan the developing world differ from firms
already invested in the developing world. In martar, the question should reveal if these
groups differ in terms of overall factors considkmaportant for investment, how they define the
rule of law, how they mitigate the risk of invegim a country with a weak rule of law, and
what sources of information they use to learn alaatduntry’s rule of law. This also provides
me with a potential opportunity to explain negatases or why a firm decides not to invest in a
developing country.

Question 2 asks respondents to rank the importainsigteen different factors when their
firm is deciding to invest in the developing worlRespondents are given five response
categories to choose from: 1 “Not at all importa2t’3 “Somewhat Important”, 4, 5 “Very
Important”. This question tests whether the faxtbe literature considers important are actually
important to investors and not a statistical angmaldditionally, Question 2 includes some
response categories that are not easily measursttistical analysis. The response options
were: government respects the rule of law; polistability; personal relationships with
potential business partners; GDP growth, leveleshdcracy, GDP, GDP per capita, large

population, history of investment in the countrigtbry of investment in the region, need to keep
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pace with competitors also investing in the couraiscess to low-cost labor; bilateral investment
treaty, location is close in proximity to existiR@I locations, trade, and amount of natural
resources.

Question 3 focuses on how investors define theatilaw. It asks respondents to
identify the importance of eleven different factom@nmonly associated with the rule of law.
Like Question 2, respondents are given five respaasegories to choose from 1 “Not at all
important”, 2, 3 “Somewhat Important”, 4, 5 “Vemportant”. This question identifies what
rule-of-law elements actually matter to investofis information helps us better understand
which institutions in a potential host country adty impact FDI. Additionally, it advances the
study of the rule of law by linking specific elemgmf the rule of law to FDI. For those
interested in promoting the rule of law abroad,ihgwa clear understanding of what investors
mean when they say ‘the rule of law matters’ wdlghthem design of programs to promote the
rule of law and economic development. The respopsens were: contract rights are
recognized and enforced; property rights are reieegrand enforced; relevant laws are easy to
identify and understand; government complies withrtdecisions; citizens obey the law;
relevant laws change infrequently; lack of corraptijudicial independence; courts treat people
equally; civil and political rights are upheld; apdiicial review power.

Survey Results: Questions1 and 2

T-tests confirm that there are not any signiftadifferences in the responses of those
that invest in the developing world and those ttahot. This suggests that all firms view the
same factors as important when deciding to invedtreve a similar perception about the rule of

law and factors that might mitigate the risk ofesting in a country with a weak rule of law.
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The results of Question 2 are listed in TabBL2 This table orders the responses based
on their average rating to give a sense of whictofa are most important and which factors are
least important. Table 2.21 demonstrates a widga#n average scores between the most
important and least important factor suggestingj tbspondents did consider their responses.
Had they not taken the task seriously, | would expigere to be less variability in the results, as
respondents would rank all factors the same. Eurtbre, the online survey tracks the time it
takes respondents to complete the survey and oagevé took respondents six and a half
minutes to finish. This again points to real cdesation on the part of the respondents.

The rule of law and political stability are theawnost important factors. T-tests confirm
the scores for these factors are higher than argr&t The rule of law ranked as the most
important factor to investors with an average sof4.42, on a scale of 1 -5. It also had the
smallest standard deviation, pointing to the cosgermmong the respondents that the rule of law
is the most important factor. Political stabiltsas the second most important factor, with an
average score of 4.38 and the second smallestasthddviation. These results confirm recent
research pointing to the importance of institutiaasleterminants of FDI. The importance of
political stability may explain why the statistiGaalysis found the level of democracy to be a
significant predictor of FDI. Democracies may berenstable than authoritarian regimes. This
also supports the models that identified the pasiiffect of the two measures of political
stability on FDI.

Interestingly, respondents gave ‘personal relatisith potential business partners’ an
average score of 3.85. This makes it more impotham eleven of the sixteen factors. This
result highlights the important role that relatibips can play in the FDI process and suggests

that relationships are actually more important tbame economic factors, like rate of economic
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growth and level of economic development, tradaibnassumed to determine FDI locations.
Questions 4, 5, and 6 will look more closely at vaeysonal relations are so important.

The more traditional predictors of FDI all clustegether below personal relations.
Factors like GDP, GDP per capita, and GDP growtWwelkas institutional factors, like the level
of democracy, all have relatively similar scorasgiag from 3.51 for democracy to 3.26 for
GDP per capita. The statistical analysis found GGBP per capita, and level of democracy all
influence FDI. However, the results indicated G&P per capita was negatively associated
with FDI. Both the survey and statistical analydggsnonstrate the continued importance of
macro-economic factors and democracy for FDI. hstgame time, the results suggest that
scholars need to take the role of personal relatiofDI more seriously.

