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ABSTRACT 
 Do variations in institutional design influence the inward flows of foreign direct 

investment (FDI)? The concept that membership in international institutions can affect 

flows of FDI has only recently been addressed. However, the application of distinctions 

in the creation of organizations to FDI has been limited. Applying and advancing recent 

theoretical contentions, I argue that not only is the number of regional trade agreements 

(RTAs) memberships relevant, but the variation in these agreements greatly affects the 

inflow of foreign direct investment into both developed and developing nations. The 

variation in RTA economic scope and independence gives foreign investors comparable 

signals as to the extent to which developing governments will apply liberal economic 

reforms as well as the ability of external agencies to enforce these reforms and protect 

investments. Conversely, stringent and strongly independent RTAs may actually prove to 

be inhibiting to foreign investment in developed countries by restricting the previously 

successful economic actions. I apply an original data set of FDI inflows for both 

developing and developed nations from 1970 to 2003. Controlling for alternative 

explanations and concerns of endogeneity, I find that elevated levels of both RTA 

economic scope and independence produce superior inflows of FDI into developing 

nations, while more independent RTAs actually reduce inward FDI movement into 

developed nations.  
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CHAPTER I 

INTRODUCTION 
Foreign direct investment’s (FDI)1 importance in a globalizing world continues to 

expand. In the last fifteen years of the twentieth century, FDI growth outpaced that of 

trade and income (Navaretti and Venables 2004).2 FDI is viewed as an attractive source 

of capital because foreign resources, such as technology and skills, accompany it (Büthe 

and Milner 2005; Crenshaw 1991; Feng 2001; Jensen 2003; Navaretti and Venables 

2005). The external finances associated with FDI spur employment, income growth, 

technological advances, productivity and economic growth (Büthe and Milner 2005; 

Crenshaw 1991; Feng 2001; Jensen 2003; Navaretti and Venables 2005; Jensen 2003; 

Ahlquist 2006).3 Host countries gain access to assets that would most likely have not 

been readily available. Though most of the FDI exchange throughout the world is 

between developed nations, the share that goes to developing counties is steadily 

increasing (Navaretti and Venables 2005; Jensen 2003). Investors have begun to broaden 

their investment horizons and seek out new, untapped locations that may provide 

profitable investment environments. 

Even the most astute investors must be cautious as to where they invest their 

assets, especially FDI. The high level of sunk cost associated with FDI, due in large part 

to the physical resources related to this type of investment, make FDI illiquid and thus, 

difficult and costly to relocate. In turn, once a multinational enterprise (MNE)4 makes an 

investment, some bargaining power shifts to the host country (Büthe and Milner 2005; 

Feng 2001; Jensen 2003; Vernon 1971). Therefore, it is necessary for investors and 

MNEs to research the potential sites of investment and make sure they are adequate for 

 
1 FDI is an investment in a foreign company where the foreign investor owns at least 10% of the ordinary 
shares, undertaken with the objective of establishing a ‘lasting interest’ in the country, a  long-term 
relationship and significant influence on the management of the firm (Navaretti and Venables 2005, 2). 
2 Original data acquired from UNCTAD FDI/TNC database and from the World Bank’s World 
Development Indicators.  
3 There is debate over the exact extent to which FDI can improve a nation or even if it is beneficial at all. 
Kobrin and Wu (2005) and Simmons and Elkin (2004) discuss the change in national attitude toward FDI. 
They show that prior to the 1960s, nations were hesitant to accept FDI due to the loss of control and 
dependency upon it. Lipsey (2002), Moran (1998), Biersteker (1978), Rothgeb (1984), Dixon and Boswell 
(1996) and Kentor (1998) discuss the negative aspects of foreign direct investment. Oneal (1988, 1994) 
depicts the positive advantages of FDI.  
4 Multinational corporations (MNCs) will be used interchangeably throughout the paper. 
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lucrative investment. In a similar light, countries attempt to present their investment 

environment as stable and financially prosperous. The extent of this national perception 

can be different from country to country but also between developed and developing 

nations.5 Nevertheless, for both levels of economic development, nations usually desire 

to appear as economically, socially, and politically stable as possible in order to attract 

the investments of cautious foreign investors and MNCs. 

One such way that nations can appear more financially established and secure is 

to be associated, commonly through direct membership, with a regional trade agreement 

(RTA) (Büthe and Milner 2005; Freund 2000; Haftel 2007; Haftel and Thompson 2006; 

Michalak and Gibb 1997). Membership in an RTA requires a state to implement 

economic and sometimes political reforms. To investors and MNEs, these alterations are 

signals of economic and political advancement (Levy 1997; Krueger 1999; Pahre 1994). 

Reforms express the goal of a state to become more financially lucrative and stable while 

improving the investment environment. RTAs also act as a separate entity from the state. 

In doing so, they possess some ability to directly and indirectly influence state actions 

(Abbott and Snidal 1998; Haftel 2007; Keohane, Moravcsik and Slaughter 2000; Pollack 

2003). They can enforce rules and laws, settle disputes and create an environment for 

open economic and political exchange (Panagariya 2000). RTAs serve as agents to 

foreign markets and make host nations more attractive for trade and investment (Büthe 

and Milner 2005, 3). RTAs create direct investment opportunities by opening up markets, 

generating indirect capital flows and by improving investor confidence in the stability of 

the region and return on their investment. 

Implicit in the assumption that membership in an RTA promotes inward FDI 

flows is that association with increasingly more in depth and involved RTAs encourages 

greater amounts of FDI. A brief examination of RTAs shows an immense level of 

variance. The European Union (EU) enacted broad reforms in order to distinguish itself 

from member states and provide authority over them, while the North American Free 

Trade Agreement is much more limited in its endeavor to separate state and RTA power. 

The EU has also established and implemented many of its intended reforms over time. At 
 

5 OECD and Non-OECD nations will be used interchangeably with developed and developing nations, 
respectively.  
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the same time, the Economic Cooperation Organization (ECO) has set forth a moderate 

amount of economic reform, but has so far been unable to realize many of its intended 

goals. In light of these variations, does the design and implementation of regional trade 

agreements affect the amount of foreign direct investment inflow into member nations? 

Presumably, the more independent and powerful an RTA, the more able it is to enforce 

laws and regulations of member states. More economically encompassing RTAs should 

be progressively more able to sponsor a fruitful investment environment that is attractive 

to MNEs. Investors should also prefer nations that are associated with a larger number of 

RTAs as well as those that involve more nations. Greater number of RTAs implies a 

larger number of ‘third party’ entities that have enforcement power over economic 

progress and more member nations would allow for greater economic exchange between 

countries that are subject to the same rules and regulations.  

This paper explores this theoretical argument in greater detail while empirically 

assessing the prediction of RTA variations and FDI using both cross panel and time series 

analysis for 105 developed and developing nations from 1970 to 2003. This process 

allows me to examine the effects of not only RTA variation on FDI inflows but also 

control for previously established political and economic explanations. A cross panel 

time series GLS estimation process is employed to better account for heteroscedasticity 

and autocorrelation amongst the data. Lastly, I test for the possibility of theoretical and 

statistical endogeneity between the data by incorporating an ordered logit model on the 

primary independent variables.  

The results indicate that RTA variations do influence FDI inflows for both 

developing and developed nations, though the effects are dissimilar. Impressive levels of 

RTA independence and scope are positively associated with FDI flows in non-OECD, 

whereas superior levels of RTA independence actually decreases the likelihood of 

obtaining FDI for OECD nations. For both developed and developing countries, more 

members within a given RTA is negatively correlated with the amount of foreign direct 

investment.  

This research seeks to advance the debates on FDI and international institutions. 

Frieden and Martin (2002) identified foreign direct investment as one of the 
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characteristics of globalization and political economy most in need of analysis. This 

paper intends to contribute to the debate by addressing how FDI inflows are impacted by 

variations in RTAs, as well as other controls. The research also hopes to aid in the debate 

on international institutions by examining how variations in RTA independence affect 

their ability to enforce rules, regulations and reforms and whether disparities in the 

economic scope of RTAs affect inward FDI. 

The remainder of the paper is organized as follows. The first section presents 

some descriptions and explanatory statistics on FDI flows, previous work on the 

determinants of FDI and causal linkages between economic policy, political 

establishments, social constraints and FDI flows. The second section examines prior 

literatures account of the relevance of international organizations and discusses how 

variations can impact FDI. The third and fourth sections address the design of the project 

including the empirical analysis. The next two sections present, test and evaluate the 

robustness checks. The seventh section tests and addresses the issue of endogeneity. 

