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Abstract

This paper focuses on the nature of party systems to explain variations in FDI inflows within
developing democracies. We hypothesize a positive relationship between the effective number of
parliamentary parties (ENPPs) and FDI inflows. Large ENPPs are indicative of the expropria-
tion risks as well as stability of the political environment of host countries. We thus argue that
expropriation risks are low when the presence of multiple parties makes drastic, impulsive
changes in economic policies difficult. We also suggest that a larger number of parties represent
diverse societal interests better, reducing the chances of under-represented social groups driving
political instability. The relationship between ENPP and FDI inflows is tested on a sample of 56
developing democracies from 1985 to 2011. The evidence presented lends strong support to the
argument and is found robust to a number of alternative empirical scenarios.
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Introduction

Firms operating across borders assign significant weight to political risks when considering hosts
for their investments. Assessing political risks, however, often turns out to be a daunting chal-
lenge. Policymakers of host countries typically have a hard time credibly signaling their commit-
ment to property rights protection to foreign investors (Buthe and Milner 2008) and as such a
commitment is ultimately their private information. Literature on foreign direct investment
(FDI) implies that good governance alleviates this commitment problem and, subsequently, ren-
ders national economies conducive to foreign capital inflow. A swath of empirical studies in re-
cent years find empirical regularities between investment and quality of governance in the realm
of strong judicial systems and rule of law (Staats and Biglaiser, 2012), effective corruption con-
trol (Barassi and Zhou, 2012), and the protection of civil and political rights (Harms and Utr-
sprung, 2002), to name a few.

While this line of research significantly advances our understanding of how potential in-
vestors assess political risks of host countries, we suggest that the analytic utility of quality of
governance indicators is limited. These indicators are predicated on relatively subjective and
opaque coding decisions, delivering noisy signals of the host governments’ commitment (Mich-
ener, 2015). We instead propose that the FDI literature can benefit from utilizing a core institu-
tional trait of democratic politics, party systems of host countries in general and effective num-
ber of political parties (ENPP) in particular. Parties serve as political representatives, are in-
volved in policy-making, and consequently play an important role in influencing FDI inflows
(Simmons et al., 2018). For potential investors, how many actors hold the reins of power is an
important consideration and ENPP is indicative of the number of actors who can influence pol-
icies at critical junctures of legislative processes. Moreover, the foremost analytical advantage of
tapping into ENPP in host countries lies in its high observability to potential investors. Unlike
the performative indicators of quality of governance, ENPP is easily observable and not subject
to arbitrary coding decisions.

We test the relationship between ENPP and FDI inflows on a sample of 56 developing
democracies. Our empirical analysis is two-fold. We first show the direct relationship between
ENPPs and FDI through simple panel regression models. We, then, complement these models
with a causal mediation analysis where we demonstrate that the effect of ENPP indeed runs
through our two mediating factors, namely, expropriation risks and political stability. The result
of our empirical analysis lends strong support to our argument and is found robust to alternative
empirical scenarios.

The findings of this paper make a distinct contribution to the research on FDI inflows as



well as ENPP. First, our focus on party systems enables us to highlight the heterogeneity of de-
veloping democracies in terms of FDI inflow, thereby advancing the literature beyond its tradi-
tional focus on regime-type and quality of governance. More specifically, we link an important
institutional feature, namely, ENPP, to governmental policy stability and low expropriation risk,
both important attributes for potential investors especially in the context of developing coun-
tries. Second, the use of ENPP goes beyond the purview of studies on FDI and offers a fresh
look at the importance of simple institutional configurations in the broader field of the political
economy of development. Unlike traditional studies seeking traits of quality of governance such
as corruption control (e.g., Johnson et al., 2002) or those relying on empirical instruments such
as settler mortality (Acemoglu et al., 2001), we suggest that the structure of political institutions
clearly represent the limits of core policymakers’ influence over the governing environment in a
straightforward manner. Finally, we expand the scope of the studies on ENPP. A growing body
of research focuses on the consequences of party systems where the significance of ENPP has
been linked to crucial outcomes such as welfare expenditures (Crepaz 1998) and health out-
comes (Wigley and Akkoyunlu-Wigley 2011a; Mukherjee 2013). We contribute to this literature
by highlighting that the role of ENPP is not just restricted to domestic political economic out-
comes but extends to international political economic outcomes such as foreign direct invest-
ments.

Our paper is comprised of six sections. In the section following this introduction, we explore
existing studies on FDI inflow and point out that the current FDI scholarship can benefit from
more contextualized insights on the effect of political party systems of host countries in the de-
veloping world. In the third section, we offer our argument that fills this lacuna and derive testa-
ble hypothesis from it. The fourth section outlines the empirical strategy and the fifth section
presents the findings. The last section reviews these findings and discusses policy implications

and our contribution to the existing literature.

Literature Review

Extant literature on the politics of FDI inflows can be summarized into two broad strands of
research where the first focuses on differences between political regimes (e.g., Jensen 2003; Li
2006; Oneal 1994; Mathur and Singh 2013) whereas the second analyzes institutional determi-
nants (e.g., Staats and Biglaiser 2012; Barassi and Zhou 2012; Harms and Ursprung 2002; Blan-
ton and Blanton 2007; Moon 2015) that transcend a regime-type explanation. The first strand of
research, which preceded the second, was in a nutshell an attempt to encapsulate political deter-

minants of FDI into political regime types. Focusing on the relative advantages of democratic



versus non-democratic regimes in their ability to attract greater FDI inflows, this line of research
is composed of two contending perspectives. One perspective postulates that non-democracies
are able to attract higher levels of foreign investment primarily because non-democratic leaders
are sheltered from societal pressure and are thereby able to provide foreign investors with better
benefits and inducements as compared to democracies (Huntington 1968). Fewer institutional
constraints make leaders more likely to pursue policies that could advance the interests of poten-
tial investors. Democratic officials, on the other hand, cannot permit foreign investors to func-

tion unrestrained in the domestic market, especially if domestic interests are likely to be com-

promised.’ Frequent leadership changes via popular elections amplify this limitedness of democ-
racies (Li, 2009).