Below the more traditional determinants of FDI fetors such as a history of investing
in the region, a history of investing in the coynt need to keep pace with competitors also
investing in the country, access to low-cost labod the presence of a bilateral investment
treaty. The first two factors, dealing with a bist of investing in the country or region, were
designed to test the path-dependent nature of BBIthe above analysis showed, prior FDI is a
strong predictor of future FDI. However, the syrvesults suggest this is of less importance to
investors. One possible explanation for this mayhat investors do not let their own history of
investment alter future investment decisions, baytmay respond to patterns of investment by
other firms. For instance, a CEO of an electromesufacturing firm told me that his firm only
considers investment locations with an existing&stem’ for his industry (Interview 2). By
this he meant that his firm only considers locatiamere his industry is already established.
This indicates to his firm a suitable investmentissnment. As a consequence, his investment

decisions are driven by a history of investmergt pot by his firm.
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Table 2.21: Mean Level of Importance of Country @lsteristics When Deciding to Engage

FDI.

Factor

Mean

St. Dev

N

Min

Max

Government
Respects the
Rule of Law

4.42

0.76

73

1

5

Political
Stability

4.38

0.89

73

Personal
Relations with
Potential
Business
Partners

3.85

1.06

73

Level of
Democracy

3.51

1.06

73

GDP

3.45

1.37

33

GDP Growth

3.35

0.97

72

GDP per Capits

|

3.26

1.09

72

History of
Investment in
the Country

3.10

1.16

72

a1 ol
;|

History of
Investment in
the Region

3.10

1.08

72

Large
Population

3.08

1.08

73

Bilateral
Investment
Treaty

3.03

1.28

37

Need to Keep
Pace with
Competitors
Also Investing
in the Country

3.01

1.16

73

Access to low-
cost labor

2.93

1.27

72

New Location
is Close in

Proximity to

Existing FDI
Locations

2.53

1.25

72

Trade as a
Percentage of
GDP

2.44

1.04

71

Amount Nat.

Resources

2.25

1.20

72
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I included the question regarding a need to keep path other firms to test a hypothesis
based on a population ecology model of FDI (P65, 111). Under this view, there are a
limited number of resources in any one environnagat individuals (or in this case firms) must
compete for control of these resources. If theotly applies to FDI, firms would be choosing
investment locations, at least in part, to keepepaith other firms investing in the same
location. However, the results seem to suggestisinot a key factor. Interestingly, a t-test
reveals the smaller-asset group felt keeping paitecompetitors was a more important factor
than the larger-asset group did. This indica# ldrger firms do not feel any need to keep pace
with the competition but that smaller firms do faateed to keep pace with the larger firms. If
true, this may expose the smaller firms to greasér This is potentially significant because
smaller firms may not be as equipped to deal Wwithdonsequences of investing in a country
with a weak rule of law.

According to the survey, firms also seem to plass emphasis on access to low-cost
labor, undermining the popular belief that firmgage in FDI in order to access cheap labor.
While low-cost labor is important, it is not the saamportant factor. Additionally, interviews
with investors suggest the importance of this faotay continue to decline as developing
economies continue to evolve. Some CEOs notedabat costs are beginning to level out
across the developing world, making them lessmedito uproot investment for only a marginal
improvement in wages. However, many also predich&tvill lose out on FDI in the future as
wages, particularly in low-end manufacturing, coné to increase. This suggests labor costs
will continue to play an important role in FDI dsidns (Interview 2; Interview 3; Interview 6)

Likewise, bilateral investment treaties (BITs) appto play a limited role in FDI

decisions. There is a fairly large body of worktba importance of BITs for FDI, with scholars
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on both sides. Theoretically, BITs can help tdleeflace of domestic rule of law or democratic
institutions by providing legal assurances diretdlynvestors. However, the survey shows BITs
are neither the most nor least important factor.

Finally, a location near existing FDI locationg;auntry’s level of trade, and the amount
of natural resources in a country received the &#\geores. The proximity question, like the
history questions discussed above, was includéestdhe path dependent nature of FDI. Again,
this result suggests investors do not let exidtibg)determine future FDI. The trade variable
was intended to capture a country’s opennessde tr&irms do not seem to consider how much
a country trades to be a significant economic datent of FDI. Lastly, a country’s natural
resource wealth is the least important factor.sThakes sense since most firms investing abroad
are not interested in natural resources. Onlyureseseeking firms, like oil companies, are
expected to care about natural resources andeudt confirms this belief.

