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Abstract
There is considerable debate whether the domestic political institutions (specifically, the
country’s level of democracy) of the host developing country toward foreign investors are
effective in establishing the credibility of commitments are still underway, researchers have also
analyzed the effect of international institutions such as (GATT/WTO) membership and Bilateral
Investment treaties (BITs) in their role of establishing the credibility of commitment to attract
foreign investments. In addition, most recent studies have examined the effect of International
Trade Agreements (TAs) on FDI flows as they contain separate investment chapters and dispute
settlement mechanism, thus providing confidence to investor regarding the security of their
investments. I argue that there are qualitative differences among various types of trade
agreements and full-fledged trade agreements (FTA/CUs) provide credibility to foreign investors
and democracy level in the host country conditions this effect whereas the partial scope
agreements (PSAs) are not sufficient in providing credibility of commitments and not moderated
by democracy. This paper analyses the impact of heterogeneous TAs, and their interaction with
domestic institutions, on FDI inflows. Statistical analyses for 122 developing countries from
1970 to 2005 support this argument. The method adopted relies on fixed effects estimator which
is robust to control endogeneity on a large panel dataset. The strict erogeneity of results by using
a method suggested by Baier and Bergstrand (2007) and no feedback effect found in sample. The
results state that (1) More the FTAs/CUs concluded, larger the amount of FDI inflows are
attracted into the developing countries and PSAs are insignificant in determining the FDI inflow;
(2) FTAs/CUs are complementary to democratic regime whereas the conditional effect of PSAs
with democracy on levels of FDI inflows is insignificant.
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1. Introduction
Foreign Direct Investment (FDI) inflows have recently been the most persistent source of
capital inflows in developing countries. In 2010, these countries have attracted FDI inflows of
$574 billion constituting the share of 46.29% (UNCTAD 2011). This extensive growth of FDI
has, consequently, given rise to the competition among policy makers in developing countries
that adopt higher investment incentives and make ex ante commitments to foreign investors
about the continuity of policies. The instruments they use to make commitments are the
membership in international organizations such as GATT/WTO. Other instruments are
conclusion of Bilateral Investment Treaties (BITs) and Preferential Trade Agreements (PTAs).
The conclusion of PTAs is considered a new phenomenon in establishing credibility of
commitment in the goal to attract FDI flows (e.g. Büthe and Milner 2008). Apart from
international institutions, the domestic politics also plays a crucial role and the regime type
conditions the impact of PTAs in attracting FDI (Büthe and Milner 2010). PTAs are not
homogenous. There exist numerous types of PTAs. WTO distinguished among their various
types. The focus here is on the differing impact of various types of trade agreements on FDI
flows and also to examine whether the democratic regime moderates the effect of different types
on FDI inflows.
The governments are confronted with obsolescing bargain in the process of attracting
foreign investments. In the obsolescing bargain, the investors (MNCs) are in a position to locate
operations in one of the multiple possible locations around the world. To attract investments,
governments offer variety of attractive investment incentives to the foreign firms in the form of
reduced taxes, investment grants and wage subsidies (Li and Resnick 2003). But FDI is often
characterized by a high degree of reversibility and sunk costs (Jensen 2003, Stasavage 2002b).
Thus, the investors are worried about the credibility of the attractive stances taken by the
governments and the successful continuation of the policies after the investment is made.
Examples of policy changes include changes to performance requirements, direct expropriation,
nationalization, and confiscation of foreign assets (Henisz 2000).
The host developing countries can signal their credibility of commitments at domestic as
well as international level. Numerous researchers have found positive impact of a democratic
regime on FDI (e.g. Busse 2003). According to (Jensen 2003), democratic political institutions
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constrain the policy flexibility of the executive thus signaling to foreign investors about policy
stability after FDI location. But (Li 2009) opposed and argued that democracy is not a remedy
for eliminating risk of expropriation. There exists contradiction in literature about the impact of
democratic regime on FDI. While debates on whether domestic political institutions
(specifically, the country’s level of democracy) of the host developing country toward foreign
investors are effective in establishing the credibility of commitments are still underway,
researchers have also analyzed the effect of international institutions such as (GATT/WTO)
membership and Bilateral Investment treaties (BITs in their role of establishing the credibility of
commitment to attract foreign investments. In addition, most recent studies have examined the
effect of International Trade Agreements (PTAs) on FDI flows (Büthe and Milner 2008, 2010) as
they contain separate investment chapters and dispute settlement mechanism, thus providing
confidence to investor regarding the security of their investments. These studies analyzed this
issue based on PTAs dummy variable without considering that not all PTAs provide the same
level of investment protection and liberalization. A deeper analysis is needed to take into account
the qualitative differences among various types of trade agreements.
This paper builds on the study of (Büthe and Milner 2010), who examined the effect of
interaction of regime type with PTAs, and analyzed the impact of heterogeneous PTAs, and their