Empirical evidence supporting the advantage of non-democratic regimes is abound. For in-
stance, Oneal (1994) demonstrates that returns to investments are higher among non-
democracies than democracies while Resnick’s (2001) findings indicate that democratic transi-
tions push away foreign investors. Pinto (2012) provides a more nuanced analysis, suggesting
that democracies raise the expropriation risks of foreign investors when, but only when, the in-
vestors’ interests are incompatible with that of their core constituents.

An alternative theoretical perspective postulates that democracies have a more advantageous
position as compared to non-democracies for two primary reasons. The first is that they are able
to provide formal and legal channels through which foreign investors can approach host gov-
ernments and negotiate the terms of investments in a transparent manner (Jensen, 2008). This
familiarizes potential investors with the process and reduces ambiguities about decision-making
in host governments.

Second, democracies can attract higher levels of FDI than non-democracies because demo-
cratic institutions are more protective of property rights. Since democratic regimes can restrain
governments from appropriating the private property of their citizens, foreign investors are bet-
ter assured that the government will not capture their assets (Li, 2006; Jensen, 2003). On the
other hand, non-democratic leaders, generally, are less constrained by the rule of law and officials
may display predatory tendencies towards private properties, including those of foreign investors
(Ahlquist, 2006; Jensen, 2003; Jensen, 2008). Overall, theoretically sound arguments have been
made in favor of both regime-types and each enjoys considerable empirical support.

Reflecting on these two seemingly contradicting perspectives on the effect of regime types, a
second strand of research emerged. This line of research focuses on the functional elements of
political institutions-—-quality of governance, that is-—that transcend regime-type explanations.”

Barassi and Zhou (2012) analyze the effect of a range of governance factors on FDI inflows



such as corruption, government stability, internal and external conflict, law and order, and quali-
ty of bureaucracy, among others. Similarly, Staats and Biglaiser (2012) show that institutional fea-
tures undergirding judicial strength and rule of law are strong determinants of FDI inflow in Lat-
in America. Other scholars employ proxies for the quality of governance that attract FDI, arriv-
ing at similar conclusions. For instance, Harms and Ursprung (2002) and Blanton and Blanton
(2007) tind that countries with more respect for civil-political freedom and human rights, which
would signal to the market policy stability and efficiency, are associated with greater FDI in-
flows. Similarly, Moon (2015) focuses on non-democratic regimes and argues that non-
democratic governments with a longer time horizon can signal better protection of property
rights and are able to attract higher FDI.

While the development from the first to the second strand of research significantly im-
proved our understanding of politics of FDI inflow, the analytical utility of the quality of gov-
ernance indicators in the second strand is limited in two dimensions. First, these indicators are
often noisy signals of host governments’ commitment to property rights protection. Based al-
most exclusively on ‘expert surveys,’ the external validity of these highly subjective indicators is
frequently challenged (Michener, 2015; Apaza, 2009), particularly in the context of developing
countries (Arndt, 2008). In capturing investors’ perception of host countries’ political risks,
drawing on these indicators increases the possibility of measurement errors.

Second, we view that quality of governance is in essence an analytical tool more useful to
highlight the difference between developed and developing countries than the difference
amongst developing countries. Given the conventional wisdom that quality of governance tends
to be correlated significantly with the level of development (e.g., Clague et al., 1996), the varia-
tion of FDI inflow among developing countries should be significantly smaller than that in a
global sample.

[Figure 1 about here]

Figure 1 illustrates this contextual limitation. Here, the effect of the level of corruption con-
trol (left panel) and rule of law (right panel) using International Country Risk Guide (ICRG) data
(PRS Group, 2011), two of the popular proxies for quality of governance, on FDI inflow is
much greater in a global sample including both developed and developing economies than in a
developing country-only sample. The slope of the global sample (dashed line) in each panel is
notably steeper than that of the developing country-only sample (solid line). Existing studies do
seem to be aware of this limitation of governance indicators as many of them check robustness
of the main findings on a sample of developing countries (e.g., Jensen 2003). In short, our read-

ing of the FDI literature suggests that to explain FDI inflow in the context of developing coun-



tries more effectively, one needs to focus on an alternative institutional attribute that is not sub-

ject to arbitrary coding decisions and unrelated to the level of development.

The Relationship between ENPP and FDI

Potential investors pay close attention to the domestic governing environment of host countries,
as such an environment reveals information directly relevant to protecting their investments. We
posit that investors are particularly concerned about the political risks of developing economies.
As Ahlquist (2006: 682) succinctly points out, developing and developed nations exhibit marked
differences when it comes to the policy uncertainties and the resultant risks investors have to
bear. Political information, therefore, is particularly likely to affect investors’ consideration of
developing countries as hosts of their investments.

One of the observable attributes of host countries that may give investors valuable insights
into the governing environment in a relatively unequivocal manner is the number of political
parties in the legislature. In particular, we propose that effective number of political parties
(ENPP) offers investors information on two important subjects, namely, 1) the likelihood of
their investment unduly expropriated (expropriation risk) as well as 2) the extent of political rep-
resentation as it relates to policy stability (representation). As such, we argue that there is a posi-
tive relationship between the effective number of political parties (ENPP) and the level of for-
eign direct investment inflow given that a high ENPP is indicative of a secure investment envi-
ronment with low expropriation risk and a better represented society that signals greater policy
stability. Below, we discuss our reasoning behind this argument.