Survey Results: Question 3

Both the statistical analysis and the survey fimelrule of law is an important factor for
investors. However, what investors mean by the ofilaw remains unclear. The regression
results suggest investors care about physicalnityagghts and contract and property protection.
Question 3 looks more closely at what investorsmmelaen they say the rule of law is the most
important factor. Table 2.22 ranks the respons@sder from most important to least important.
The survey demonstrates recognizing and protectngract (4.10) and property rights (4.07)
are clearly the most important aspects of theatilaw for investors. T-tests confirm average
scores for these two elements are higher thahalbther rule-of-law elements.

The survey results point to little difference beém the remaining rule-of-law elements.

Investors view laws that are easy to identify (383 government compliance with court
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decisions (3.80) as more important than four ofdleeen elements, but the average scores for
most elements are not statistically different frone another. The one exception is judicial
review power (2.97), which investors clearly ranlksdhe least important element of the rule of
law. This is very interesting because of the inguatrrole judicial review can play in judicial
power and compliance. Perhaps this reflects aenstehding among investors that compliance
and rights protection takes place outside of courndact, the average score for judicial
independence ranked lower than seven of the elederof-law elements. This means investors
want the government and citizens to comply withrtdecisions, but they do not consider two
court characteristics related to judicial poweb&important parts of their view of the rule of
law. These results are also in line with theistiaal analysis that found both workers’ rights
and judicial independence insignificant. This egia question: how do investors guarantee their
version of the rule of law if not through the ca®tQuestions 4 and 5, discussed in the next
chapter, will help to shed some light on this gieest

The survey results help to confirm the findingshe regression analysis. Like the
guantitative analysis, the survey showed that tiree of law is an important factor for FDI and
that contract and property rights are the most naod elements of the rule of law for FDI. The
rule of law was ranked higher than economic fadikesGDP and GDP per capita, as well as
political factors like the level of democracy. @@ct and property rights were clearly the
highest ranked rule-of-law elements, scoring aln@&tpoints higher than the third-highest
factor. Additionally, these two elements have agwthre lowest standard deviations for their
responses, which suggests greater consensus ah@respondents on the importance of these

elements.
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Table 2.22: Relative Importance of Different Rufekaw Elements for FDI

Rule-of-Law Mean Standard N Min Max
Element Deviation

Contract 4.10 0.93 71 1 5
Rights are
Recognized
and Enforced

Property 4.07 0.83 71 1 5
Rights are
Recognized

and Enforced

Relevant 3.85 0.83 71 2 5
Laws are
Easy to
Identify and
Understand

Government 3.80 1.12 70 1 5
Complies
with Court
Decisions

Relevant 3.73 1.03 71 1 5
Laws Change
Infrequently

Citizens Obey 3.72 0.97 71 1 5
the Law

Lack of 3.72 1.09 71 1 5
Corruption

Judicial 3.55 1.14 71 1 5
Independence

Courts Treat 3.44 1.25 71 1 5
People
Equally

Civil and 3.44 1.20 72 1 5
Political

Rights are
Upheld

Judicial 2.97 1.19 71 1 5
Review
Power
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Conclusion

This chapter began to establish the relationsétpiéen the rule of law and FDI. The
results of the regression analysis confirmed Hypsithl, that the rule of law is positively
associated with FDI when controlling for other doamt explanations. This analysis
demonstrates the importance of legal institutiand=DI, which have largely been ignored in the
literature on FDI. Comparatively the rule of law dot impact FDI as much as certain
economic factors such as market size and econamowetly. However, the analysis shows that
the rule of law does play a role in the FDI proce$his means that FDI decisions are not
entirely about economic conditions, policies, ajinee type.

The regression analysis also confirmed Hypothsikat specific rule-of-law elements
drive the relationship between the rule of law &bd. In particular, the analysis showed that
protecting physical integrity rights and contraodfperty rights are positively associated with
FDI. Furthermore, by controlling for the effectsdemocracy, the analysis shows that the
benefits of the rule of law do not necessarily fisam democratic governance. The economic
successes of Singapore and Chile demonstrate tiedifseauthoritarian regimes can enjoy when
they successfully improve their respect for the fl law.