interaction with domestic institutions, on FDI inflows to examine the conditional effect. Fullfledged agreements such as Free Trade Agreements and Customs Unions (FTAs/CUs) serve as a
better commitment device as they are associated with domestic political as well as international
reputational cost, whereas Partial Scope Agreements (PSAs) have limited credibility ascertaining
no obvious cost in case of reneging. Each type consists of different arrangements and thus differs
in its institutional characteristics. Statistical analysis for 122 developing countries from 1970 to
2005 is done. The method adopted relies on fixed effects estimator which is also robust to
control endogeneity on a large panel dataset. The strict exogeneity of results is tested by using a
method suggested by Baier and Bergstrand (2007).
The rest of the paper is structured as follows: Section 2 presents the review of literature,
analyzing the effect of heterogeneous PTAs and discussing the contradiction in impact of regime
type on FDI flows. The simultaneous effect of varying types of PTAs and level of democracy is
also examined in this section. Section 3 includes explanation of data and descriptive statistics of
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variables. Presentation and interpretation of results are provided in section 4 whereas as section 5
concludes.
2. Literature Review
2.1. Heterogeneity of International Institutions and FDI
At the international level, countries, competing for international production capital, have
concluded the establishment of the institutions which bind them of their commitments signaling
the partner countries, the persistence of the policies and protecting the rights of the foreign
companies making (long term) investments in the host country. The benefit of international
institutions lies primarily in the creation of disincentives for states to behave opportunistically by
reneging on trade agreements (Goldstein and Martin 2000). Among them, the multilateral
institution is GATT/WTO, which has provided the forum for investment provisions and its
protection. Apart from the multilateral institutions, there exist regional and bilateral
arrangements known as PTAs. Although, varying in the coverage of products with the
commitment for tariff reduction, range of issues and entailing the measures for the
implementation of those commitments, PTAs offer twofold advantages in the context of
attracting FDI: PTAs include strategic instruments such as provisions for investment1, reducing
barriers to investment and transaction costs. They provide dynamic benefits such as increased
bilateral investment, industrial location and help in growth (Schiff and Winters 1998) and
secondly, at the same time, they serve as the insurance device and provide mechanisms for
making credible commitments to foreign investors about the continuation of policies and
treatment of their assets, thus avoiding the time-inconsistency trap, reassuring investors and
increased investment (Büthe and Milner, 2008; Fernandez and Portes, 1998; Simmons 2000). In
other words, trade agreements institutionalize the investment process (from negotiations on
investment provisions till the mechanisms to protect them after dislocation of firms). In addition
to the investment and assurance benefits to investors, PTAs, in general offer lower trade barriers,
increase the scope of products to be traded and indirectly decreased costs for investors.
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Although trade agreements are negotiated for trade related issues and are intended to increase trade flows,
growing number of trade agreements contain investment issues.
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In the light of the above discussion about the advantages of PTAs in attracting production
capital, they nevertheless differ in scope and coverage as well as in provision mechanisms and
legalization. Trade agreements vary widely in depth and form. WTO distinguishes the
agreements according to their form such as partial scope agreements, free trade agreements,
customs unions, to which common markets can be added. These agreements range from the
simple exchange of trade preferences on limited range of products and investment measures to
the harmonization of policies beyond tariffs such as dispute settlement procedures, legality,
competition policy, infrastructure and environmental standards. GATT/WTO under the article
XXIV permits the formation of FTAs under the condition if the partner countries liberalize
“substantially all trade” among them. Customs unions are a one step further to FTAs entailing
common external tariff for all the member countries as introduced by Balassa (1961),
considering regionalism as gradual process. On the other hand, Partial scope agreements (in
which there is little coverage and the level of legalism is very low) are permitted for developing
countries under the “enabling clause” to exchange partial tariff preference between members.
The heterogeneity between the institutions entailing different depth and breadth are the
drivers of diverse investment outcomes. The reason is due to the involvement of varying
provisions regarding investment and dispute settlement, punishment mechanisms and their legal
enforceability in trade agreements negotiations. States, while negotiating various agreements can
include third party for arbitration (such as International Centre for Settlement of Investment
Disputes) in case of dispute emergence, specifically related to investments2. Emphasizing on the
differing effects of regional integration agreements on investments, Blomström and Kokko
(1997) argue that perhaps the most serious challenge facing a study of the relation between
regional integration and foreign direct investment is the multi-dimensional character of the issue.
As argued, the diversity of trade agreements has differing effects, they not only reduce barriers to
trade and investment, and they also provide increased benefits relating to the implementation of
credibility of commitment.
Trade agreements are in variety of forms and the type of agreement at hand influences the
type of dispute settlement system favored by member governments (Smith 2000). Highly
legalized dispute settlement mechanism indicates a strong commitment to the protection of
2