First, political parties function as one of the most effective veto players in legislative
processes. The number of political parties in this sense indicates the plausibility of a
sudden policy change (Tsebelis, 1995). Very low ENPP indicates high discretion of a small
number of parties at adopting and implementing economic policies. Policy discretion amplifies
the likelthood of opportunistic, predatory policies such as surprise devaluation (Weymouth,
2011) or debt default (Saiegh, 2009) with relatively weak resistance from the opposition or coali-
tion partners. This perception of high policy discretion bestowed upon the majority party reduc-
es the government’s credibility on its commitment to maintain a favorable investment environ-
ment (such as low risk of expropriating private property). Such a policy unpredictability is likely
to be a cause of concern for investors (Maclntyre, 2001). Of emphasis here is not what the gov-
ernment intends, but what investors perceive to be problematic about governments with fewer
parties.

Second, very low ENPPs connote low levels of representation as well. Parties function as



competitive agents of societal actors and provide an opportunity for societal preferences to in-
fluence legislation. Hence, the number of political parties is a useful indicator of the diversity of
societal interests (not) effectively represented in legislation, providing investors with general in-
sights into the economic policymaking of a host country (Simmons et al., 2018). As Lijphart
(2012) demonstrates, the fact that very few political parties exist in the parliament suggests that
the interests of diverse political groups are likely excluded from public policy making. Under-
representation and exclusion often lead to low government responsiveness to societal groups (Hobolt
and Klemmensen, 2008) and, subsequently, brew grievance. Grievance in turn has potential to esca-
late into drastic political changes, particularly in developing countries’ contexts (Hegre et al., 2001).
The possibilities of such grievance-driven political changes shy away investors (Blanton and
Blanton, 2007: 144) as the alteration of political climates renders the return to their investment
unpredictable. Overall, investors may view too little low ENPP) representation with caution as
it could threaten policy stability.

In contrast, expropriation risks stemming from policy discretion is relatively low in countries
with higher ENPPs given the procedural difficulties in implementing drastic policy changes with
a larger number of influential actors in the legislature. In principle, any policy proposals will need
to be discussed among multiple groups in the legislature before policy changes can be made,
thereby reducing the likelihood of reckless decisions. Higher ENPP may alleviate the risks asso-
ciated with impulsive policy changes. In other words, higher ENPPs can signal to potential in-
vestors the presence of a favorable investment environment. It is worth noting here that our ar-
gument on the effect of political parties on FDI inflows is consistent with the veto player argu-
ment (Choi and Samy, 2008; Jensen, 2003). A higher number of parties in the legislature in our
analysis, in other words, can be likened to the number of veto players in the literature. This pa-
per, however, diverges from the traditional veto-player research by identifying the number of
specific veto players, namely, legislative actors, that is informative of political risks of developing
countries. Therefore, our focus on ENPP provides a fine-grained understanding of the politics
of FDI.

A country with high ENPP is also more representative in nature (Lijphart 2012), where al-
ternative views within society have a platform to influence policy-making within the confines of
the legislature. Events that may feed violence and sudden changes in the government are less
likely in countries with high ENPPs than in those with low ENPPs. This signals to the investors
predictability and stability of government policies.

One could argue that high ENPPs are detrimental to attracting foreign investors because

high levels of representation preclude host governments from offering “generous financial and



fiscal incentives” (Li and Resnick 2003, 177) at the expense of the interests of median voters.
While this is plausible, we note that 1) many investors may have other considerations besides
prioritizing local incentives (Kucera 2002, Blanton and Blanton 2007) and 2) even when they do
pursue such incentives, lower ENPPs suggest a higher risk that those incentives are abruptly
stripped away by impulsive decisions of policymakers who are less constrained by the legislature.

Based on this discussion, we hypothesize that higher ENPPs are associated with larger vol-
umes of FDI inflows. We expect that this relationship is much weaker, if any, in the context of
developed economies. In advanced democracies, investors do not necessarily have to resort to
ENPP to learn of the political climate of the host countries. However, in developing countries
where information revealing governments’ commitment to property rights is relatively scarce, we
argue that ENPP is a useful indicator of investment climate and policy stability.’

[Figures 2 and 3 here]

Before turning to the research design, we present two illustrative case narratives that help us
contextualize our theoretical argument in a real-world setting. Consider, first, the case of Vene-
zuela. Chavez’s reign as President from 1999 to 2013 was marked by large-scale nationalization
schemes which influenced international investors such as the Spanish-owned bank, Banco de
Venezuela, the cement industry which affected Mexican-based Cemex, as well as the wholesale
fuel sector where companies like ExxonMobil, BP, and Chevron also held stakes in the fuel dis-
tribution market (Oxford Analytica, 2008). While the political ideology of Chavez can help ac-
count for his policy decisions but the speed with which these nationalizations were implemented
would not have been possible had there been high ENPPs during this period, which would have
stemmed the swift policy revisions. As seen in Figure 2, the dramatic policy changes coincided
with a drastic decline in ENPP (solid line) and reduction in FDI (dashed line) from USD 6 bil-
lion in 1997 (before his election) to USD 1.7 billion in 2004 to negative values in 2006. Low
ENPPs implied that Chavez’s aggressive policies could not be checked and would eventually
affect their investment.