In particular, the finding that improving contractd property rights protection increases
FDI suggests authoritarian governments can increB$éy making changes that do not
necessarily improve the lives of their citizensakihg this a step further, if FDI leads to
economic growth, which in turn leads to politicdlslity, authoritarian regimes can maintain
control without sacrificing significant politicalopver. Conversely, the regression analysis found
that improving physical integrity rights improveBE This is important because these rights,

unlike contract and property rights, directly atfatt citizens. The impact of these different rule
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of-law elements on FDI represents both the promngkthe peril of the global economy. On the
one hand, the result for contract and propertytsigiighlights the unequal nature of the global
economy, where benefits are doled out to a sedectahd the masses get left behind. On the
other hand, the link between physical integritynteggand FDI suggests the promises of the global
economy. By engaging with the world, countries epksitive changes that help lead not just to
economic growth but to positive changes in goveteamhich are capable of enhancing citizens’
lives in a variety of different ways.

Ultimately, the results in this chapter raise guestion of why countries with a weak rule
of law still attract FDI. By controlling for econac factors, the regression analysis suggests that
some other factors must be leading investors toshoountries with a weak rule of law. If
investors simply looked for the best economic oppuoty then the rule of law variables would
never be significant. | contend investors useqrabrelationships to substitute for a weak rule
of law. These relationships reduce uncertaintydalicing an investor’s need for the formal

legal system and by providing them with another ima@csm for compliance.
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Chapter 3: How I nvestors Contend with a Weak Rule of Law

I ntroduction

The quantitative analysis in the previous chaptafiomed that the rule of law is a
significant factor in FDI. The chapter also demoatted that contract and property rights
protection is the most important element of the wfllaw for FDI. At the same time, the
forgoing analysis reveals the paradox that whiéerthie of law is important, a number of
countries attract FDI despite having a weak resfoedhe rule of law. This chapter begins
explaining why firms choose to invest in a courdegpite a weak rule of law. To answer this
guestion, this chapter combines a statistical amabBlong with more responses to the investor
survey introduced in the last chapter.

This chapter examines three possible explanafanshy a firm may choose to invest in
a country with a weak rule of law. First, the emamc opportunity may outweigh the potential
risks associated with a weak rule of law. Secdimelcountry may provide certain institutional
assurances that help to mitigate the uncertairgycaated with a weak rule of law. These
include bilateral investment treaties (BITs), speeconomic zones (SEZs), and preferential
trade agreements (PTAs). These institutional gearents create alternative commitments to
investors that reduce the negative effects of vaEaRestic institutions. These institutions
provide third-party enforcement mechanisms thatalhvestors to by-pass poor domestic
institutions. Third, investors may use personkltienships with business partners and the host-
country government to help mitigate the uncertaangated by a weak rule of law.

To test the first two of these hypotheses | ugeassion analysis with the same panel

data used in the previous chapter. Additionalis thapter looks more closely at FDI by the
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United States using data from the U.S. Departme@oommerce’s Bureau of Economic
Analysis (BEA) of U.S. investment in developing atries. This analysis clearly shows that
formal rule-of-law substitutes, like bilateral irstenent treaties, do not increase FDI in countries
with a weak rule of law. However, the results dow that economic opportunity, in particular
level of economic development and market sizegeg@ase FDI in countries with a weak overall
respect for the rule of law and weak contract amgherty rights protection. The statistical
analysis failed to find a factor capable of substig for weak physical integrity rights
protection. Finally, | find support for the imparice of personal relations in countries with a
weak rule of law.

However, statistics are not the ideal way to cappersonal relationships because these
relationships occur at the firm and individual levin order to further examine how personal
relationships relate to FDI | look at the resultshe investor survey. While the first part of the
survey looked at the factors investors considemimgnt for investing in developing countries
and how investors define the rule of law, the sdduaif of the survey examines how investors
deal with investing in countries with a weak rufdaw and how they gain information about a
country’s respect for the rule of law. The surpegvides more evidence of the important role
personal relationships, both with business assxEid government officials, can play in
mitigating the uncertainty associated with a wadk of law. The survey results also support
the finding of the quantitative analysis that inees do not use BITs to mitigate a weak rule of
law.

Data

Dependent Variable
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| use data on U.S. FDI stock in developing cousttéken from the U.S. Bureau of
Economic Analysis from 1980 to 2010. This datayseltls data on: Argentina, Barbados,
Bermuda, Brazil, Chile, China, Colombia, Costa Riba Czech Republic, Dominican Republic,
Ecuador, Egypt, Honduras, Hong Kong, Hungary, Inbhdonesia, Korea, Malaysia, Mexico,
Nigeria, Panama, Peru, Philippines, Poland, RuSsiadi Arabia, Singapore, South Africa,
Taiwan, Thailand, Turkey, the United Arab Emiratsd Venezuela.