Lastly, the final section concludes.  
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CHAPTER II 

FOREIGN DIRECT INVESTMENT 
Explanatory Description and Statistics 

 Foreign direct investment includes “equity capital, reinvested earnings and other 

direct investment capital” (Navaretti and Venables 2005, 2). Unlike portfolio 

investments, which can be divested easily and do not have significant influence on the 

firms, FDI has a long-term investment horizon and is difficult to relocate (Ahlquist 2006; 

Jensen 2003; Navaretti and Venables 2005). It is invested in areas that either supply a 

rare resource (physical, human or intellectual) or provide an environment that is 

conducive for domestic and global markets. In large part, nations seek to have more FDI 

rather than less. It is an excellent source of capital that often requires few domestic 

sacrifices, though this point has been contested by previous researchers who emphasize 

the host nation’s loss of control, dependency on FDI and exploitation by foreign 

companies (Bergsten, Horst, and Moran 1978; Lipsey 2002, Moran 1998).  

FDI is primarily associated with multinational enterprises. These are firms or 

corporations “that own a significant equity share (typically 50% or more) of another 

company operating in a foreign country” (Navaretti and Venables 2005, 2).6 Examples of 

MNCs include Toyota, Nike, Dell and Shell. A substantial proportion of FDI comes from 

MNEs (Li and Resnick 2003, 1; Jensen 2003; Navaretti and Venables 2004, 3).7 Even 

though MNCs supply significant portions of the FDI to states, because of the inherent 

difficulty of moving FDI from country to country, host nations retain considerable 

amount of power and influence over MNEs. States possess the ability to seize assets and 

change tax and trade laws without warning or consideration for the MNCs (Vernon 

1971). Nonetheless, nations continue to desire FDI and MNEs are willing to invest in the 

most financially flourishing environments.  

 
6 According to OECD and IMF recommendations, the foreign firm can be defined as a subsidiary if the 
foreign investor controls more than 50% of the shareholder’s voting power or has the right to appoint or 
remove a majority of the members of this enterprise’s administrative, management or supervisory board. 
(Navaretti and Venables 2005, 2).  
7 Multinational operations vary in economic activity from country to country. France and the UK report the 
share of foreign subsidiaries in total manufacturing employment and sales are around 30% while in Japan, 
MNEs account for only about 1% of manufacturing employment (Navaretti and Venables 2004, 4; OECD; 
UNCTAD). 
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As noted earlier, there has been a growth in FDI flows over the past quarter 

century, though this trend continually fluctuates due in large part to global and regional 

transgressions.8 Globally, real FDI inflows increased 17.7% from 1985 to 1999, while in 

the late 1990s it peaked at around 40% (Büthe and Milner 2005; UNCTAD 2003). FDI 

also originates primarily in advanced countries. From 2002 to 2004, 90.8% of outward 

FDI flows originated in advanced nations, whereas developing countries saw a peak of 

outward flows in the mid-1990s of about 15.3% (Navaretti and Venables 2004; 

UNCTAD 2003). Interestingly, the share of FDI inflows goes more to developed nations 

because MNCs seek large and developed markets rather than weaker markets that have 

only the potential for growth (Navaretti and Venables 2004; UNCTAD 2003). In recent 

years developing nations have made strides to acquire more FDI but this also highlights a 

concern that developing nations are relying more on FDI as a source of financing for their 

economies (Navaretti and Venables 2004). World FDI is focused in service sectors more 

so than manufacturing. Global FDI inward stocks in 2003 show that the share of services 

was 59.8% whereas the manufacturing sector only obtained 33.3% (UNCTAD 2003). 

The services are more often than not related to “research and development (R&D), 

professional and technical workers and the production of technically complex or 

differentiated goods” (Navaretti and Venables 2004, 12). Multinational firms apply 

higher productivity to a wider range of inputs and because they are generally larger than 

national firms, they do more R&D and employ more skilled labor. Navaretti and 

Venables (2004, 279) also illustrate that MNEs are “invariably found to perform better 

than national firms in home and host economies alike.” The competition of foreign firms 

against national companies, which have established local networks, requires MNEs to 

invest heavily in development and efficiency, often leading them to be more productive 

than their regional counterparts.  

FDI Influences 

Overall, there is an increasingly important role that FDI is playing throughout the 

world. For developed nations, FDI acts as a means of transferring technology between 
 

8 Hoskisson, Eden, Lau and Wright (2000) discuss the impact on economic liberalization of emerging 
economies in East Asia and Latin America and the transitional economies of former Soviet Union. 
Biglaiser and DeRouen (2006) emphasize the influence of import-substitution industrialization and the debt 
crisis. Büthe and Milner (2005) note the effects of the Asian financial crisis. 
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nations, fostering R&D and creating economies of scale (Jensen 2003; Markusen 1998; 

Navaretti and Venables 2004). When technologically advanced firms invest in foreign 

nations, they spread their knowledge and skills to the local population and thus improve 

the efficiency and economic growth of the host nation. The focus on R&D encourages the 

expansion and enhancement of local skills and education which can in turn improve the 

welfare status of the general populace.  The explosion in services, associated with FDI, 

creates firm-level economies of scale, “in that they can be used at low cost by the foreign 

plants of the MNEs” (Navaretti and Venables 2004, 12). Once again, the efficiency of 

foreign firms is improved and consequently the nation’s economic growth. These 

advantages are also shared by non-OECD nations, as well as the OECD countries, but 

developing states benefit more simply from receiving an extra source of revenue. 

Floundering or stagnant economic conditions persistent in many developing nations can 

be ignited by a foreign source of revenue. These investments provide an “important 

source of capital formation even in very backward economies and a source of firm-level 

capabilities that would otherwise be absent” (Navaretti and Venables 2004, 280). FDI can 

provide this source especially because of its illiquid nature. The difficulty of firms to 

move their FDI assets means that once invested, a host nation can be more assured of its 

long-term existence, therefore creating a more stable economic environment (Ahlquist 

2006).  

Level of Economic Development Explanation for FDI 

The differences between the advantages of FDI for OECD and non-OECD nations 

emphasize the differentiation in types of FDI and where they go. The two recognized 

types of FDI are horizontal (“market/resource” seeking) and vertical (“efficiency” 

seeking) (Ahlquist 2006; Büthe and Milner 2005, 5; Jensen 2003, 591; Navaretti and 

Venables 2004). Horizontal FDI substitutes for trade when a firm arranges to “maintain 

complete production facilities in multiple countries, and each facility transforms raw 

inputs into more finished products, often for sale in the local market of investment” 

(Büthe and Milner 2005, 5). Market seeking investments enable an MNC to avoid trade 

costs (transportation, tariffs, and national-tariff barriers) but the firm loses the advantage 

of economies of scale since production is diffused amongst many locations (Caves 1996; 
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Jensen 2003). Vertical FDI acts as a complement to trade and employment in high 

income countries and provides a source of capital for developing countries (Büthe and 

Milner 2005; Jensen 2003; Navaretti and Venables 2004). There must be more than one 

stage of production, in which the stages are often separated to “take advantage of 

location-specific differences in factor endowments,” (Büthe and Milner 2005, 5) often 

making the products created at the local subsidiary inputs at other manufacturing stages. 

Efficiency seeking FDI allows MNCs to take advantage of local resources, such as 

natural resources or workforce productivity, but sustains the costs of disintegrating 

production (Ahlquist 2006; Buckley and Casson 1976; Caves 1996; Dunning 1991; 

Navaretti and Venables 2004). In general, lower developed nations, which readily supply 

factor cost saving through cheap labor and low trade costs, obtain vertical FDI 

(Bloningen and Wang 2004; Büthe and Milner 2005; Jensen 2003, 592; Navaretti and 

Venables 2004). On the other hand, OECD nations, which supply firm-level economies 

of scale through superior technology and skill, attract horizontal FDI (Bloningen and 

Wang 2004; Büthe and Milner 2005; Jensen 2003; Navaretti and Venables 2004). As 

shown FDI is an attractive source of financing for both developed and developing 

nations, however, it should be emphasized that the benefits and sources for acquisition 

vary between them implying that they are affected differently by variables.  

Macroeconomic and Economic Explanations for FDI 

The differentiation between vertical and horizontal FDI creates a useable 

framework by which to understand investors’ logic for where and how to invest. 

Unfortunately, this framework does not go far enough in answering the diversity of FDI 

on a country to country basis (Jensen 2003, 592). States have had varying successes in 

acquiring FDI even across similar levels of economic development. Other forces are at 

work and influence the attainment of FDI. Understandably, many scholars have 

suggested the importance of economic and macroeconomic explanations for FDI.  

Enacted economic reforms can appeal to foreign investors by presenting the 

impression that the government is willing to improve the economic and financial 

environment of the state. Governments can independently control trade flows by 

establishing tariffs, quotas and other national trade barriers on goods and products 
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leaving and entering the country. Depending on the investors’ goals, the level of trade 

openness can affect the amount invested (Biglaiser and DeRouen 2006; Jensen 2003). 

Vertical FDI often enters nations that have low trade barriers to take advantage of 

combinations of lower transportation costs and cheap resources (Navaretti and Venables 

2006). Horizontal FDI will flow to countries in which the trade barriers are high because 

it is costly to transfer the finished products out of the nations (Navaretti and Venables 

2006). Trade barriers can vary across states and region. Even though some states are 

more protectionist than others and have shown economic progress and success, it is still 

reasonable to assume that lower trade barriers actually promote FDI. Fewer barriers 

imply lower costs of production and therefore MNCs will seek the nations with the 

lowest costs and highest profit margins.  