Currently, there are 157 signatory States to ICSID convention. (http://icsid.worldbank.org)
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property rights of investors and, subsequently, should be an effective way of attracting
investment flows (Büthe and Milner 2008). Also, the effectiveness of an integration agreement
depends upon the punishment mechanisms and costs it implies for pursuing bad policy (such as
reneging) (Schiff and Winters, 1998). Institutions may have relatively strong central authorities
and significant operating responsibilities or be little more than forums for consultation
(Koremenos et al., 2001), the later implying a very low level of legalism permitting the
concluding state to reject any proposed settlement in favor to accommodate domestic interest
groups and caring about policy discretion to craft policies (Smith, 2000). No doubt, the low level
of legalism still provides investment and assurance benefits to some extent, there are two broader
advantages inherent in deeper and broader arrangements. Firstly they generate larger economic
gains by freeing ‘substantially’ all trade and thus investments and secondly by involvement of
strong dispute settlement mechanisms and options, they provide greater predictable environment
for investors who seek to raise their voice in the event of policy change (ex-post agreement) or
expropriation of their assets in the host country after the location of their investments.
A full-fledged trade agreement3 serves as the better commitment device than partial scope
agreement4. A strong, liberalizing RIA may lead to a virtuous circle of increased credibility and
thus increased investment and growth. On the contrary, a more closed agreement could lead in
the opposite direction with reduced credibility and lower investment (Schiff and Winters 1998).
For example Abbott (2000) establishes that though EU and NAFTA5 adopted different
institutional and juridical models, they preferred ‘hard’ law. The broader and deeper agreements
such as FTAs/CUs (and not PSAs which involve weaker obligations), ascertaining strongly
binding legal commitments, offer advantages to both parties signing an agreement with the
objective to increase the flow of investments. First, the hard legal commitments are used by the
government of investors or MNC as assurance devices as the potential for opportunism and costs
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Although, there is debate that even recent Free Trade Agreements do not offer hundred percent free trade as
states do often exclude sensitive sectors such as agriculture, still here I will treat them as full-fledged agreements
here as they are still better than partial scope arrangements in liberalizing trade and investment and legal
enforcement of resolving disputes.
4
Kahler (2000) argues hard legalization is less significant in looser economic integration and in which the states do
not pursue deep integration such as APEC (Asia-Pacific Economic Cooperation), therefore not providing assurance
of sincere commitments. APEC is characterized by low levels of precision, delegation, and obligation and not a
successful model of regional economic integration (Abbott 2000).
5
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are high (Abbot and Snidal 2000) for the host countries. Secondly, for the host countries6, they
serve as mechanism to prove their credibility of commitments about the treatment of foreign
investors’ assets when noncompliance is difficult to assess ex-ante. Focusing on the preferences
of countries for using hard law in international economic arrangements, Abbott (2000) suggests
that hard law reduces private risk premiums and intergovernmental transaction costs associated
with trade and investment. Thus, reduced uncertainty and costs associated with broader and
deeper forms of economic integration augments the flow of investments among the signing
parties. Figure 1 depicts the evolution of Full-fledged trade agreements (FTA/CUs) as well as
partial scope agreements (PSAs) of developing countries and annual flows of FDI into these
countries.
The design of agreement proposed prior to an arrangement also signals the extent of
credibility. If the design of arrangement is flexible and weakly legalized where asymmetry of
information is high, such as in (PSAs), the plausibility of reneging on the agreement cannot be
ignored. Goldstein and Martin (2000), argued that although flexibility or “imperfection” could
lead to stability and success of agreements, but incentives also exist for states to evade
commitments. Also, Abbott and Snidal (1998) argued that noncompliance typically results not
from deliberate cheating but from ambiguity in agreements. There exists potential that as these
loosely integrated (flexible) agreements can be reneged and thus, in turn, they do not provide a
strong mechanism to provide confidence to investors. Figure 1 provides the evolution of
FTA/CUs, PSAs and Annual FDI inflows.
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Developing countries in general, as their domestic institutions and political conditions are not stable as compared
to developed economies.
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It can be seen from the figure that FTA/CUs and FDI inflows are growing together
whereas PSAs are showing different trend although the figure shows their similarity with FDI
inflows before the year of 1995.
These arguments regarding the heterogeneity of trade agreements and flows of foreign
direct investments yield the testable hypothesis:
H1: The greater number of FTAs/CU a country concludes the greater and significant will
be FDI inflows in contrast to the number of PSAs concluded.
FDI, in the wake trade agreements, have domestic implications for governments. Therefore,
it is important to examine how they react to the varying institutional setups of trade agreements
in their ability to attract FDI flows.