The dataset is weighted towards countries withéndevels of U.S. investment in order
to guard the confidentiality of firms. This has teffects: 1) the countries that are missing from
the dataset are non-random, meaning there cowdrne systematic factor that is causing these
countries to receive low-levels of U.S. FDI. 2) @ties in the Western Hemisphere are over
represented, accounting for 15 of the 28 counini¢se dataset. This is likely due to the
proximity of these countries to the United Stasssdistance between host country and country
of origin tends to be a strong determinant of l@fdtDI due to transportation costs. Despite
these limitations, the BEA dataset is the best dasdlable that fits my analytic goals. In order
to test how bilateral agreements and personalsakdtips impact FDI | need dyadic FDI data
and the BEA dataset is the only one available @& BDI to specific countries.

Independent Variables— Formal Substitutes

To measure formal substitutes for the rule of lagathered data on BITs in force
between the United States and a host country. Untited States has forty BITs in force with
countries around the world. Additionally, the WnitStates includes what are essentially BITs as
chapters in some preferential trade agreements YPFér instance, the North American Free
Trade Agreement (NAFTA) contains a BIT chapter! tatal, through PTAs the United States is

party to ten additional BITs. | use the UNCTADatabase of international investment
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agreements (UNCTAD 2014), the United States’ Ofttdrade Agreements Negotiations and
Compliance (TANC 2014), and the World Banks’ GloBatferential Trade Agreements
Database (World Bank 2014) to identify BITs and BT#th BIT provisions. The dataset
excludes agreements, which are signed but notrge foecause they have no effect until they are
in force.

| created several variables to capture theserdifteagreements. The first variable is
simply a dummy variable indicating whether or n@pantry has a bilateral investment treaty
signed with the United States. This variable eseBicountries that have a BIT via a PTA
because investors may not see these two typesedragnts in the same way. The second
dummy adds in all countries that have a BIT prarisnside a PTA. BITs should increase FDI
and if they substitute for a weak rule of law thaisitive impact on FDI should increase as the
rule of law decreases.

Existing research into BITs suggests investork kmowledge about BITs. As a result,
BITs do not appear to have an impact on FDI levé&ls.help control for this possibility | create
a variable to capture the number of years a BlTheas in force. The logic behind this variable
is that the longer a BIT exists the more likelyestors are to know about its provisions. Thus,
the older the BIT the greater its positive impactdI.

The arbitration provisions of BITs are not all ajuAllee and Peinhardt (2010) identify
a range of possibilities including vague statemeatbng for international arbitration or the
creation of ad-hoc arbitration panels. The autlaogsie the most stringent provision is to require
arbitration before the International Centre for 8edtlement of Investment Disputes (ICSID), an
international non-governmental organization degigioehear investment disputes (Allee and

Peinhardt 2010, 4). The authors create an orgar@ble measuring the strength of BIT
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arbitration provisions where a zero means the IGSIbt mentioned in the treaty, a one means
the ICSID is one of two options for arbitrationdaatwo means the ICSID is the only arbitration
option. | also assign a zero to every country tloegs not have a BIT with the United States and
follow the same coding criteria to incorporate Bldsated in PTAs. The United States has only
two BITs that do no list the ICSID as an arbitrataption, thirty-one BITs where the ICSID is
one of the possible arbitration options, and tw@&VEs where the ICSID is the only possible
arbitration venue. The previous non-relationstepween BITs and FDI may be the result of not
taking the strength of arbitration provisions iatcount. Therefore, | expect that increases in
BIT strength will be positively associated with FOf BITs substitute for domestic institutions
then we can expect the impact of BITs on FDI toease as the rule of law decreases.

Countries may also create SEZs to make up fowtek rule of law. Data on SEZ is also
difficult to obtain. No database exists with infation on the number of SEZs in a country over
time. However, in 2006 the International Labor @ngation (ILO) assembled data on all the
different types of SEZs around the world (Boyen@67). | use this data to test the impact of
SEZs on FDI. The dataset includes a count of tieber of SEZs in a country as well as the
number of export processing zones (EPZs), and athregs designed to promote FDI. The
analysis of SEZ will be cross-sectional rather ttiare-series because the data are only available
for one year.