Governments also possess the ability to relatively control exchange rates. They 

can either fix their exchange rate to a proven currency, making it more stable but less 

manageable, or let it float and run the risk of vast fluctuations but allow for more control. 

It has already been noted that investors generally seek stability. Therefore, “large 

movements in the exchange rate inhibit long-term planning and disrupt markets,” (Li and 

Resnick 2003, 193; Ahlquist 2006) and will in turn reduce the amount of FDI inflow.  

Commitment to liberal economic policies on trade by national governments can 

be a sign to investors of profitable investment climate (Büthe and Milner 2005, 11). 

Joining the World Trade Organization (WTO), bilateral investment treaties (BITs) and 

preferential trade agreements (PTAs) are strong indicators of this commitment because 

states must enact certain reforms before being accepted into the organizations (Büthe and 

Milner 2005).9 The required reforms are economically liberally based and the WTO, BIT 

or PTAs act as an administrator over international affairs (Büthe and Milner 2005; Preeg 

1993; Levy 1997; Maggi 1999; Bagwell and Staiger 2003; Rosendorff and Milner 2001; 

WTO 1995). Due to the vast number of WTO and PTA members and the set economic 

standards and rules10, reneging on commitments means other member nations could unite 

to effectively punish the offending country, therefore “making adverse policy choices 

more costly and therefore less likely” (Büthe and Milner 2005, 11; Bagwell and Staiger 
 

9 Previously, the WTO was the General Agreement of Trade and Tariffs 
10 This aspect would also apply to BITs. 



Texas Tech University, Brian Hicks, August 2007 

10  

2002; Preeg 1993). Both of these possible outcomes and enforcement abilities are signs 

of stability and economic progress that investors demand.  

Other economic factors are important to investors but may not be as easy to 

manipulate by the host government. According to Biglaiser and DeRouen (2006), 

Dunning (1981) and Markusen (1995) macroeconomic factors can contribute to the 

inflows of FDI because investors can better differentiate between the economic potential 

for individual nations. Gross domestic product (GDP) per capita, GDP growth, inflation 

and current account balance each provide foreign investors with incentives and gauges of 

how rewarding the investment atmosphere in the country (Biglaiser and DeRouen 2006, 

57; Brewer 1993; Cho 2003; Trevino, Daniels and Arbelaez 2002). GDP growth depicts a 

nation that is improving economically and appears to investors as an area where they are 

likely to see a return on their investment. However, increases in GDP may cause raises in 

individuals salaries as the economy as whole is growing. This implies increases in 

workers salaries and therefore higher costs. To horizontal investors, who are more willing 

to maintain investments in countries with greater trade barriers, this means less revenues. 

Vertical investors have the option of moving production facilities to areas with lower 

wages as long as they are not bound by regional resources.  

Investors are also hesitant about inflation. In areas where they have already 

invested, inflation entails both an increase in the costs of the goods they are selling but 

also in the resources needed for factors of production. Since much of the manufacturing 

is accomplished and the factors of production are attained within a given nation, 

horizontal investment suffers when the cost of production increases. Because vertical 

investment usually separates the stages of production amongst regions, increases in 

inflation only affect one stage of production and the increase in costs can more easily be 

mitigated. GDP per capita implies a stronger market for the MNC goods, but also 

involves higher cost of production because workers will demand more money to match 

their standard of living (Brewer 1993; Biglaiser and DeRouen 2006). Hence, vertical 

investment, which often relies on cheap labor, will be impaired but horizontal investment 

will reap the benefits of more fiscally powerful markets. Lastly, current account balance 

is related to government spending. Excessive government spending “is likely to crowd 
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out available capital, thereby reducing the competitiveness of foreign investments” 

(Biglaiser and DeRouen 2006, 57). 

Political Explanations for FDI 

 Political factors are important to investors because they are concerned with 

regional political stability. An extensive amount of literature has focused on the issue of 

polity. Huntington (1968) and Oneal (1994) contend that developing authoritarian 

regimes are more stable due to their ability and capacity to avoid electoral constraints, 

repress protests and uprisings and generally support conservative economic ideals. 

Democracies constrain oligopolistic positions of MNCs, prevent host governments from 

offering fiscal incentives and broad political participation creates avenues for indigenous 

business (Li and Resnick 2003). On the other hand, researchers argue that democracies 

provide investors with property rights (North 1990; Olson 1993), monitor and defend 

capital (Tures 2003) and instill credibility (Jensen 2003), all of which lower risk and 

attract FDI. There are, however, some that assert that regime type does not matter. 

Biglaiser and DeRouen (2006), Cho (2003) and Crenshaw (1991) all claim that regime 

classification is irrelevant and rather that other factors are more crucial to the 

acquirement of FDI.  

 The researchers, who emphasize that regime type is irrelevant, declare instead that 

regime stability and predictability are more salient. Regimes which express steadiness 

and predictability in the protection of private property and those who limit political 

upheavals garner more FDI (Cho 2003; Crenshaw 1991). Investors, seeking stable 

environments, do not wish to run the risk of investing in a state that has been known to 

have dramatic political changes. These abrupt alterations in regimes may usher in a 

government that is not nearly as accepting and tolerant toward foreign investment. 

Property rights stripped, trade barriers enacted and nationalization of enterprises are all 

actions that have been known to happen after sudden and liberal political changes.  

Societal Explanations for FDI 

There also exist societal factors that can influence the inward flow of FDI. The 

population of a state can be an indicator of both market size and labor force. Larger 

populations mean more consumers as well as workers (Sethi, Guisinger, Phelan, and Berg 
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2003). Bigger populations are likely more conducive to horizontal FDI since the products 

created in the given states are often also sold domestically. Superior populations entail a 

larger market from which to sell goods. Since much of the stages of production involved 

in horizontal FDI are done within one nation, horizontal investors should also prefer a 

larger population because it implies a greater amount of available labor. The more labor 

competing over employment means that wages will be driven down. Though vertical 

investors prefer cheap labor, the innate ability of vertical FDI to diversify production 

means that investors can locate cheap markets where available and are not restricted by 

staging all of the production in one location.11  Should labor costs outpace revenue, then 

the investment can be moved to a more appropriate location with acceptable wages and 

without disrupting the whole production process. 

Just as with population, occurrences of interstate military disputes and intrastate 

civil strife have been shown to affect investment levels. Military actions and civil unrest 

are certainly factors in the stability of a region, let alone a state. Societal conflicts raise 

serious concerns about country stability (Biglaiser and DeRouen 2006, 58; Bollen and 

Jones 1982; Levis 1979). Because FDI often incorporates physical assets such as 

factories, natural resources and labor, military and societal disputes not only interrupt 

production but they also run the risk of actually destroying the material property involved 

in the fabrication process.   

 

 

 

 

 

 

 

 
 

11 Vertical FDI is still restricted by the regional availability of natural resources, technology and human 
productivity but as for labor, vertical FDI has the advantage of being able to relocate stages of production if 
the costs become excessive.  
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CHAPTER III 

INTERNATIONAL ORGANIZATIONS 
FDI has been shown to have many causes as to where it will be sent. However, 

little consideration has been given to the importance that international organizations12 

play in the amount and destination. International institutions play a crucial role in 

international affairs (Russett and Oneal 2005; Mansfield and Pevehouse 2000; Pevehouse 

and Russett 2006; Bearce and Omori 2005) and the differences between them is depicted 

as having varying influences (Rosendorff and Milner 2001; Smith 2000; Panagariya 

2000; Cadot, De Melo and Olarreaga 1999).  

Differences and Development 

International organizations are created and designed by nations with certain 

intents, abilities and capacities in mind. Thus, international institutions vary across many 

elements. Variation can be exhibited in the degree of formality (Lipson 1991; Abbott and 

Snidal 1998), hierarchy (Weber 1997; Lake 1999), legalization (Goldstein et al. 2001), 

institutionalization (Stone Sweet et al. 2001; Haftel 2004b), settlement (Smith 2000), 

issues (Fearon 1998), number of member states, range of issues, degree of centralized 

control (Rosendorff and Milner 2001), independence (Haftel and Thompson 2006) and 

scope (Balassa 1961; Haftel 2007). A trade-off exists between increased transaction costs 

or constraints and political benefits such as the “ability to credibly commit, signal, fill in 

incomplete contracts or gain legitimacy for politics” (Haftel and Thompson 2006, 254). 

Nations must decide at what level are they willing to accept certain costs for certain 

benefits. This level determines the creation and design features of a newly formed 

organization. It also affects which institutions states are willing to join and what amount 

of national autonomy they are prepared to surrender to the international institution. The 

variation and design of IOs affects international relations both as a dependent and 

independent variable (Kentor and Boswell 2003; Haftel and Thompson 2006; Mansfield 

1998). Nations can impact the conception and model of international institutions but can 

also be affected by the various components of IOs.  