7

2.2. Heterogeneous International institutions, domestic politics and credibility of
commitment in attracting FDI
The impact of democratic regime type is positive in attracting FDI (Busse 2003). In the
same vein, (Jensen 2003) has argued that democratic political institutions at the domestic level
constrain the committed policy flexibility of the executive. Compared to regimes tending
towards autocracy, democratic regimes are characterized by heterogeneous veto players which
weaken the ability of the executive to back on ex-ante commitments. Democracies signal their
intention to other states and are able to commit credibly and clearly as opposed to authoritarian
states (Fearon, 1994; Pevehouse et al., 2002). Li and Resnick (2003) have argued that property
rights are stronger in democratic regimes, thus providing confidence to investors that they are
safe from expropriation of their assets in host countries. However, this argument could also be
contradicted in literature. For example, (Li, 2009) argued that democratic regime is not a remedy
for eliminating the risk of expropriation. According to (Yang, 2007) there is no systematic
relationship between democracy and FDI inflows. Being a democracy does not help to attract
higher levels of FDI. Analyzing the arguments of (Jensen, 2003) and (Li and Resnick 2003), he
argued that these studies do not offer complete theoretical explanations on how political
institutions influence expropriation of foreign assets i.e. they did not analyze opportunistic
incentives on part of politicians.
The debate is going on and indecisive, whether democratic countries are credible in
respecting the rights of foreign investors and attract FDI, there is another mechanism through
which countries can assure investors and attract FDI is by concluding bilateral and regional trade
agreements. As argued, trade agreements provide mainly two direct advantages in the context of
investments: they include, in general, investment provisions and at the same time, provisions to
settle dispute (if raised) related to investments.7 Thus, through these institutionalized
arrangements, the democratic governments ensure the credibility of their policy commitment (expost) to foreign investors (Büthe and Milner 2010). In this vein, it is important to understand the
dynamics of regime type and domestic veto players in the formation of varying types of trade
agreements with the goal to attract foreign firms (ex-ante) and the potential for reneging on
7

The indirect effect of trade agreements on FDI can be seen from the fact that these arrangements lower tariff
barriers leading to increased trade flows. FDI could be closely related to trade flows, either as complementary such
as intra-firm or inducing substitution to trade.
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agreements concluded. A problem arises at domestic level, when democratic governments pursue
the policy of entering into trade agreements, especially the type of agreement proposed. Of
crucial importance in this regard are the differences in formal institutions for sharing decisionmaking power that create the potential for veto players (Mansfield et al. 2008). The democratic
political regime has to assume the conflicting interests of domestic institutions before concluding
trade agreements. These players are the institutional and partisan actors whose assent is
necessary to introduce new policies (Tsebelis 2002). In a coalition government, any one member
may veto a certain policy proposal by threatening to withdraw from government if there are
certain reservations. In general, the domestic actors are divided into two main categories; median
voters8 and interest groups. The results of (Mansfield et al. 2008) indicate that more the domestic
veto players, the higher the probability that the governments will form lower/shallower forms of
integration agreements. But the preferences of domestic institutions are diverse i.e. there exists
strong heterogeneity in domestic groups as well. Stolper Samuelson theorem predicts that free
trade is more beneficial to the working class in labor-abundant countries. Here the workers are
winners and capitalists are losers; and vice versa in capital-rich countries. In an unequal country,
the median-voter will be labor-rich and capital poor thus it will influence government to adopt
pro-labor policies. Median voter approach (pro-labor) is assumed by Levy (1997) in his widely
studied political economy model based on Hecksher-Ohlin framework. Other competing theory
in contrast to median voter theory, the lobbying model, also based on two-factor Hecksher-Ohlin
framework, (Rodrick 1986), argues that capitalist lobby is more concentrated (and possessing
better information (Goldstein and Martin 2000)) than workers and therefore are more effective in
pressurizing the government to conclude the policy which would be more pro-capital thus giving
protection to the possessors of capital in labor-abundant countries9.
The heterogeneity, described above, among domestic groups gives rise to the alternate
choices of legalization and procedures in negotiations of arrangements. The import-competing
groups feel themselves threatened as they face potential loss of market share in the presence of
foreign firms and production capital. They restrain the government to commit the highly
legalized form of arrangement thus falling short of full-fledged arrangement. On the other hand,
8