To measure immigrants | take the stock of hoshtgummigrants (in thousands) living
in the United States from the OECD and divide itlg total population of the United States for
each year. This gives me the percentage of immigia the United States from each host-
country. This is a conservative measure of theachpf ethnic networks since children of

immigrants would be counted as U.S. citizens (&og excluded from my measure) but could
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still have access to the same sorts of connecéisriseir immigrant parents. The other option
would be to measure immigrant flows into the Uni&tdtes but flows do not capture the
immigrants already living in the United States thiaty have already established business ties
back in the host-country. Thus, | believe the lstoicimmigrants living in the United States is
the best measure.
Control Variables

| use the same set of control variables used ip@h& to control for other possible
determinants. These include the measures for maide (GDP), economic development (GDP
per capita), economic growth (GDP growth), camtaount openness, reliance on resource
wealth, and level of democracy. For this analysilso add in a variable measuring how far
away a country is from the United States (Weidnkarse, and Gleditsch 2010). Distance is
considered one of the ‘gravity’ factors that affe€tl location. The farther a host country is
from the home country the greater the cost torthkestor. Thus, | expect the greater the distance
between a host-country and the United Statesptlerlthe level of FDI. The variables for
market size, economic development, and economistgrwill all also be used to test whether or
not investors use economic opportunity to mitigateuncertainty of a weak rule of law. These
economic variables are expected to be positivedg@ated with FDI and their effect should be
strongest when the rule of law is weakest.
The Rule of Law

Chapter 2 examined five different elements of thle of law and an aggregate measure
of the concept. This chapter focuses only on #r@ables with a statistically significant impact

on FDI in Chapter 2: contract and property rightst@ctions, physical integrity rights, and the
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aggregate rule of law measure. | will use inteoacterms to test if the impact of the substitutes
on FDI changes at different levels of the ruleanf |
Results

To test these relationships | use OLS regressitmpanel corrected standard errors to
correct for heteroskedasticity. The data onceragali for the inclusion of fixed-effects for time
and country as well as a lagged dependent varialdecount for autocorrelation within the data.
Additionally, the data on SEZs are only availal@e2006. As a result these models are
estimated with OLS regression and no fixed effedt®egin the analysis by looking at the direct
effect of the different substitutes on FDI with@uy of the rule-of-law variables.

Table 3.1 looks at the direct effect of the pdssibrmal rule-of-law substitutes on FDI
levels. The results for BITs suggest they halméed impact on FDI. First, the indicator
variable identifying countries with a BIT (Model fgils to obtain statistical significance.
Likewise, the strength of the BIT (Model 3) does s@em to have an impact on FDI, as the
measure for ICSID arbitration is not statisticalignificant. However, the time a BIT has been
in force is negatively associated with FDI andistaally significant. This counterintuitive
finding suggests BITs may hurt investment. Modsh@ws that for every additional year a BIT
is in force FDI between the host-country and thée&dhStates decreases by one percent.

Table 3.2 looks at the impact of SEZs, EPZs, dhdraypes of zones on FDI. These
data are only available for 2006, but the resultgggest a minimal impact of these institutions on
FDI. The number of SEZs does not have a statistisgnificant relationship with FDI, but the
number of export processing zones and the totaitaoflall types of zones each have a
statistically significant relationship with FDI. dwever, the association between variable is

negative. Model 5 shows that each additional Eleduatry creates is associated with a 0.5
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percent reduction in FDI. Model 6 shows a smafaat for the total number of zones and FDI.
For each additional export zone a country creaBdsdecreases by only 0.01 percent. A closer
look at the data suggests a reason for this rekstip. Different countries use different
definitions for EPZs. For example, China essegttehnsformed entire cities into EPZs with
their own set of rules for businesses. Other traes) like Mexico with itgnaquiladoracreate
areas within which businesses are subject to dpedes. Finally, other countries designate
specific businesses as EPZs regardless of thaititoc Bangladesh employs this type of EPZ
program and as a result the ILO data lists 5341sHRZhe country, by far the most in the
dataset. At the same time Bangladesh has belovage&DI from the U.S. In 2007 U.S. FDI to
the developing world averaged $6.2 billion, but 8adesh only received $218 million. This
means Bangladesh may be driving the negative oelstiip. To test this | remove Bangladesh
from the dataset and run Models 6 and 7 again (@uipt shown). As a result, the number of
EPZs and the total number of zones lose theirssizl significance. Table 3.2 suggests that the
number of export zones does not impact U.S. Fihéodeveloping world in 2006.