 
12 International organizations (IOs) and International institutions will be used interchangeably throughout 
the paper. 
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Despite unquestioned relations between institutions and states, there continues to 

be debate over exactly how to identify IOs. Traditional paradigms have contrasting 

interpretations of the exact role of international institutions: Realists contend that IOs are 

epiphenomenal and reflect, but not affect, world politics (Mearsheimer 2001; Waltz 

1979; Milner 1992; Baldwin 1993); liberals argue that international organizations act as 

arenas whereby non-violent resolution of conflicts can occur (Milner 1992; Baldwin 

1993); and constructivists view IOs as capable of manipulating state preferences and 

promoting global relations (Wendt 1992; Finnemore 1993; Barnett and Finnemore 1999; 

Milner 1992; Kratchowil and Ruggie 2006). However, recently “evidence is mounting 

that international organizations should be treated as independent agents that play an 

active and even strategic role” (Snidal and Thompson 2003, Hawkins and Jacoby 2006; 

Haftel and Thompson 2006, 254; Haftel 2007; Milner 1992). The growing number of 

international institutions along with their swelling utilization implies a sense of 

independence from states. Not only do nations work in conjunction with IOs, they often 

seek assistance and even become subordinate to them (Snidal and Thompson 2003; 

Baldwin 1993). The escalating influence of institutions in international affairs depicts an 

ability to act as a detached unit, at least on some level, from states.  

IO Independence 

For institutions to have influence on member nations, they must possess a 

minimal amount of independence from member nations. However, this is not to say that 

levels of independence are equal across IOs. This variation in independence allows 

institutions differing capacities to enforce rules and regulations in addition to imposing 

costs on nations in return for benefits associated with being a member of an IO (Abbott 

and Snidal 1998; Fearon 1998; Smith 2000). The amount of independence of an 

“institution largely determines its authority and influence—in short, its ability to shape 

international politics” (Haftel and Thompson 2006, 254). If an institution can effectively 

influence nations, it can impact the interrelation between these states and thus the 

international system as a whole.  

 Political scientists use this growing influence of international institutions to 

concentrate directly on their contrasting independence status. As Haftel and Thompson 
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(2006) note, principal-agent theory studies the conditions in which states delegate 

authority to IO agents, where the IOs themselves possess some extent of autonomy and 

discretion, allowing them to act in ways unanticipated by their member nations (Hawkins 

et al. 2006, Pollack 2003; Nielson and Tierney 2003; Majone 2001). These institutions 

may go so far as to maximize their own interest and increase their own power in relations 

to states principal desires (Haftel and Thompson 2006). The potential exists for an IO to 

gain exceptional amounts of autonomy and authority by “possessing legitimate 

bureaucratic authority and control over information and expertise” (Barnett and 

Finnemore 1999, 708). Diverse levels of IO independence imply differing capacities to 

influence state actions. The more independence attained by an international institution, 

the greater the ability to express authority and impact state interrelations while reducing 

the potential for successful national resistance to laws and reforms. Examples of the 

World Bank, European Union (EU) and the United Nations (UN) depict how 

international institutions can gain extraordinary levels of power and influence (Barnett 

and Finnemore 1999).   

 Though the independence of international institutions is an important factor of 

interrelations amongst states, the field of international relations has largely ignored it 

(Haftel and Thompson 2006). Haftel and Thompson (2006) identify three crucial features 

of institutional independence: autonomy, neutrality and delegation. Each of these 

elements is vital in Haftel and Thompson’s (2006) conceptualization of IO independence. 

“Independence from an IO is the ability to operate in a manner that is insulated from the 

influence of other political actors—specifically states,” thus describing the notion of 

autonomy (Haftel and Thompson 2006, 256). This element’s importance is further 

justified by Abbott and Snidal’s (1998, 9) definition that independence is “the authority 

to act with a degree of autonomy, and often with neutrality, in defined spheres.” Barnett 

and Finnemore (1999, 705) additionally contend that IOs should be “treated as actors in 

their own right with independent interests and capabilities.”  

 Secondly, neutrality can be defined as “an independent actor whose interests are 

neutral or impartial with respect to other political actors” (Haftel and Thompson 2006, 

256). Neutrality enables IOs to “mediate among states in contested interactions and 
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demands that institutions be buffered from direct pressures of states” (Abbott and Snidal 

1998, 19). An IO cannot be overtly influenced by its agents or it will risk its 

independence from these principal agents. It must be able to act as a neutral party when 

dealing with state interactions and be impartial to either side of a conflict. Tendencies of 

bias toward a state reduce credibility of the IO and in turn it will diminish its effects 

when dealing with confrontations over interstate issues. The power of IOs is that they 

“present themselves as impersonal, technocratic and neutral—as not exercising power but 

instead as serving others” (Barnett and Finnemore 1999, 708).  

 Lastly, the issue of delegation is necessary in that it applies influence to the 

elements of autonomy and neutrality. Delegation “ensures compliance with international 

commitments by enforcing provisions and managing compliance” (Abbott and Snidal 

1998, 26). Without enforcement, states will cheat on agreements and observed 

compliance levels will largely reflect shallow agreements that require little change in 

state behavior (Downs, Rocke, and Barsoom 1996; Fearon 1998; Smith 2000). IOs can 

set policies and shape agendas (Pollack 2003) by acting as third-party tribunals charged 

with applying general legal principles (Keohane, Moravcsik, and Slaughter 2000), 

requiring national reporting, withholding benefits, and playing the role of managers of 

enforcement, authorizing and giving meaning to retaliation (Abbott and Snidal 1998). 

IO Independence and FDI 

 Autonomy, neutrality and delegation are interrelated yet distinct. Each furthers the 

development of the others and is necessary to justify its existence. However, the 

independence of an international institution is conceptualized individually by each. They 

are all essential to the composition of institutional independence. These characteristics 

allow IOs to “shape understandings, influence the terms of state interactions, elaborate 

norms, and mediate or resolve member states’ disputes” (Abbott and Snidal 1998, 9). In 

doing so, they promote the inward flow of FDI. Because investors desire steadiness and 

affluent economic settings, they need to be assured that conditional reforms are 

appropriately enacted and not reneged on. The ability of an international institution to act 

as a separate actor from that of the member states instills in it the competence and 

capability to impose its will on members. The power to instruct and direct state actions 
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based on a consistent set of regulations adds to the stability of relationships and 

conditions between them. Investors will be drawn toward nations that have accepted and 

submitted to the will and requirements of the institution because the state is promoting 

positive reforms and constancy and is subject to effective punishment should it choose to 

defy reformations.  

IOs and Economic Interdependence 

 Just as the independence of international institutions can vary, so can their fields 

of influence. Many IOs are specifically organized to manage economic interdependence 

among their members. Economists recognize that international organizations create 

“efficient solutions to contracting problems, incomplete information and other market 

imperfections” (Barnett and Finnemore 1999, 702). High volumes of international trade 

demand reliable commitments by states to limit or eliminate tariffs and non-tariff barriers 

(Russett and Oneal 2001; Slaughter 2000). Organizations act as welfare-improving 

solutions to problems of incomplete information and high transaction costs (Williamson 

1975). International institutions can also facilitate economic cooperation among states by 

constraining domestic policies, even when a nation’s laws do not change and the 

international body is powerless to sanction (Goldstein 1996). The enforcing of rules, 

gathering and dissemination of information, creation and monitoring of rules and 

procedures and the resolution of conflicts between states require collaborative 

institutions, frequently international organizations (Russett and Oneal 2001; Rittberger 

and Zangl 2006; Slaughter 2000).  

There exists abundant literature which analyzes the benefits of multilateralism and 

preferential (regional) trade agreements. Boltho (1996) and Ethier (1998) show that free 

trade and regionalism have experienced growth and reduction throughout history, but 

recently, there is an explosion in the number of economic interstate institutions. 

Multilateral economic international institutions, specifically regional trade agreements 

(RTAs)13 and multilateral trade agreements14, promote trade (Maggi 1999; Michalak and 

Gibb 1997; Pahre 1994) and support financial conditions by improving the intrastate 
 

13 RTAs consist of preferential trade areas (PTAs), free trade areas (FTAs), customs unions, common 
markets, monetary unions, single markets and economic and monetary unions.  
14 The main multilateral institution referenced in this paper is the WTO, though the World Bank and IMF 
are often considered to fall under within this category. 
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economic welfare (Maggi 1999; Michalak and Gibb 1997; Pahre 1994).15 Bagwell and 

Staiger (2003) explain how the WTO has successfully encouraged multilateral trade by 

creating concessions between negotiating governments and securing commitments to 

reduced tariffs and other trade barriers, while Cadot,  De Melo and Olarreaga (1999), 

Krueger (1999) and Panagariya (2000) have shown that RTAs develop regional as well as 

global trade. Regional agreements support trade by means of securing a high level of 

welfare and maximizing a coalition’s aggregate economic and monetary payoff 

(Burbidge, DePater, Myers, and Sengupta 1997), though the benefits are greater for RTA 

members than between members and non-members (Freund 2000).  