Median voters are sometimes called ‘selectorates’ mentioned by (Mansfield et al. 2008) as they make up a
broader portion of society in a democracy and choose the leader and keep them in office.
9
Labor-rich countries are developing countries, which are the focus of our analysis here, who obtain benefits from
FDI, which comes through institutionalized arrangements providing more credibility.
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in the context of developing countries, the state has to fulfill the demands of median voters,
which encourage governments of committing highly legalized agreements, also in order to get
them reelected as the median voters constitute a larger portion of population. Foreign direct
investment is favorable for other part of median voters i.e. consumers in the host country as they
help in improving the quality of products from the resulting increased competition thus
benefitting consumers. FDI also helps in: technology advancement; getting access to wider
global market by integrating to the world economy thus benefiting exporters10; improved human
resources permitting labor force to acquire globally valued skills (promoting general interests
and benefiting median voter). In the same vein, as argued that according to Stolper Samuelson
theorem, free trade (under the auspices of deeper trade agreements (FTAs/CUs)) is beneficial for
labor abundant (developing) countries. In other words, the democratic government in the
developing country will be more interested in concluding deeper forms of arrangements, which
would be utile for welfare of their median voters (labor abundant audience) and also
guaranteeing the international investors.
The credibility of commitment by a democratic government, described above, follows the
sustainability of policies committed in concluded arrangement. More legalized trade regime will
provide more and better information about the domestic distributional implications of trade
agreements. This information will mobilize the domestic players in democratic regime to act in
favor or against the arrangement (Goldstein and Martin 2000). They further argued that better
information will empower protectionists when the governments are in process of concluding
trade agreements and free traders on the issues of compliance to existing agreements. Reneging
on commitments to FDI may be politically beneficial in the short run as increased income flows
from policy changes can be distributed to a small group comprising core political supporters
(Jensen 2003). Political leaders realize that liberalization (in the context of trade arrangements)
will impose domestic costs and therefore they want to retain discretion to respond in future to
uncertain demands for relief from injured groups (Smith, 2000). Thus, the dynamics of domestic
politics create some optimal level of imperfection in the application of international rules
(Downs and Rocke 1995). The compliance with concluded agreements is enforced by other
10
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groups also such as median voters. As they constitute a large part of population, therefore cannot
be ignored in democratic regimes.
Trade agreements increase domestic costs in the event of contract breach (Mitchell and
Hensel 2007, Tomz 2007) thus enhancing the reliability of the host governments that they will
work for the continuity of policies. Also, the cost of reneging on commitment increases with
legalization where the potential of opportunistic behavior is high (Abbott and Snidal 2000).
Therefore, I argue that domestic cost of reneging on the deeper commitments such as FTAs/CUs
will be higher than the PSAs. Deeper trade agreements offer the governments to gain credibility
(by increasing costs and locking-in) both at domestic and international level. There exist two
types of costs to be beared by a democratic government in the event of noncompliance:
International reputational costs (Mitchell and Hensel 2007, Smith 2000) and Domestic audience
cost (Fearon 1994, Tomz 2007). Since the governments, where the regime type is democratic,
seek the support of median voter because they find it more useful to comply with deeper and
broader arrangements as the median voter is more concerned (with actions of government) here
with respect to the partial arrangements. As anecdotal evidence for this argument, Tomz find the
support based on the experimental surveys.
The domestic politics play a role in developed countries also whose investors make
investments abroad also in ensuring credibility. The barriers to trade and investment restrict the
prospects of benefitting from differences in capital costs between countries. Chase (2003) finds
the support for the argument that reducing barriers through regional trading agreement
significantly help investors to move their production facilities. Thus, the investors, being part of
the domestic pressure groups and in order to benefit from larger market and at the same time to
secure their investments, force their governments to conclude the deeper type of agreement
ascertaining the high credibility of policy commitment. (Koremenos et al. 2001) argued that nonstate actors participate with increasing frequency in institutional design. They further argued that
trade agreements are self conscious creation of states (and to a lesser extent, of interest groups
and corporations)). Arguing on the same logic but regarding the domestic institutions of U.S.,
Bhagwati (2008) maintains that ethnic groups and bureaucracies pushed for particular PTAs. The
above arguments lead us to the following hypothesis:
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H2: The more the country tends towards democracy, the significant positive effect of
FTAs/CU on FDI inflows rises whereas the effect of PSAs remains insignificant.
3. Empirical Analysis
3.1. The Data
The sample comprises a panel of 122 Non-OECD developing countries from the 1970 to
2005. The data for the dependant variable, FDI inflows as a percentage of GDP is taken from the
online version of UNCTAD’s Handbook of Statistics. The primary source of the data on Partial
Scope Agreements and Free Trade Agreements/Custom Unions is WTO11. There exist many
agreements that have not been notified to WTO. For that matter, the comprehensive database of
preferential trade agreements compiled at Mc Gill University is consulted12. Data on variable
POLITY which signifies countries’ tendency towards democracy is taken from Polity IV Project.
Number of Bilateral Investment Treaties signed by specific country is taken from UNCTAD13.
Data on Political Constraints is extracted from the database compiled by Henisz Witold. Data on
Population and GDP per capita is accessed through Penn World Table. GDP growth variable is
calculated from GDP variable in constant (2005) dollars. GDP per capita is also in constant
(2005) dollars. The institutions and political instability related variables, such as Civil Liberties
and Political Freedom indices are obtained from Freedom House.14 and the variable of Political
Repression (PREP) is constructed by taking the mean of Civil Liberties and Political Rights [(CL
+ PR) / 2], following Harms and Ursprung (2002).
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3.2. Descriptive Statistics
The descriptive statistics for variables can be seen in Table 1
Table 1
Descriptive Statistics
Variables