These initial findings cast doubt on the abilifyfarmal substitutes to help countries
attract FDI. However, by only examining the direfect of these variables Table 3.1 does not
tell us anything about the relationship betweesé¢heriables and the rule of law. For instance,
theory suggests BITs will be most effective at @asing FDI in countries with a weak rule of
law. To test for this relationship the remaindethe chapter interacts the different formal
substitutes with contract and property rights, ptaiantegrity rights, and the rule of law to see
whether the effect of these variables changedfatrelint levels of the rule of law. If these
variables substitute for the rule of law they skiduhve the greatest impact on FDI at low levels

of the rule of law and this effect should diminahthe rule of law improves.
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Table 3.1: Direct Effect of Formal Substitutes oi3!U-DI to Developing World

Model 1 Model 2 Model 3
Lagged US FDI 0.721 0.708 0.717
(0.078)*** (0.080)*** (0.079)***
Log Econ. Development 0.199 0.265 0.212
(0.123) (0.136)* (0.1227)*
Log Market Size 0.075 0.022 0.064
(0.156) (0.162) (0.158)
Trade 0.001 0.001 0.001
(0.001) (0.001) (0.001)
Econ. Growth 0.000 0.000 0.000
(0.000) (0.000) (0.000)
Resources 0.001 0.001 0.001
(0.002) (0.002) (0.002)
Capital Acct. Lib. 0.010 0.008 0.009
(0.008) (0.008) (0.008)
Democracy 0.000 0.000 0.000
(0.001) (0.001) (0.001)
BIT w/ US -0.022
(0.017)
Distance from US -0.000 -0.000 -0.000
(0.000)* (0.000)** (0.000)*
BIT Length -0.009
(0.003)***
ICSID One Option 0.005
(0.025)
ICSID Only Option -0.084
(0.030)***
Constant -0.917 -0.085 -0.730
(3.027) (3.112) (3.061)
R 0.93 0.93 0.93
N 1,957 1,957 1,957
Countries 102 102 102

Dependent Variable = Log of US FDI. Standard msrino parentheses.
+ significant at 10%; * significant at 5%; ** sigigant at 1%

92



Table 3.2: Direct Effect of SEZs, EPZs, and othgpéls of Zones on U.S. FDI to the

Developing World in 2007

Model 4 Model 5 Model 6
Lagged US FDI 0.977 0.963 0.981
(0.042)*** (0.042)*** (0.041)***
Log Econ. Development -0.018 -0.029 -0.028
(0.030) (0.027) (0.028)
Log Market Size 0.069 0.086 0.077
(0.033)** (0.030)*** (0.030)**
Trade 0.001 0.001 0.001
(0.001) (0.001) (0.001)
Econ. Growth -0.000 -0.000 -0.000
(0.000) (0.000) (0.000)
Resources 0.000 -0.000 0.000
(0.002) (0.002) (0.002)
Capital Acct. Lib. 0.009 0.015 0.006
(0.020) (0.019) (0.020)
Democracy 0.009 0.010 0.009
(0.005)* (0.005)* (0.005)*
BIT w/ US -0.002 -0.006 0.019
(0.050) (0.047) (0.050)
Special Econ. Zones 0.006
(0.022)
Distance from US -0.000 -0.000 -0.000
(0.000) (0.000) (0.000)
Export Processing Zones -0.005
(0.002)**
All Types of Zones -0.000
(0.000)*
Constant -1.318 -1.496 -1.478
(0.490)*** (0.435)*** (0.447)***
R 0.98 0.98 0.98
N 60 60 60

Dependent Variable = Log of US FDI. Standard msrio parentheses.
+ significant at 10%; * significant at 5%; ** sidigant at 1%
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Formal Institutions, the Rule of Law, and FDI

Existing literature suggests countries sign foragreements like BITs or create special
areas like SEZs, in order to attract investmentibyumventing failing domestic institutions.
Tables 3.1 and 3.2 did not find a relationship leethese institutions and FDI. However, if
these institutions act as substitutes for the efilaw their effect should vary based on a
country’s respect for the rule of law. To tessthinteract each of the formal substitutes with th
different rule of law variables and then use graphsxamine if a relationship exists between the
two sets of variables. If these formal institus@ubstitute for the rule-of-law the graphs should
show that the institutions’ positive impact on FBQreatest at lower levels of the rule of law.
Furthermore, as the rule of law increases the itngiaibe institutional substitutes should
decrease.

| begin by looking at whether or not the BITs iease FDI when the rule of law is weak.
Figure 3.1 shows that the impact of BITs on FDIrdases as contract and property rights
increase. However, the overall change in the imp&BITs on FDI does not change much,
moving from 0 to 1 on the contract property rigtdle. Thus, statistically it appears BITs
substitute for contract and property rights butssaibtively the impact is quite small. The
opposite relationship holds for physical integrights. Figure 3.2 shows that as these rights
improve BITs become more important for FDI. Thiggests BITs do not substitute for these
rights. Once again, the substantive impact of¢hange is very small. In Figure 3.3 we see that
there is almost no change in the way BITs affeckt &Da country’s overall respect for the rule of
law increases. Taken together these results prorady little support for the idea that BITs

substitute for the rule of law.