Another illustrative case is Albania. Until 1997, the Democratic Party was a dominant politi-
cal force in the parliament as it enjoyed a strong anti-communist mandate despite its largely un-
popular policies (Kajsiu, 2010). Foreign capital, however, was hesitant to invest in the country,
citing the rampant corruption and political instability (Bitzenis and Szamosi, 2009: 196) that was
largely condoned by the Democratic Party. The 1997 pyramid scheme scandal warranted this
concern and the volume of FDI inflow was staggering until the late 1990s despite the initiation
of drastic pro-FDI reform packages (Alexious and Toro, 2006: 75). The aftermath of scandal,

however, altered the existing political landscape of the country, bringing the traditional opposi-



tion party, the Socialist Party, in power in 1997 as well as enabling the rise of the third major par-
ty, the Republic Party of Albania. The reform policies adopted seem to have become more cred-
ible during this time as the FDI inflow increased exponentially. The representation of different
societal groups in parliamentary politics also improved, albeit through invoking “negative identi-
ties,” primarily as a result of the increased competition between the major parties in the 2000s
(Kajsiu, 2010: 247). As the electoral results in the subsequent years imply (Figure 3), this en-
hanced representation led to political processes that were much more predictable than before.
Over the years both ENPP and FDI have been increasing, which enhanced the perception of

policy stability for potential investors.

Data & Methods

This paper assesses the relationship between ENPP and FDI inflows on a sample of 56 develop-
ing democracies from 1985 to 2011. The dependent variable is FDI inflows measured as the
natural logarithm of FDI inflows in US dollars. An alternative way of measuring FDI inflows is
FDI as a percentage of GDP. The two measures tap into different aspects of FDI inflows (Li,
2009). The former captures the overall size of inflows while the latter gives an indication of the
size of inflow relative to the host economy. Since we are primarily interested in the former, we
choose the logged value of FDI inflows in US dollars over FDI/GDP as our primary dependent
variable. The data come from UNCTAD (United Nations Conference on Trade and Develop-
ment).” Consistent with other studies (e.g., Moon, 2015) we transform the logged value of the
FDI variable to account for 0 and negative values of FDI in the following way:

{ IfFFDI = 0, In(FDI) = log(1 + FDI);
IfFFDI < 0, In(FDI) = —log(1 + |FDI))

The primary independent variable is a natural logarithm of ENPP. Natural log is taken not
only because of the skewed distribution of ENPP data but also due to our expectation that the
marginal effect of ENPP diminishes as ENPPs increase following Heinsz (2004: 10). In a politi-
cal system with very many parties, an increase of ENPP by one would not make a difference
whereas any increase in ENPP in a single party system should. The data come from Bormann
and Golder (2013).°

We control for alternative factors taken into account in most FDI studies. The economic
variables include GDP per capita, oil rent as a percentage of GDP, volume of trade as a percent-
age of GDP, and final consumption expenditure as a percentage of GDP. GDP per capita, oil as
a percentage of GDP, and trade as a percentage of GDP are expected to be positively associated

with FDI inflows. The effect of final consumption expenditure is more uncertain (Jensen 2003,



2004; Buth and Milner, 2008; Moon, 2015). Population is also controlled for. We expect coun-
tries with larger populations to attract greater inflows. Data for these variables come from the
World Development Indicators (WDI) of the World Bank (2015).

Aside from macroeconomic covariates, we control for the level of democracy. We use the
polity data set (Marshall, Gurr and Jaggers, 2014) given that a large number of studies analyze
the effect of regime-type on FDI inflows. The polity2 variable ranges from -10 to +10 where
higher values indicate a higher level of democracy.” In addition, we also control for the level of
corruption control using the data from the International Country Risk Guide (PRS Group,
2011). We expect corruption control to be positively associated with FDI inflows. In order to
ward off serial correlations in the error-term, whose degree we assume varies across countries
given the unbalanced structure of our panel data, panel-specific first-order autoregressive dis-
turbance (PSAR(1)) is applied. Likewise, given the panel heteroskedasticity, we employ panel-
corrected standard errors (Beck and Katz, 1995). Finally, we take a country-fixed effect approach
to account for the unobserved case-specific idiosyncrasies. Therefore, the benchmark results, as
Bell and Jones (2015) suggest, is more indicative of within-case effects of ENPP than between-
case effects. All independent variables are lagged by a year to avoid the possibility of reverse cau-
sality and allow the time for our causal mechanism to operate. It is worth noting here that we
obtain results largely identical to the benchmark result even when independent variables are not
lagged and instead contemporaneous values are taken. This alleviates the concern that lagging
independent variables could lead to incorrect inference (Bellemare, Masaki, and Pepinski, 2017).
Descriptive statistics for these variables are provided in Table 1.

Using these variables, we can formally write the linear model to test our hypothesis as fol-

lowing:

Benchmark Model : In(FDI)i; = B1ln(ENPP);—1 + BaXCONTROLS;—1 + vi + &t

where s are coefficients, v fixed effect term, € the error term, 1’ country, and ‘t’ year. Should our
hypothesis be supported, 31 should be significantly positive.

Our choice of ‘developing democracies’ as opposed to a global sample deserves some
clarification here. The ‘developing’ refers to our exclusive focus on non-OECD economies while
‘democracy’ or electoral democracy refers to a system in which elections exist with a certain, but
not necessarily complete, level of fairness and competitiveness (Diamond, 2002). In monarchies
with political parties composed of elected legislators, ENPP cannot exist conceptually. These

cases do not register as ‘democracies’ in our study to maintain unit homogeneity in the sample.
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In practical terms, our sample includes both liberal democracies and hybrid regimes. This ena-
bles us to take advantage of existing variations in political representation across developing

democratic counttries.