Mean

Std. Deviation

Min

Max

FDI/GDP

0

4.03

-82.64

74.25

Cumulative FTACU

0

1.14

-2.93

13.34

Cumulative PSA

0

.573

-2.00

3.00

Democracy (Polity2)

0

3.84

-12.08

12.55

Political Constraints

0

.133

-.461

.585

GATT/WTO Membership

0

.256

-.734

.840

Cumulative BITs

0

9.21

-32.70

58.23

Log (Population)

0

.117

-1.15

.735

GDP Growth

0

8.23

-68.14

153.08

GDP per capita

0

.246

-1.71

1.25

All variables are de-meaned by country and de-trended. (See section 4 for details). These
statistics are based on one-year lagged values.
4. Interpretation of Results
Following the introduction of variables, I turn to the empirical linkages between the
regime type, trade agreements and FDI flows. I used the fixed-effect panel analysis comprising
122 developing countries and the entire period of 1970-2005. The rationale for using fixed
effects is that they control for omitted unobservable factors which is source of endogeneity bias.
There are two distinct instances of omitted unobservable variables. First, the countries may self
select into trade agreements. As Downs, Rocke and Barsoom (1996) argue that governments tend
to conclude only those agreements that oblige them to do what they are already doing or want to
do. Second, there exist country specific characteristics which are constant over time. If these
country characteristics have an impact on the FDI inflows and one or more explanatory variables
(notably the trade agreements) then the structural disturbance (which captures heterogeneity
13

across units of observation) will be correlated with those explanatory variables. Unlike other
estimation techniques, for example OLS on cross-section data that produce biased estimates or
random-effects models that assume no correlation between unobservables (ai) and the variables
of cumulative FTA/CU and cumulative PSA variables, the fixed effects estimator is an unbiased
and consistent estimator of the treatment effect of trade agreements.
In order to estimate the treatment effect of heterogeneous trade agreements on FDI flows
into developing countries and the conditional effect of regime type on these heterogeneous
agreements, I estimate the following equation:

)

The dependant variable is in fact the FDIit as percentage of GDPit. All the variables are
lagged. The variables showed the trend; therefore they are de-trended also to avoid spurious
correlation among the dependant and independent variables.
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Table 2
Conditional Effect of Regime Type and Heterogeneous Trade Agreements
VARIABLES
(1)
(2)
(3)
(4)
(5)
Cumulative FTA/CUs

0.0134
(0.0202)

0.00352
(0.0194)
0.0217*
(0.013)
1.181*
(0.675)

0.158*
(0.0878)
0.140
(0.188)
0.00880
(0.0198)
0.0158
(0.0131)
1.080
(0.703)

-0.0104
(1.244)
0.0545*
(0.0324)
0.577
(0.651)

0.629
(1.118)
0.0550*
(0.0322)
0.222
(0.682)

1.083
(1.265)
0.0543*
(0.0322)
0.235
(0.700)