IO Economic Scope 

As seen, international institutions vary considerably in regards to their intent. 

They can range from pure economic intentions to solely political or military purposes 

(Rittberger and Zangl 2006). However, great variation as to the scope of the objectives 

exists between each international organization. In regard to financial and monetary 

institutions, Balassa (1961) describes that specific economic activities can vary along the 

issues of  trade liberalization, customs union, movement of services, movement of capital 

and investment, movement of labor and monetary, fiscal and macroeconomic 

coordination. Haftel (2007) extends this to also include areas of sectoral cooperation, 

development and industrialization and bargaining power. Krueger (1999) discusses the 

difference between issues of most favored nation in which member nations are “assured 

that their exports face only the lowest tariffs granted to other trading partners.” The 

concepts of rules of origin and economic and political integration are addressed by Cadot, 

De Melo, and Olarreaga (1999) and emphasized as being a crucial distinction in and 

between free trade agreements and customs unions. The division amongst PTAs, FTAs 

and customs unions is represented as the extent to which members reduce or eliminate 

 
15 Krugman (1991), Bagwell and Staiger (1997, 1998), Levy (1997), Preeg (1993) and Campa and Soreson 
(1996) argue that the relationship between regionalism, multilateralism and trade is ambiguous. Regional 
trade blocs have strong impacts on trade creation while trade flows in the “overall trading system are 
approaching parity” (Preeg 1993, 164). The interactions between these two types of agreements (as well as 
bilateral free-trade agreements (Levy 1997)) may be in contradiction to each other in terms of their benefits 
to trade and economic advancement. 
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tariffs (Panagariya 2000). These unique characteristics illustrate the amount of variations 

that can exist amongst economic institutions. 

IO Economic Scope and FDI 

Regrettably, much of the research on economic international institutions has 

neglected the impact that trade agreements have on FDI. Being a member of an economic 

international institution provides a mechanism for a country’s government to reassure 

foreign investors and indirectly induce greater FDI since it may reassure international 

investors of the host government’s policy preferences for openness toward world markets 

in general and more liberal policies at home (Büthe and Milner 2005). Initial exclusion 

from an economic institution prevents states from garnering finances and international 

fiscal credibility, while the abandonment of economic institutions risk losing or damaging 

these achievements (Cohen 1997; Haftel 2007; Gartzke 2003). Countries can, however, 

enter into international organizations to make credible commitments to liberalize 

economic policy thus assuring investors and other nations that trade policies will be fair 

and enforced by a neutral, third party. Each of these issues confronted by economic IOs 

attract FDI because they promote liberal economic environments that allow trade and 

foreign investment to flourish, while also making a country more attractive as a 

destination for foreign direct investment since many foreign investors also need access to 

the world market (Büthe and Milner 2005) 

 The depth of the scope, or extent and number of reforms issued, of an 

international organization greatly determines its influence on the member states and FDI 

flows. Member nations are presumably only obligated to obey the rules and regulations 

which fall under the scope of international agreements. Thus, any activity not directly 

related to the objectives or laws of an agreement are outside of the realm of control by an 

international organization and therefore are unenforceable. “The broader scope of 

economic activity fosters cooperation on several issues,” and will in turn increase the 

areas of enforcement and foster economic liberalization and trade (Haftel 2007, 220). 

Improvement in the level of stability and financial conditions of trade and industrial 

reforms will draw in FDI.  
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Membership, Type and Total 

 Further aspects related to international organizations which influence their impact 

on states is that of number of members, category of IO and total membership by a 

country. Reasonably, the number of states involved in an economic international 

institution would be associated with the amount of trade (Haftel and Thompson 2006; 

Rosendorff and Milner 2001). The more nations which are required to enact similar 

economic reforms and are subject to the same external enforcement body, the greater 

amount of transactions between them. More member countries entail more nations to 

work with on financial matters through consistent economic terms and governing unit. 

Investors appreciate not only that more nations are subject to reforms but that they are 

constant. They can expect similar stability and treatment across borders.  

 As mentioned earlier, there exist considerable differences amongst international 

organizations. They vary based on area of involvement.16 However, they also contrast 

based on the level of involvement within their intended area. Economic IOs range from 

multilateral institutions, which incorporate numerous states and cover a wide range of 

issues, to bilateral investment treaties, which commonly involve only two nations and 

focus on a narrow range of issues. Trade agreements fall somewhere in the middle. They 

maintain a limited number of members and address a partial range of economic 

considerations. However, even trade agreements can dramatically differ. Panagariya 

(2000), Krueger (1999) and Cadot, De Melo, and Olarreaga (1999) depict the variations 

between free trade areas, preferential areas and customs unions. Foreign investors, who 

prefer extensive liberalizing policies which improve economic conditions and investment 

returns, search for environments that express these goals. States associated with 

economic international institutions, which perform more reforms, will be more attractive 

for foreign investment.  

Lastly, the economic benefits that apply to IO membership should be 

“proportional to the number of IOs,” (Büthe and Milner 2005, 10) in which a state is a 

member. Being a member of more economic international institutions increases the 

number of commitments and reforms a nation is subject, while at the same time 
 

16 Examples include peace based treaties (NATO), environmental IOs (Kyoto Treaty), economic 
institutions (WTO) and human right organizations (UN Economic and Social Council).  
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increasing the number of distinct institutions capable of enforcing these reforms and 

regulations. Investors become more confident in the financial atmosphere with increases 

in total IO membership. The improvement in liberal economic conditions combined with 

the numerous enforcers who will impose commitments contributes to investors’ 

willingness to invest.  
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CHAPTER IV 

RESEARCH DESIGN 
Research Objectives 

If international institutions can affect foreign direct investment and if IOs’ 

compositions vary, particularly independence and scope, the next step in this research 

agenda is to capture and test how IO variations directly influence FDI. The literature has 

largely focused only on the ‘main’ international institutions—namely the International 

Monetary Fund (IMF), World Bank, European Union, and the United Nations—when 

addressing the issue of IOs as independent actors (Haftel and Thompson 2006). Goldstein 

(1996) concentrates on NAFTA, Bagwell and Staiger (2003) emphasize the GATT/WTO 

exclusively, Duina (2006) discusses the EU, NAFTA and MERCOSUR, and Rosendorff 

and Milner (2001) focus on the GATT/WTO and NAFTA. Even when the research 

deviated from these main institutions, it usually only “involved qualitative case studies” 

(Boehmer et al. 2004, 3). These are too small of a sample of IOs to legitimize any 

generalizable findings based on IO variation.  

Recently, there has been a push to compare a larger group of economic 

institutions (Cadot, De Melo, and Olarreaga 1999; Krueger 1999; Panagariya 2000; 

Freund 2000; Ethier 1998; Krueger 1999; Pahre 1994). However, the research generally 

emphasized only the issue of trade (not specifically FDI). The literature has also tended 

to regard international institutions’ variance as homogenous whereby large case studies 

rarely incorporate extensive differences amongst IOs, but instead concern only the 

membership of states in shared IOs (Russett and Oneal 2001; Büthe and Milner 2005; 

Smith 1995). Too often the “focal point of debate has been crudely dichotomous: 

institutions matter, or they do not” (Martin and Simmons 1998). Even the limited amount 

of research that has attempted to evaluate RTAs in a heterogeneous fashion employs a 

restricted amount of variation amongst a narrow range of types of RTAs (Cadot, De 

Melo, and Olarreaga 1999; Krueger 1999; Panagariya 2000). Lastly, the literature has not 

come to a consensus about the exact effect of IOs on state behavior. It is not apparently 

clear whether IOs are arenas, epiphenomenal, or independent actors with varying degrees 

of influence.   
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This paper focuses on the variations of international institutional independence, 

economic scope and types. The number of members in an RTA as well as the total 

number of RTAs in which a state is a member will also be measured. These 

operationalizations will be associated with member states and the generated interactions 

of these dimensions with national levels of foreign direct investment will aid in an effort 

to build upon the work of numerous FDI and IO scholars. By studying the interactions 

between FDI and variations in RTAs, while controlling for other explanations, the 

explicit influence of international institutions can largely be determined. The design 

features that distinguish international organizations can be better understood and their 

particular impact on state relations can be established. This paper seeks to incorporate 

determinants of FDI with the impact of institutional design within a large case study to 

answer the question: “Do investors of FDI respond to different levels of variation in 

regional trade agreements?” 

Assumptions and Considerations 

Before stating the explicit hypotheses, several assumptions and considerations 

about the study should be outlined. This is a rational choice analysis assuming preference 

configurations by investors that are translated and constrained by a member nation’s         

union with given number of regional trade agreement. The RTA’s independent ability to 

enforce and impose rules, regulations and reforms associated with economic scope upon 

a member state, as well as the type of RTA and number of members, will also affect 

rational investor decision of investment. Investors will act in their best interest given the 

constraints of their environment and potential of RTA influences through a state. This 

paper is not proposing design features of international institutions that would increase 

foreign direct investment but rather looking at the outcomes of investment as fashioned 

by varying design features of RTAs.  