Findings
Benchmark Results
[Table 2 here]
Table 2 contains the result of estimating our benchmark model. The significantly positive coeffi-
cient of In(ENPP) in model (3) with all the controls and fixed effects suggests that as proposed
in our hypothesis, increases in ENPP lead to increases in FDI inflows. Given that both the in-
dependent and dependent variables take natural logs, we can infer from this result that a one
percent increase in ENPP leads to about 0.7 percent increase in FDI inflow. A graphical repre-
sentation of this effect, Figure 4, demonstrates the diminishing marginal returns of this effect.
The figure implies that while the change from a dominant party system (i.e., ENPP=1) to a
competitive three-party system (i.e., ENPP=3) generates a significant increase in FDI inflows, a
similar move from a seven-party system to a nine-party system does not significantly contribute
to attracting foreign capital.
[Figure 4 here|

The results of other models in Table 2 bolster our confidence in this result. First, there
does not exist a qualitative difference between Model (1), where all the control variables are ex-
cluded, and the benchmark model in terms of the effect of In(ENPP). This indicates that the
hypothesized effect of In(ENPP) does not operate substantively through any of our control vari-
ables. Similarly, when fixed effects are lifted (Model 2), the benchmark effect of In(ENPP) still
persists. We infer from this result that our primary result is not a statistical artifact of using fixed

effects (Gibbons et al. 2018).

Causal Mediation Analysis

As depicted in Figure 5, our argument about the effect of ENPP on FDI inflow is predicated on
two mediating factors, namely, expropriation risks and policy stability. Investors are concerned
about unchecked impulsive policies leading to expropriation of their properties as well as un-
derrepresentation of societal groups resulting in policy instability. If we find evidence pointing to
this mechanism, our confidence in the benchmark result supporting the effect of ENPP can be

further bolstered.
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[Figure 5 about here]

Methodological problems limit the extent to which we investigate this mediation effect.
To the best of our knowledge, there are no data directly capturing investors’ perceptions on the
expropriation risk and political representation of societal actors in a host country whose cover-
age is comprehensive enough to include the cases of our sample. As an alternative, we employ
two variables from ICRG (PRS Group, 2011) that we believe best proxy these two mediating
factors: Investment Profile and Government Stability. Investment Profile consists of three indi-
cators of Investor perceptions on expropriation practices such as ‘contract viabil-
ity/exproptiation,” ‘profits repatriation,” ‘and payment delays.” These variables tap into investors’
perceived expropriation risks of the host country that are “not covered by other political ...
components” (Howell, 2011: 3). Similarly, Government Stability contains investors perceived
level of ‘popular support for the government’ in the host country (Howell, 2011). Support for
the government should be low if societal actors are politically under-represented, thereby sowing
the seeds for political instability.

If the benchmark result represents the causal mechanism we propose, higher ENPPs
should reduce expropriation risks (high Investment Profile) and add to representativeness of
governments (high Government Stability), each of which in turn leads to greater volumes of
FDI inflows. This implies that the effect of ENPP on the mediating factors (« in Figure 5) and
the effect of the mediating factors on FDI inflows (), as well as their combined effects (x X f),
are all significantly positive.

[Table 3 here]

We follow Preacher and Hayes (2008) in computing the coefficients, namely, «, 3, and «
X B (or ‘indirect effect’). One can obtain these coefficients simultaneously using a Seemingly Un-
related Regression model (Zellner 1962). Once these coefficients along with their standard errors
are obtained, we can then compute the indirect effect for each causal path by computing their
nonlinear combination (« X B). In the model, we also include country fixed effects to maintain
comparability between its result and the benchmark. To approximate first-order panel-specific
autocorrelation term (PSAR 1) in the benchmark model, we include a lagged dependent variable
(LDV) for each equation. Although applying fixed effects and LDVs simultaneously can wipe
out the ‘true’ mediating effect to an excessive degree (Achen, 2000), we believe that this con-
servative specification serves our purpose of bolstering the confidence in our benchmark result.

Table 3 presents the result of mediation analysis. The significantly positive effect of the
In(ENPP) in the first equation as well as that of the mediators in the second equation confirms

that the causal mediation depicted in Figure 5 is indeed at work. In particular, Table 3 reports
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that the ‘indirect effect’ presented as a X $ in Figure 5 is significantly positive in both mediation
models, lending further support to our argument. The size of the mediating effect in each model
compared to the total effect of ENPP on FDI (i.e., A /(x X B + 1)) is not negligible (about 10%0)

given our conservative specifications.

Robustness Check

[Table 4 here]

In this section, we report the result of robustness tests of our benchmark model to demonstrate
that the methodological choices we made are warranted. The first of such is to use an alternative
data for FDI inflows. While we believe that UNCTAD FDI data are generally more accurate and
comprehensive than that provided by WDI, the general pattern of the statistical result using the
benchmark specification should be unchanged even if we use the latter. Model (1) of Table 4
indeed reports exactly that. When the WDI data are used, the size of coefficient actually increas-
es although the level of significance decreases slightly.

Another possible concern might be our handling of possible serial correlations in the error
term. While panel-specific first-order autoregressive disturbance (PSAR(1)) we use might be a
reasonable way to curtail the influence of serial correlations, we do note that many of the exist-
ing studies utilizing FDI panel data follow a lagged dependent variable (LDV) approach. Alt-
hough in theory PSAR(1) and LDV models should yield fairly similar estimates, we can be more
confident in our results if the linear effect of ENPP is unchanged when taking an LDV ap-
proach, which is more restrictive than PSAR(1). Model (2) presents the result of a model using
an LDV, which proves the concern over the PSAR(1) approach was unwarranted.