94



7.95 8
| |

Level of FDI

7.9

7.85
|

8.05
|

7.8

Fig. 3.1: Effect of BIT with the U.S. on FDI
as Contract and Property Rights Increase

7.92 7.94 7.96
| | |

Level of FDI

7.9

7.88
|

7.86
|

2 3 4 5 .6 7 .8
Contract and Property

Fig. 3.2: Effect of BIT with U.S. on FDI
as Physical Integrity Rights Increase

1 2 3 4 5 6

Physical Integrity Rts

95




Having a BIT with the U.S. does not appear to meifigate a weak rule of law. This
may be because investors are not fully aware ki@aBtT exists or perhaps they want to see if
the BIT delivers on its promise before they invesigures 3.4, 3.5, and 3.6 illustrate the
relationship between the length of time a BIT hasrbin force, the rule of law, and FDI. As
contract and property rights improve, the impacmfiverage length BIT becomes increasingly
negative. This contradicts the theory that BITis sabstitute for the rule of law and indicates
that BITs may actually hurt FDI. Figure 5.7 shaasimilar relationship between BITs and
physical integrity rights. Again, BITs drag FDMWer as rights protection increases. Finally,
Figure 5.8 reverses this trend. Here, improvirgpeet for the rule of law makes the impact of
BITs on FDI less negative. However, at no levethef rule of law do BITs have a positive
relationship with FDI. This may be the result bifs in U.S. investment over time. Those
countries that saw large amounts of investmeniezan the time period may have seen their
share of investment decrease over time, while atbentries that do not have BITs with the
United States, like China, saw their share incredisis also possible that the U.S.’s motivation
for signing a BIT is not to increase investmenthie host-country. Signing these sorts of
agreements may be part of a larger strategy tagttien political ties between allies. Host-
countries may also sign the agreements becausatbeygeking better treatment for their own
investors in the United States and do not actwahg about investment in their own country.
Overall, my analysis indicates that dreams of usifigs to increase FDI are unlikely to come

true as the length of time a BIT is in force doespositively relate to FDI.
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Fig. 3.5: Effect of Time BIT In Force on FDI
as Physical Integrity Rights Increase
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It is possible a BIT’s arbitration provisions cowlffect FDI. Arbitration through the
ICSID is considered the best option, but many Bidstain other less well developed arbitration
options. As a result, strong BITs may do a bgttlersubstituting for a weak rule of law than
weak BITs. Figure 3.7 shows that the strongessBidve a smaller impact on FDI than other
types of BITs, regardless of the level of contud property rights. This means strong BITs are
not substitutes for contract and property right€sicountries with weaker BITs actually have
higher levels of FDI than those with stronger BIT&milarly, Figure 5.9 illustrates that strong
BITs do not substitute for a country’s overall respfor the rule of law. At low levels of the
rule of law the three types of BITs are not stetadly different from one another. This means
BITs exert the same influence on FDI at these levels. As the rule of law improves the
impact of a strong BIT decreases, while the impéthe other types increases. As a result,
strong BITs become less important as the rulewfitaproves, which supports the idea of
substitution. However, | conclude there is no stlds/e relationship between strong BITs and
the rule of law because at the lowest levels oftte of law BIT strength does not change FDI.

Investors may also turn to the provisions foun&it¥Zs and other types of EPZs to help
mitigate the uncertainty associated with a weak& afllaw. Figures 5.10, 5.11, and 5.12 show
that at all levels of contract and property rigipisysical integrity rights, and the rule of law the
impact of SEZs on FDI is not statistically diffetérom zero. EPZs (Figures 5.13, 5.14, and
5.15) and the total number of all export zonesyfeg 5.16, 5.17, 5.18) also have no impact on
FDI. This again suggests that investors do nofargeal institutions as a substitute for the rule

of law.
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Fig. 3.9: Effect of BIT Strength on FDI
as Respect for the Rule of Law Increases
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Fig. 3.12: Effect of Number of SEZs on FDI
as Respect for the Rule of Law Increases
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Fig. 3.14: Effect of Number of EPZs on FDI
as Physical Integrity Rights Increase
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Fig. 3.15: Effect of Number of EPZs on FDI
as Respect for the Rule of Law Increases
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