Cumulative PSAs
POLITY
Cumulative BITs
GATT/WTO membership

0.214**
(0.0859)
0.310
(0.188)
-0.0856**
(0.0385)
0.00334
(0.0127)
1.240
(0.763)

0.877
(1.444)
0.0498
(0.0336)
0.384
(0.726)
-0.538***
(0.167)
0.0630***

0.0533**

(0.0209)
-0.0325
(0.0219)
-0.0266
(0.0387)

(0.0238)
-0.00899
(0.0204)
-0.0376
(0.0433)

Cumulative FTA/CUs i,t+1
POPULATION
GDPGROWTH
GDP per capita
PREP
Cumulative FTA/CUs *
POLITY
Cumulative PSAs * POLITY
Constant

-4.15E-09
(0.0273)

-3.93E-09
(0.0284)

-2.34e-09
(0.0293)

0.285**
(0.134)
0.299
(0.185)
0.011
(0.0193)
0.0079
(0.0142)
1.009
(0.666)
-0.0688
(0.107)
0.522
(1.328)
0.0558
(0.0338)
0.275
(0.748)

No. of Countries
122
122
122
116
119
Observations
3,565
3,565
3,565
3196
3,330
R-squared
0.015
0.022
0.024
0.0326
0.027
Regression with robust standard errors, clustered by country for correction of heteroscedacity in
parantheses.***denotes significance at 1 percent ** denotes significance at 5 percent; *
significant at 10 percent. All variables are de-meaned, de-trended and one-year lagged
The results are presented in Table 2. I start the analysis from the impact of regime type in
attracting FDI inflows in model (1) which is insignificant. Among the control variables of
population, GDP Growth and GDP per capita, the variable GDP Growth is positive and
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significant at 10 percent level. In estimation (2), the effect of international institutions is
introduced. In the presence of control variables and regime type, the effect of Bilateral
Investment Treaties and GATT/WTO membership is significantly positive at 10 percent level.
More the country concludes BITs, the more the FDI inflows it experiences. GATT/WTO
membership also increases the prospects for a country to attract investments. In model (3), two
different types of trade agreements are included such as Free Trade Agreements/Custom Unions
(FTA/CUs) and Partial Scope Agreements (PSAs). The impact of FTA/CUs is positive and
statistically significant at 10 percent level whereas PSAs are also showing positive sign but
insignificant. This confirms our first hypothesis (H1) that by concluding more FTA/CUs the
country gains the confidence of foreign investors, signals its credibility of commitments and thus
attract higher FDI inflows. The PSAs do not play any role in attracting FDI. The POLITY
variable is insignificant, indicating no individual effect on FDI. The control variables are
insignificant except GDP Growth. Population of a country and GDP per capita are insignificant
though positive. In estimation (4), the interaction of FTA/CUs and PSAs with POLITY is added.
Here, the variable FTA/CUs is positive and significant at 5 percent. In addition, the interaction
effect of cumulative FTA/CUs and POLITY is positive and highly significant. The interaction
effect of cumulative PSAs and POLITY is not significantly different from zero. The result
confirms our second hypothesis (H2). This shows that more the regime type tends towards
democracy, the effect of full-fledged agreements such as FTA/CUs is larger and significant to
attract FDI. The democratic regime moderates significantly the effect of full-fledged trade
agreements on FDI inflows whereas it does not condition the impact of partial scope agreements.
The interaction effects can be shown through a graph. Figure 2 shows the effect of FTA/CUs on
FDI inflows moderated by the democratic level (Polity).
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Figure 2. Interaction effect of FTA/CUs and (Democracy) Polity on FDI inflows
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FDI inflows are boosted when a highly democratic country concludes more FTA/CUs.
Although the effect of low democracy level with larger amount of FTA/CUs concluded is at the
increasing trend but this is very small. Countries with the higher level of democracy and lower
FTA/CUs experience lower FDI inflows depicting the importance of FTA/CU in boosting FDI.
The variable of political repression is showing negative and significant sign indicating that the
absence of civil liberties and political rights discourage foreign investors and thus less FDI
inflows.
The strict exogeneity of the results is also tested in model (5) by using a method
suggested by Baier and Bergstrand (2007). For this, I add a future level of cumulative FTA/CU
to the regression model. If the changes of this independent variable are strictly exogenous to FDI
flow changes, cumulative FTA/Cui,t+1 should be uncorrelated with the FDI flow and so the
coefficient must be insignificant. The result of this variable confirms this and therefore there is
no feedback effect. The variable of FTA/CUs and its conditional effect with POLITY are
positive and statistically significant at 5 percent level.
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5. Robustness of results
In this section, I test for the sensitivity of the above results to several sources of bias,
namely alternative measures of regime type and definition of trade agreements. Table 3 presents
the results.
Table 3
Robustness of Results : Alternative measure of regime type and definition of PTAs
VARIABLES
(1)
(2)
Cumulative FTACUs
Cumulative PSAs
POLITY