A similar concern is our measure of FDI inflow. While we are more interested in the size of
FDI inflow than its relative importance in the host economy, we acknowledge that there hardly
is a consensus that a natural logarithm is the right representation of the former. We therefore use
an alternative FDI measure, namely FDI inflow as percentages of GDP. The result reported in
Model (3) indicates that our benchmark result is robust to this change of operationalization of
the dependent variable. Finally, we consider applying different ‘thresholds’ for our definition of
democracy. Our sample consists of both fully and partially democratic countries. One could ar-
gue that the effect of party systems can vary across different levels of democracy, however. It is
thus plausible that our benchmark result conflates two different processes in which ENPP af-
fects FDI inflows. Models (4) and (5) of Table 4 affirm that this concern is unwarranted. When
the sample is limited to fully democratic cases (Model 4), which we define as countries whose
polity scores are nine or ten, the benchmark result is not altered. Likewise, when using a sample

for observations where polity is limited to eight or lower (Model 5), we find a result qualitatively
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not different from the benchmark despite the slightly weaker significance level. Applying a dif-
ferent threshold of polity index leads to similar results.
Beyond measurement issues, a plausible concern can be raised over our use of a fixed effect

model as a benchmark. While the Hausman test result suggests that fixed effect model is pre-

ferred (x2(9)=77.62, p=0.000), fixed effect models are not without shortcomings. In particular, if
ENPPs change infrequently and slowly over time (‘time-invariant’), using country fixed effect
models would unduly wipe out the cross-country variations in FDI. Bell and Jones (2015) sug-
gest a straightforward way to address this concern, which essentially boils down to rendering the
estimates ‘flexible.” As Bell and Jones (2015) suggest, we included country-mean variables for in-
dependent variables as well as their difference from each of the individual observations at the
current year (t) in a random effect generalized least squares model. To put it formally, Model (2)

can be revised:

In(FDDie =B In(ENPP™), | +8, [In(ENPP),_, — In(ENPP)™"]
+ 3 XCONTROLS™™, | + B X(CONTROLS,_; — CONTROLS™") + ¢,

The coefficient for the mean variable (8,) is expected to explicitly account for the ‘between’ ef-
fects whereas the coefficient for the difference term (3,) is set to represent the ‘within’ effect
(Bell and Jones 2015, 141). The result on the within-country effect presented in Table 5 is largely
consistent with our benchmark fixed effect model in that the effect of In(ENPP) is positively
significant. The between-country effect on the other hand is insignificant, suggesting that our
inference on the relationship between ENPP and FDI pertains more to inter-temporal compari-
sons within a country (hence our illustrative case studies) than to inter-country comparisons.
[Table 5 here]

[Table 6 here]

Finally, we include additional controls such as judicial independence, presidential systems

and conservative governments to see if they somehow compound the effect of ENPP." We also
account for the temporal trends of FDI inflows by including two variables capturing year of each ob-
servation and its square term (that is, year’). In a separate model, we also experimented with the effect
of applying country-specific time trends to the benchmark model. Table 6 demonstrates that our
benchmark result is robust to these empirical possibilities. Taken together, a range of robustness
tests we implemented demonstrate that ENPP has a statistically significant effect on FDI in-
flows among developing countries. Models 1 through 3 indicate that the inclusion of additional
control variables does not alter the benchmark result. Likewise, the benchmark result proves to

be robust to accounting for the general temporal trend (Model 4) and country-specific trends
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(Model 5).

Conclusion

This paper highlights the domestic determinants of FDI inflows among developing democracies.
We underline the fact that parties are the major agents of policy making in modern democratic
politics. Their central role of aggregating and mobilizing collective policy preferences is the cen-
terpiece of everyday politics, particularly in policy-making, policy implementation, and monitor-
ing. Thus, the nature of party systems of a host country can be an important source of infor-
mation to potential investors about the political environment. More specifically, we argue that
ENPPs reflect critical information about the investment climate and the extent of political rep-
resentation, both of which are imperative considerations to potential investors.

We demonstrate that ENPP has a positive relationship with FDI inflows where higher
ENPP is associated with higher levels of FDI inflows. High ENPP presents a favorable invest-
ment climate with low expropriation risk and a better represented society that enhances policy
stability. The presence of multiple parties in the legislature reduces the likelihood of reckless de-
cisions by governments, providing a low-risk and a stable political environment to investors.

Overall, we add to the emerging research that goes beyond a regime-type explanation to bet-
ter understand the dynamics between political institutions and FDI inflows. More generally, we
contribute to the larger literature in political science that adopts a disaggregated approach by
identifying specific regime characteristics such as political institutions to explain a wide range of
well-being outcomes (Bueno de Mesquita et al. 2003; Gerring, Thacker, and Moreno 2005, 2009;
Kudamatsu 2012; Wigley and Akkoyunlu-Wigley 2011a, 2011b; Mukherjee 2013).

The study has important policy implications that may be of interest to potential host coun-
tries, especially in the developing world. Extant literature establishes that investors take the polit-
ical environment into consideration before making a decision to invest. Our findings imply that
in the context of developing democracies where information about policymaking is generally
scant (Hollyer, Rosendorff and Vreeland 2014), ENPP offers investors a fairly useful gauge of
how politics might affect their investment. We provide a nuanced understanding of the determi-
nants of FDI among developing countries by going beyond regime-type and identifying political

factors that shed light on the variation in FDI inflows in the developing world.
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Table 1. Descriptive Statistics.