 It is also assumed that international organizations are not created equal. RTAs are 

institutionally heterogeneous. Some international organizations will have the potential for 

greater influence on member states than others due in large part to design features that 

distinguish them from respective international organizations. Any attempt to treat 

international institutions with different structures, designs and scope as homogenous, 
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distorts the impact of IOs ability to influence state interactions and foreign policy 

(Boehmer et al. 2004). Likewise, states are not equal. They possess varying capacities to 

resist RTA influences and pressures.  

Types of Economic International Institutions 

In this analysis, regional trade agreements will be used as the measure for 

international independence, economic scope, type, number and total membership. Unlike 

other international organizations, “they facilitate economic cooperation, although they 

may also have political and security components” (Haftel and Thompson 2006, 257). 

They all will go beyond mere treaties, in that “they have regular meetings and well-

specified decision making procedures” (Haftel and Thompson 2006, 257). Even though 

other IOs may possess similar qualities, the focus of this paper is explicitly how regional 

agreements impact FDI inflows. My concern is with the influence that variations in 

regional trade agreements have on FDI, not necessarily with the affect that IOs in general 

have on FDI inflows. However, this approach will exclude certain types of regional 

agreements. First, bilateral investment treaties or trade agreements are excluded because 

they often lack “continuous institutional framework,” in both economic scope and high 

level enforcement (Haftel 2007, 222), and their sheer number would most likely bias the 

results (UIA; UNCTAD). Second, both non-reciprocal agreements, such as the Lome 

Convention, and framework agreements, such as the Asia Pacific Economic Cooperation 

(APEC), are excluded because they lack concrete goals and independence to achieve 

these goals (Haftel 2007).  
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CHAPTER V 

EMPIRICAL ANALYSIS 
Sample 

 I conduct a statistical analysis in order to determine the impact of variations in 

regional trade agreements on inflows of foreign direct investment. Twenty-five regional 

trade agreements are analyzed in this project.17 For the most part, the list is consistent 

with comparable lists accumulated by other researchers who have evaluated regional 

trade agreements.18 The dataset consists of cross panel, time series data of FDI inflows 

for 105 nations which are current members or at some point were members of one of the 

twenty-five RTAs that are examined. Of importance is that the members needed to not 

only be fully accepted and incorporated into the RTA but they also needed to be in good 

standing and full members, as opposed to associate or observing members.19 To 

maximize the data availability, the time frame sample ranges from 1970 to 2003. This 

results in 2479 observations. In the study, there are 87 nations20 classified as non-OECD 

and 24 nations21 labeled as OECD.22 They contrast in age and number of members. 

Because this study involves cross panel time series data, the unit of analysis will be the 

country-year.   

Level of Development 

 Similar to Jensen (2003), this analysis evaluates both OECD and non-OECD 

countries. Using all levels of development may be problematic. Blonigen and Wang 

(2004) demonstrate empirically that testing both OECD and non-OECD nations together 

can lead to estimation problems and possibly bias. In addition, as described earlier, there 

is reason to believe that developing nations are affected differently from developed 

 
17 See Appendix A for list of RTAs. 
18 See Haftel 2007, Haftel and Thompson 2006, IMF 1994, OECD 1993 and UNCTAD 1996.  
19 Associate or observing members are limited in their abidance of economic reforms, direct authority in 
legal matters and decision making process. Members in poor standing would be subject to punishments and 
exclusion from benefits. 
20 This results in 1896 observations.  
21 This results in 583 observations. 
22 Due to the large range of time covered by the study and because the differentiation between non-
OECD/OECD nations is determined by admittance into the GATT/WTO, there exist countries that are 
classified as both non-OECD and OECD in the sample. This explains why the total for non-OECD nations 
(87) in addition to the OECD nations (24) is more than the overall total nations (105).  
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nations in regards to FDI inflow. Since it is difficult to distinguish between horizontal 

and vertical FDI, the most appropriate estimation solution is to investigate the effects on 

FDI by separating developed from developing nations. Subsequently, this paper will 

examine influences on inward FDI based on datasets consisting of non-OECD country 

level data and OECD state data. Assessing both developed and developing nations 

generates a comparison of the effects on FDI on level of development. 

Variables 

Dependent Variable 

 The dependent variable is annual net FDI inflows into a country as a percentage 

of GDP from 1970-2003.23 The variable is based on percentage of GDP in order to 

eliminate the need to deflate the dependent variable and make it comparable across time 

and countries (Büthe and Milner 2005, 13). Net FDI inflow is significantly different from 

net FDI flow. Net FDI flow is the total FDI inflows of foreign investment minus total FDI 

outflow of capital for a given nation. This measure would capture the effects of domestic 

investors desire to move capital and finances abroad. The theoretical logic of this paper is 

only concerned with the factors which induce FDI inflows into a country. The level of 

inward FDI can present negative values because of occurrences of divestment (Li and 

Resnick 2003).  

Independent Variables and Hypotheses 

 This project evaluates the affects of five antecedent variables on FDI inflows. 

Based on prior research and individual perspective, these are the variables which best 

capture the differences in regional trade agreements and their affects on FDI inflows. I 

will discuss the measurement, operationalization and review the arguments of these 

variables. 

 The first variable is RTA Classification. During the creation of a regional trade 

agreements, states often declare how they intend to be classified based on an ordinal 

range of categories.24 This does not necessarily imply that the formed RTAs have been 

fashioned with perfect congruence to the indicators commonly associated with the 
                                                 
23 Data is taken from the World Bank’s World Development Indicators. A more comprehensive description 
of the variable is available in Appendix A.  
24 If an RTA did not explicitly express what its intended classification was to be, it was given one based on 
its intended goals and proposed reforms which related to the ordinal scaling of classification. 



Texas Tech University, Brian Hicks, August 2007 

different types of RTAs. Nor does it entail that they have successfully followed through 

with any intended reforms. Rather this is a rudimentary measurement for what the trade 

agreement declares as its intended status and potential economic scope. Level of 

independence, as well as other forms of RTA variance, is not an influential factor in the 

deciphering of classification. The type of RTA is subject to change. Some of the 

participating RTAs enacted major alterations of their goals and organization, and in turn, 

restructured their status. For example, in 1993 the European Union (EU) was formed as a 

successor to the European Economic Community (EEC) (Majone 2001; McCormick 

2005). The ECC was considered a common market with a classification score of 4, where 

as the EU was an economic and monetary union with an indicator score of 7 (Majone 

2001; McCormick 2005). This recommitment to different objectives and structure 

required a declaration of new classification. On a side note, if states were members of 

more than one RTA during the same time frame (year), the average of the classification 

of the RTAs for which they were members, would be used for the analysis. The figure 

below (Figure 5.1) represents the average classification of each RTA over its lifespan. 
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Figure 5.1: RTA Classification 
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 The ordinal scale of types of RTAs is based on increasing economic involvement 

and issues of encompassment by the parameters of the RTA.25 The scaling ranges from 

the least involved, preferential trade agreements (PTAs), to the most comprehensive, 

economic and monetary unions. Preferential agreements involve a minimal amount of 

economic integration (such as lower tariffs) whereas a common market would depict 

enhanced national interrelation of shared common external tariffs on a number of goods 

(Panagariya 2000). The ordered relation is an increasing eight point scale (0-7) in which a 

score of zero would indicate no association with an RTA and seven represents 

membership with an economic and monetary union.  

Based on the increasing level of declared economic scope and status, it is 

expected that as the classification of RTA, in which states are members, increases so will 

the amount of FDI inflow. Implicitly, if an RTA declared to be more economically 

integrated and liberal then FDI inflows should increase to countries which are associated 

with them. If investors and MNC desire the most profitable and stable areas for 

investment, then states which are committing to financial and monetary liberal reforms 

should attract more FDI. Not only are they establishing profitable economic and 

investment environments, they are also subject to direct and indirect punishments from 

other members. This improves the stability of the region by preventing the state from 

benefiting due to the departure from reforms.  

 A second independent variable of focus is that of the number of members which 

participate in a given RTA (Number RTA Members). One of the aspects determined by 

states in regional agreements is how many members they wish to have in their institution. 

Sometimes this is limited by the number of states in a region, such as the North American 

Free Trade Agreement (NAFTA). It is feasible to expand this arrangement to include 

other states beyond Canada, the U.S. and Mexico, but it would be difficult to incorporate 

European nations into this agreement established on regional issues. On the other hand, 

membership into an RTA may be based on criteria. Before many of the former Soviet 

Eastern Bloc countries could enter into the European Union (EU), they had to meet 

certain economic and political conditions (McCormick 2005).  