0.502*
(0.283)
-0.0408
(0.237)
0.00267
(0.0197)

CHEIBUB REGIME
Cumulative BITs
GATT/WTO membership

0.0201
(0.0136)
1.089
(0.676)

Cumulative FTACUs * CHEIBUB REGIME
Cumulative PSAs * CHEIBUB REGIME
POPULATION
GDPGROWTH
GDP per capita
Constant

0.948
(1.185)
0.0537*
(0.0323)
0.357
(0.691)
-3.81e-09
(0.0291)

0.516*
(0.284)
-0.0471
(0.239)

-0.0998
(0.280)
0.0190
(0.0137)
1.125*
(0.676)
0.634**
(0.281)
0.123
(0.306)
0.678
(1.232)
0.0535
(0.0323)
0.345
(0.706)
0.00699
(0.0290)

No. of Countries
122
121
Observations
3,565
3,560
R-squared
0.024
0.026
Regression with robust standard errors for correction of heteroscedacity in parantheses
** denotes significance at 5 percent; * significant at 10 percent. All variables are demeaned, de-trended and one-year lagged
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In addition to our definition of full-fledged trade agreements and partial scope
agreements, Model (1) shows the estimation of alternative definition of trade agreements. In fact,
there is a difference between the motivations behind the formation of trade agreements at
regional (formed between three or more states) and bilateral (which are formed between two
states) level. In this estimation, I dropped out the bilateral trade agreements according to fullfledged and partial scope agreements. The results confirm that full-fledged agreements
concluded at the regional level boost FDI flows significantly whereas partial scope agreements
are insignificant. In model (2), the estimation is done using the alternative measure for
democracy (i.e. the dichotomous measure of democracy developed by Jose Cheibub) and the
results confirm our original results. The variable of cumulative FTA/CU is statistically
significant at 10 percent level whereas the coefficient of cumulative PSA is showing negative
sign but is not at all significant. Moreover, the interaction term of full-fledged agreement with
this alternative measure of democracy is significant at 5 percent level. This measure of
democracy is not showing any conditional effect of partial scope agreements on FDI inflows
confirming the original measure of democracy used in prior estimations.
6. Conclusion
Foreign Direct Investment (FDI) inflows have recently been the most persistent source of
capital inflows in developing countries. This extensive growth of FDI has, consequently, given
rise to the competition among policy makers in developing countries and they pursue to conclude
international trade agreements to boost foreign direct investment inflows. But, the trade
agreements are heterogeneous in nature and there is difference on their impact in attracting FDI.
Full-fledged agreements signal credibility of commitments. Also there is debate whether the
level of democracy encourages foreign investors to invest. The goal of this paper was to explore
in detail the role of heterogeneous international trade agreements in their role to attract FDI
flows and to examine the conditional effect of level of democracy in the country on different
types of agreements in order to attract FDI flows.
Accordingly, the results can be summarized as follows: In the fixed-effects panel
analysis, covering a period of 36 years, the impact of full-fledged agreements is found to be
significant and positive. They signal the credibility of the host government. At the same time, the
impact of partial scope agreements is proved to be insignificant. The level of democracy itself is
19

insignificant but its conditional effect on full-fledged agreements is significant. The moderating
effect of democracy on partial scope agreements is found to be insignificant. This shows that
democratic regimes do care more about their commitments when they conclude the agreements
ascertaining strong dispute settlement mechanisms. These agreements increase the reputational
cost for democratic regimes in case of reneging from their commitments. The impact of other
international institutions (Bilateral Investment Treaties and GATT/WTO membership) is found
to be positive and significant in the earlier estimations but after the introduction of trade
agreements, these institutions lost their significance which could be a signal that countries rely
more on trade agreements to boost investment rather than other types of institutions. The strict
exogeneity of the results is also tested by using a method suggested by Baier and Bergstrand
(2007) and no feedback effect is found.
The results are robust to the alternative measure of regime type as well the definition of
trade agreements. I controlled for endogeneity in the estimations by using the fixed effects
estimator as the preferred estimator on a large panel dataset. As most of the time the endogeneity
is due to uncontrolled unobservable heterogeneity, using fixed effects on panel data is an
efficient method to deal with endogeneity.
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