Variable Mean  Std. Dev. Min. Max. N

In(FDI) 5.489 2.799 -6.892  10.789 1118
In(ENPP) 1.147 0.477 0 3.514 1118
polity2 5.665 4.592 -8 10 1118
corruption 2.525 0.893 0 5 1118
Trade (% GDP) 66.588  34.607 12.009 321.632 1118
Expenditure 84.094 14.101 39.977 252,537 1118
Oil rents (%o GDP)  4.138 10.173 0 73.332 1118
In(population) 16.402  1.509 12.85 20.91 1118
In(GDPpc) 7.224 1.103 4.89 9.960 1118
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Table 2. Benchmark Model

0 ®) )
In(ENPP) 1.330™ 0.455™ 0.744™
[0.290] [0.189] [0.238]
Polity2 0.049™ 0.051™
[0.023] [0.023]
In(GDP per capita) 0.999™" 0.818™
[0.173] [0.232]
Trade (% of GDP) 0.015™ 0.007
[0.003] [0.000]
Oil Rents 0.004 -0.054™
[0.011] [0.024]
Consumption 0.007 0.005
[0.007] [0.009]
Corruption 0.236" 0397
[0.114] [0.121]
In(population) 1.109™ 6.524™
[0.120] [0.863]
Constant 4.285™" -23.114™ -100.892"
[0.955] [2.573] [12.017]
Fixed Effects Yes No Yes
Observations 1113 1113 1113
R? 0.612 0.506 0.629

“p <0.10, " p < 0.05, " p < 0.01. OLS estimates with panel-corrected standard errors in brackets. Coun-
try fixed effects are applied but the result is abbreviated to save space. Panel-specific first-order auto-

regressive disturbances are applied.
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Table 3. Causal Medication

0 ®)
Mediator Government Stability Investment profile
[Equation 1]

LDV: Government Stability: 0.781" [0.018]

LDV: Investment profile. 0.795™ [0.018]
In(ENPP) 0.261" [0.110] 0.182" [0.088]
Polity?2 -0.003 [0.012] 0.013 [0.009]
In(GDP per capita) 0.241™ [0.092] 0.361" [0.078]
Trade (% of GDP) 0.004 [0.003] 0.004" [0.002]
Oil rents (% of GDP) 0.022" [0.011] 0.008 [0.009]
Consumption (% of GDP) 0.004 [0.005] 0.002 [0.004]
Corruption 0.157" [0.054] 0.107" [0.043]
Constant -0.588 [1.442] -2.744" [1.162]
[Equation 2]

LDV: FDI, 0.231™ [0.029] 0.216™ [0.029]
Government Stability 0.161™ [0.028]

Investment profile 0.187™ [0.034]
In(ENPP) 0.575™ [0.161] 0.473™ [0.161]
Consumption (% of GDP) -0.021 [0.010] -0.015 [0.010]
In(GDP per capita) 0.055™ [0.017] 0.050™" [0.017]
Trade (% of GDP) 0.988™ [0.144] 0.910™ [0.151]
Oil rents (% of GDP) 0.013™ [0.004] 0.013™ [0.004]
Corruption 0.003 [0.008] 0.007 [0.008]
Constant -6.208™ [2.130] -6.075™ [2.152]
Indirect Effect 0.049” [0.022] 0.044™ [0.022]
Total Effect 0.520™ [0.161] 0.427" [0.159]
% mediated 9.42% 10.30%

Fixed Effects yes yes

Observations 1058 1058

R? 0.745 0.845

“p <010, " p < 0.05 ™ p < 0.01. Seemingly unrelated regression estimates with standard errors in
brackets. Country fixed effects are applied but the result is abbreviated to save space.
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Table 4. Sensitivity Analysis

0 ®) ®) @ )
FDI (WDI) LDV FDI/GDP  polity=9 polity<9
%)
In(ENPP) 0.269" 0.430™ 0.891" 1.394™ 0.591"
[0.11] [0.16] [0.406] [0.52] [0.29]
Polity2 -0.006 0.035™ 0.079 [0.37] 0.024
[0.01] [0.02] [0.05] 0.783 [0.02]
In(GDP per capita) 1.083™ 0.847" 0.477 0.006 0.538"
[0.14] [0.14] [0.52] [0.01] [0.29]
Trade (% of GDP) 0.012™ 0.007° 0.010 [0.12] 0.01
[0.00] [0.00] [0.01] 0.006 [0.01]
Oil Rents -0.012 -0.036" 0.099" 0.245 -0.05™
[0.01] [0.02] [0.06] [0.18] [0.03]
Consumption 0.002 0.003 0.046" 0.005 0.000
[0.00] [0.01] [0.03] [0.02] [0.010]
Corruption 0.095 0.117 0.275 0.245 0.452™"
[0.06] [0.08] [0.19] [0.17] [0.14]
In(population) 5.170™ 3.935™ 8.920™ 10.663™ 7.209™
[0.49] [0.53] [1.89] [3.10] [1.03]
FDI, 0.20™
[0.03]
Constant -66.117 -67.69" -139.476™  -155.928"  -109.133™
[6.43] [8.20] [26.28] [42.88] [14.22]
Fixed Effects Yes No Yes Yes Yes
Observations 1059 1111 1110 269 844
R? 0.981 0.366 0.579 0.800 0.668

“p <0.10, " p < 0.05, " p < 0.01. OLS estimates with panel-corrected standard errors in brackets. Coun-
try fixed effects are applied but the result is abbreviated to save space. Panel-specific first-order auto-
regressive disturbances are applied.
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Table 5. Random Effect