                                                 
25 See Table A.3 for a more in depth description of the difference between the types of RTAs. 
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It would then appear that the quantity of members within an institution might be 

salient to investors. Investors desire more states associated with RTAs because that 

means there are more nations that are subject to the reforms and laws of a given RTA. 

Therefore, when there exist more countries with a shared standard set of objectives and 

whose economic prosperity is linked and supportive of one another, the more the FDI 

inflow. Also, if there are more member states that can unite to punish disobedient nations, 

constancy of the region and its economic prosperity is improved. In this paper, the 

number of RTA members is simply the total number of members in a given RTA in 

which a state is coupled. If a state is a member of more than one RTA in a given year, 

then average number of members is taken. Based on this operationalization and 

conceptualization, it is assumed that the larger amount of RTA members, the greater the 

amount of FDI inflow. 

In the same light as RTA membership, the total amount of RTAs in which state is 

a member (Total National RTA Membership) should impact FDI flow. As mentioned 

before, states can be judged based on their qualities as to whether they are worthy of 

acceptance into an RTA. This can happen during the creation of the RTA or after the 

RTA is long established. Becoming a member of an RTA usually requires a state to meet, 

or at least propose to meet, certain criteria. Implicit in this assumption is that states must 

not only maintain a certain level of economic and political approval, but that they are also 

willing to subject themselves to reforms and meet these goals. Non-compliance with 

these set standards can result in a country being denied acceptance or even being 

suspended or removed from an RTA.  

Investors and MNCs desire states that show commitment to economic reforms 

and political stability. Being a member of numerous RTAs shows that a nation is willing 

to accept a varying degree of economic reform but also that they are responsible to 

numerous entities of authority. Similar to Number of RTA Members, a country’s 

economic stability is increased because there are an extensive number of states which 

have the power to unite and impose penalties onto non-compliant states. The greater 

quantity of RTAs with which a state is a member entails that there exist more countries 
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that are economically supportive. Total National RTA Membership is measured as the 

total number of RTAs in which a state is a member during a given year.  

The fourth independent variable applied to the research is that of Independence. 

Investors’ aspiration for steadiness, economic progress and commitment can all be 

influenced by the independence of an RTA. RTAs maintain elevated capacity to 

influence if they are more disconnected from the member states. The possession of 

distinctive power allows the RTA to enforce rules and regulations without fear of reprisal 

from states and the capability to withstand any acts of defection from procedure or norms 

by the countries. Based on this theoretical logic, it is expected that the greater the 

independence of an RTA, the more inward FDI for both OECD and non-OECD nations. 

 Independence will be measured using the formula prescribed by Haftel and 

Thompson (2006) and Haftel (2007). The method of operationalization is comprised of 

two parts: the establishment of the degree of independence and the implementation of the 

independence. To establish the degree of independence of an RTA, they propose “six 

design features and a protocol for coding RTAs on the dimension of independence” 

(Haftel and Thompson 2006, 255).26 Their operationalization of RTA independence is 

based on three categories: decision-making procedures, supranational bureaucracy and 

dispute settlement mechanism. Each category has two dummy indicators. The presence of 

the indicator elicits a 1 and the absence results in a zero. The maximum degree of 

independence score for an RTA is six, or a situation where every indicator was present. 

Therefore, the degree of independence can range from a zero, no independence, to a six, 

vast independence. Of note is that these categories are not actively ordered and that any 

combination of the indicators can add up indiscriminately. The categories are as follows: 

First, the decision-making procedure determines how much control individual states have 

over RTA activities and is measured by two different indicators: voting rules (1) and 

decision-making body (2). Second, supranational bureaucracy is measured by the 

variables: existence (3) and authority (4) of the supranational bureaucracy. The third 

category of IO independence is based on dispute settlement mechanisms (DSM), 

consisting of a dispute settlement mechanism (5) and a standing tribunal (6).  
                                                 
26 For a more in depth description of the cumulative ordinal scale of the independence variable see Table 
A.2.  
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The second aspect of determining the overall independence of an RTA is to 

evaluate the actual implementation of the categories and indicators. This process accounts 

for the steps taken to realize the agreements they have reached (Haftel 2007). The 

creation of rules and standards of practice is important in an RTA but so is the realization 

of them. Because an RTA has constructed a reform, does not imply that it has been 

successfully executed. Often, it would take considerable time to achieve success in the 

implementation of a reform. To account for any lackluster performance in completion of 

economic modifications, the previous independence score given to a country (based on 

the six indicators) will be reevaluated. If an RTA prescribed to make certain 

independence reforms but were unsuccessful, they are discredited with the 

implementation and given a zero, instead of a one, for that indicator. If however, over 

time they managed to execute the planned modification, they would be rewarded again 

with a measure of one for that indicator and their independence score would be adjusted 

to account for the change. This allows the independence score of RTAs, and subsequently 

the member states, to be fluid over time. For instance, in 2001, heads of states of 

Caribbean Council (CARICOM) signed a revised treaty which included the establishment 

and implementation of a Caribbean Court of Justice. In doing so, the independence score 

changed from a 3 to a 4 from 2000 to 2001 (Serbin 1994; Griffith 1990). These scores 

would be applied to member nations. In the case of multiple memberships by a country in 

a given year, the average would be taken for the independence of all the RTAs. The data 

for this variable was generated in large part from an original dataset27 and the is depicted 

in a Figure 5.2 below. 

 

 
27 Dr. Haftel provided insight into the operationalization of the variable as well as supplying some 
beneficial data. The majority of the data itself was accessed via the Union of International Association’s 
Yearbook of International Organizations for relevant years, the International Monetary Fund’s “Directory 
of Economic, Commodity and Development Organizations,” United Nations Conference on Trade and 
Development, RTA treaties, case studies and web sites of the RTAs. 
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Figure 5.2: RTA Independence and Implementation 

 

The last independent variable of attention is the level of Economic Scope of an 

RTA. Maybe the most important variable related to the flow of FDI, economic scope 

depicts the amount of financial, fiscal and monetary modifications which an RTA has the 

authority to enforce upon its members. The creation and execution of as many reforms as 

possible attracts FDI because investors and MNEs seek markets which promote as much 

trade, liberal economic reforms and prolific economic growth possible. Under these 

conditions, they feel that their investments have the most successful chance of thriving. 

As with RTA independence, the greater amount of implemented economic scope of an 

RTA, the more FDI is presumed to flow into the country whether it is OECD or non-

OECD.  

Economic scope will be measured using a modified version of Balassa’s (1961) 

and Haftel’s (2007) prescribed formula to capture how variations in scope affect FDI 

32  
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inflows.28 Balassa (1961) recommends using six design categories that influence 

economic scope: trade liberalization, customs unions, movement of services, movement of 

capital and investment, movement of labor and monetary, fiscal, and macroeconomic 

coordination. Haftel (2007) includes the addition of three more categories: sectoral 

cooperation, development and industrialization, and bargaining power. I apply these 

same categories to create an original dataset29; however, I incorporate some additional 

indicators into the analysis. As with Haftel (2007), I do not assume a gradual process of 

integration. Implicit in this reasoning is that the indicators are not ordinal in any way. 

Practice, theory and actual cases depict that the categories and indicators can be 

independent of each other (Page 2000). For example, the RTA of Gulf Cooperation 

Council (GCC) is considered to be a monetary union implying a common regional 

currency (Ramazani 1998). Even though they have set forth plans for a common currency 

in 2010, they have failed to create or implement a common external tariff (Ramazani 

1998) which is associated with prior ordinal levels of RTA development.  

Similar to the independence measure, the operationalization of this variable is 

based on the degree of economic scope and its implementation. Each category has 

multiple dummy indicators. The presence of the indicator elicits a 1 and the absence 

results in a zero. The maximum degree of economic scope score for an RTA is 36, or a 

situation where every indicator was present. Therefore, the degree of scope can range 

from a zero, no scope, to a 36, vast economic scope. The categories are as follows: Trade 

liberalization consisting of a positive list of at least one good (1), a negative list of at 

least one good (2), elimination of quotas and national trade barriers (3), bilateral 

agreements acceptable (4) and total membership participation (5); Customs unions 

comprise the indicators common external tariffs (6), negative list of goods (at least six 

goods) (7), and total membership participation (8); Movement of services maintains free 

movement of services (9), free movement within at least six sectors (10) and total 

 
28 For a more complete explanation of the determinants of economic scope, see Table A.1. 
29 Dr. Haftel provided insight into the operationalization of the variable as well as supplying some 
beneficial data. The majority of the data itself was accessed via the Union of International Association’s 
Yearbook of International Organizations for relevant years, the International Monetary Fund’s “Directory 
of Economic, Commodity and Development Organizations,” United Nations Conference on Trade and 
Development, RTA treaties, case studies and web sites of the RTAs. 
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membership participation (11); Movement of capital and investment consists of free 

movement of capital (12), intraregional national treatment (13), extra-regional investment 

code (14) and total membership participation (15); Movement of labor comprises free 

movement of labor (16), recognition of professional certifications (17), visa requirements 

relaxed (18) and total membership participation (19); Monetary, fiscal, and 

macroeconomic coordination entails a common currency (20), coordination of 

monetary/exchange rate policies (21), coordination of fiscal policies (22), criteria for 

macroeconomic convergence (23) and total membership participation (24);  Sectoral 

cooperation consist of harmonization of business conditions (25), sectoral cooperation 

(26) and total membership participation (27); Development and Industrialization 

comprises of border coordination/growth triangles (28), regional infrastructure/industrial 

projects (29), regional development bank (30), compensation mechanism (31) and total 

membership participation (32); Lastly, bargaining  power entails coordination of 

negotiation with other RTAs (33), coordination of negotiation in GATT/WTO (34), 

coordination of negotiation with other nations (35) and total membership participation 

(36).  