Coefficient SE
Within Effects
In(ENPP) 0.709™ [0.246]
Polity2 0.046" [0.025]
In(GDP per capita) 0.944™ [0.262]
Trade/GDP (%) 0.013" [0.006]
Oil Rent -0.042 [0.025]
Consumption -0.004 [0.009]
Corruption 0.304™ [0.127]
log(Population) 4.803™ [0.968]
Between Effects
In(ENPP) -0.548 (p=0.110) [0.343]
Polity2 -0.018 [0.057]
In(GDP per capita) 1.446™ [0.247]
Trade/GDP (%) 0.013" [0.006]
Oil Rent -0.012 [0.020]
Consumption 0.022 [0.029]
Corruption 0.370" [0.222]
log(Population) 1.057™ [0.187]
Constant -26.269™ [6.487]
Observations 1113
R? 0.498

“p <0.10, " p < 0.05, " p < 0.01. OLS estimates with panel-corrected standard errors in brackets. Panel-
specific first-order autoregressive disturbances are applied. Panel-specific first-order autoregressive dis-
turbances are applied.
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Table 6. Additional Control Variables

0 @ ) @ )
In(ENPP) 0.632™ 0.754™ 0.799™ 0.713™ 0.815™
[0.234] [0.314] [0.245] [0.243] [0.272]
Polity2 0.061™ 0.017 0.056™ 0.039 0.001
[0.024] [0.030] [0.023] [0.024] [0.023]
In(GDP per capita) 0.868™ 1.376™ 0.834™ 0.347 -0.067
[0.238] [0.233] [0.234] [0.311] [0.295]
Trade (% of GDP) 0.005 0.008 0.007 0.004 0.003
[0.000] [0.000] [0.000] [0.000] [0.000]
Oil Rents -0.060"™ -0.022 -0.053" -0.055" -0.039
[0.024] [0.020] [0.023] [0.025] [0.029]
Consumption 0.008 0.006 0.006 0.001 0.003
[0.009] [0.010] [0.009] [0.009] [0.009]
Corruption 0.382" 0.220 0.392™ 0.426™ 0.3817"
[0.118] [0.133] [0.121] [0.124] [0.095]
In(population) 6.254™ 4.006™ 6.348™ 3.165" 17.649™
[0.883] [0.908] [0.864] [1.270] [4.650]
Presidentialism 0.997"
[0.445]
Left-Right 0.020
[0.097]
Judicial ~ Independ- -0.016
ence
[0.200]
year -0.142™
[0.023]
year’ 0.000™
[0.000]
Constant -97.329™  -66.879™  -98.5717"  0.000
[12.242] [12.429] [12.060] [0.000]
Observations 1111 719 1103 1113 1113
R? 0.648 0.635 0.629 0.633 0.725

“p <0.10, " p < 0.05, " p < 0.01. OLS estimates with panel-corrected standard errors in brackets. Coun-
try fixed effects (and panel-specific trends for Model 5) are applied but the result is abbreviated to save
space. Panel-specific first-order autoregressive disturbances are applied.
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Figure 1. Country-means of Institutions and FDI: OECD vs. Non-OECD countries

L 4
10 4 OECD members 10
O Non-OECD members *
== full sample P *
=]
=== non-OECD only * |:|3 ¢ *

FDI
FDI

Corruption

OECD members
Non-OECD members
full sample
non-OECD only

Rule of Law

Note: The vertical axis represent natural log of FDI inflow, the details of which are explained below in

the research design section. The horizontal axis indicates the level of ‘corruption control’ (the higher, the

less corrupt) on the left panel and ‘rule of law’ on the right panel using ICRG data. Country-means for

each variable are used.
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Figure 2. Venezuela
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Figure 4. Marginal Effect of ENPP on FDI with 95% CI

Marginal Effect on FDI

Based on the Benchmark Result. The horizontal axis is adjusted so as to express the effect of

In(ENPP) on an un-logged scale.
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Figure 5: Causal Mediation Analysis

Representation
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note: a, 3, and & are coefficients that indicate the relationship between variables



Notes

1 Generally speaking, democratic regimes are more representative, accountable, and responsive in nature
as compared to non-democratic regimes (Riker, 1965; Dahl, 1973; Schmitter and Karl, 1991).

2 Several studies focus on international determinants of FDI inflows such as Jensen (2004) and Biith and
Milner (2008), among others. Since this study, in contrast, focuses on the domestic determinants of in-
vestments, the literature review discusses the domestic factors in greater detail.

3 We run the analysis on a sample of developed countries as well and as expected, ENPP does not play a
significant role in attracting FDI inflows in this sample. This reaffirms our argument that ENPP is an
especially useful indicator of the policy-making environment for potential investors among developing
countries. Results available from the authors upon request.

4 One of the most important legislations is the law titled ‘On foreign Investment’, which was passed in
1993 to encourage foreign investments by giving the same protections to foreign investors and domestic
investors (Alexiou and Toro, 2006: 68).

5> We present below findings using WDI FDI data as well as a robustness check. However, we use
UNCTAD data for our benchmark analysis as it provides the most comprehensive data on FDI by reduc-
ing the chances of non-reporting of FDI flows by developing countries (Biith and Milner, 2008).

6 ENPP is constructed by using Laakso and Taagepera (1979): ENPP = 1 / XSz, where s; is the percent-
age of seats won by the 7th party at the legislature. Independent or ‘others’ are treated as a single party.

7 One can argue that the ‘competitiveness of political participation,” one of the indicators of Polity index
might also be a source ENPPs. While this is plausible, we view that the relationship between participation
and electoral results as an empirical one, which does not necessarily hold. Indeed, dropping Polity index
does not alter the benchmark result.

8 Por judicial independence we use ‘Judicial Independence’ from Cingranelli and Richards (2010). The
original variable is trichotomous and we re-coded the variable into a dichotomous one where ‘partially
independence’ of judicial power is considered not independent. For presidential systems and partisanship
of governments, we use the updated version of the DPI data (Beck et al., 2001).
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