 The second part of establishing the economic scope score is to ascertain the level 

of implementation for the RTAs. Comparable to independence operationalization, the 

implementation of scope is a way to account for the realization of pre-established reforms 

and goals. The process of fulfilling the determined criteria set forth in a regional 

agreement is a delicate and timely progression which can be hampered by numerous 

obstacles. Following the procedure created by Haftel (2007), implementation will be 

based on an ordinal scale: 0, 0.5 and 1. The use of three variances of implementation is 

necessary because unlike independence, where lack of implementation is usually due to 

delays in the establishment of criteria, economic scope implementation can be delayed 

due to lack of enacting of the reforms or the partial creation of the reform. For instance, 

even though the Central American Common Market (CACM) has largely succeeded in 

removing trade barriers and instituting a common external tariff, war and an inability to 

settle trade disputes have limited their goals of coordination on fiscal policies and 

convergence of macroeconomic policies (Seligson 1999; Grieco 1997). For economic 
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scope, if an RTA minimally or unsuccessfully implemented an indictor of an agreement, 

they received a score of zero for that indicator (rather than a one); partial implementation 

results in a score of 0.5; and full or nearly full implementation receives a score of 1 for 

that indicator. In the case of CACM, they would receive a 1 for common external tariff 

but a 0.5 for convergence of macroeconomic policies. These new totals are then added 

and applied to the member states. If, over time, reforms were partially or fully executed 

the scores would be adjusted for that given year. This allows for the occurrences of 

fluidity in the economic scope of RTAs. The existence of multiple memberships by a 

country results in averaging the implemented economic scope of all the RTAs of which it 

is a member in a given year. Figure 5.3 compares RTAs’ economic scope. 
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Figure 5.3: RTA Economic Scope and Implementation 

 

Control Variables and Hypotheses 

 This section considers alternative and conventional explanations for FDI inflows. 

I will discuss the measurement, operationalization and review the arguments of these 

variables.  

35  
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 Population is measured as the total population (in thousands) of a nation during a 

given year and is taken from the World Bank’s World Development Indicators. Larger 

populations entail greater workforces, and potentially cheaper labor, but also larger 

markets with which to sell more products. Based on this conceptualization, we would 

expect OECD nations to desire larger populations. Because they are presumed to get 

horizontal FDI, which usually requires all stages of production to be completed in-

country and the final products sold there, OECD nations want larger markets and greater 

populations to increase the labor force and reduce wages. On the other hand, non-OECD 

states, which are commonly associated with vertical FDI, in which manufacturing 

facilities are regionally dispersed, are not as concerned with the population because it is 

less costly to move one stage of production to a more profitable area. But, investments 

into developing nations would most likely still enjoy larger labor forces and lower 

salaries. Population is expected to positively influence developed and developing nations.  

 GDP per Capita is a proxy for the economic development of a nation and is 

measured as the GDP of a nation divided by the population. It is accessed from the World 

Bank’s World Development Indicators. FDI flows to more wealthy nations (Ahlquist 

2006; Li and Resnick 2003; Feng 2001; Crenshaw 1991; Biglaiser and De Rouen 2006; 

Jensen 2003; Büthe and Milner 2005). Affluent nations have a greater purchasing power 

so they can acquire more goods as well as more intricate and costly products. Horizontal 

FDI will flow toward these regions because they usually create and sell the products in 

the same area, making the production process costly. They desire higher developmental 

levels which can afford more expensive products. The industries can then make greater 

profits. However, developing nations often attract vertical FDI. This sort of investment 

often searches for cheap labor and is not concerned with the ability to purchase expensive 

goods. Rather they prefer the nation to be relatively poor in order to exploit the cheap 

labor. Thus, they want lower levels of development (GDP per Capita) in non-OECD 

nations and higher levels of development (GDP per Capita) are desired in OECD 

countries.  

 GDP Growth is a measure of economic growth in GDP. It is the difference 

between GDP for year (t) and year (t-1). Economic growth is often related to positive 
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inward FDI (Ahlquist 2006; Li and Resnick 2003; Feng 2001; Crenshaw 1991; Biglaiser 

and De Rouen 2006; Jensen 2003; Büthe and Milner 2005). However, developed 

countries, with more horizontal FDI, may actually be reluctant to see economic growth. 

Though the growth can be associated with greater purchasing power and profitable future 

market opportunities, it is also a signal of increased labor and resource costs. Horizontal 

investors in OECD nations have presumably already invested in-country because they 

believed the market to be satisfactory for sustained growth. Increased factor of 

production costs can potentially disrupt this balance and cause profits to decrease. 

Because vertical investors production is usually dispersed, economic growth, and 

potential increases in price of inputs, is not as fiscally crippling because it is less costly 

for them to move only a portion of their industry to a more financially lucrative area. On 

the other hand, growth indicates fast-developing economies which can indicate areas of 

future financial gains. GDP growth is predicted to negatively impact OECD nations but 

positively affect non-OECD.  

 As discussed earlier, Democracy is a controversial variable in political science. 

Measured as a -10 (most autocratic) to +10 (most democratic) ordinal score30, democracy 

has been argued to be a positive31, negative32 and even neutral33 effect on FDI inflows. 

Because democracies tend to defend capital, monitor property rights and install 

credibility, it can be assumed that for developing nations, who often lack these attributes, 

more democracy will lead to more FDI. OECD nations either possess many of these 

attributes or are such beneficial investment environments, that investors are not 

concerned with the polity status of those countries. It is expected that greater democratic 

levels will lead to more FDI in non-OECD nations and have a positive but minimal 

impact on OECD states.  

 Investors are generally interested in entering nations that are relatively socially 

stable. Internal Conflict and Interstate Conflict are indicators for the internal and external 

stability of country. Internal conflict is measured as the battle deaths suffered from 

                                                 
30 Data obtained from Polity IV database, constructed by Gurr et al and Jaggers and Gurr. 
31 Huntington (1968) and Oneal (1994)  
32 North 1990, Olson 1993, Tures 2003 and Jensen 2003),   
33 Biglaiser and DeRouen (2006), Cho (2003) and Crenshaw (1991) 
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intrastate conflict.34 If the conflict lasted more than a year, the battle deaths are averaged 

over the amount of years. Interstate conflict is a measure indicating the highest action in a 

dispute by a nation. It is a scale from 0 (No Militarized Action) to 21 (Join Interstate 

War).35 If a nation is involved in more than one dispute or with more than one competing 

nation, the measure for level of all separate disputes are cumulative for a given year. The 

risks associated with having critical points of production destroyed by conflict serve as 

deterrents for FDI for both OECD and non-OECD nations (Bollen and Jones 1982; Levis 

1979). However, if military conflicts are fought on foreign soil, it may actually encourage 

FDI into OECD nations because they have the financial and military capacities to fight 

on-going wars and desire FDI to assist in its funding.36 Therefore, intrastate conflict is 

assumed to be negatively associated with FDI in both developed and developing nations, 

but interstate conflict is expected to be positively associated with FDI inflows in OECD 

nations. 

 Regime Stability, as measured by how many years the current executive’s party 

has controlled the executive branch, is expected to be positively associated with FDI 

inflows.37 Regime volatility increases investors’ uncertainty about the host countries 

economic policies and political acceptance of FDI (Li and Resnick 2003; Biglaiser, Hicks 

and Huggins 2007; Ahlquist 2006). Stable regimes reinforce investor confidence because 

they often continually support previous economic and political policies. It is anticipated 

that greater regime stability will be associated with higher amounts of FDI.  

Exchange Rate Volatility is measured as the change in exchange rate from year to 

year [(Ex. Rat.t-1 - Ex. Rat.t )/ (Ex. Rat.t )].38 Changes in the exchange rate can disrupt 

local markets and muddle long-term expectations. Because investors desire permanence 

in the movement and access to capital, extreme fluctuations in the exchange rate can 

discourage them from entering a country (Ahlquist 2006). Therefore, “large movements 

in the exchange rate inhibit long-term planning and disrupt markets,” (Li and Resnick 

                                                 
34 Data taken from the Correlates of War’s Military Interstate Dispute project.  
35 Ibid. 
36 All intrastate conflicts are fought within the country of interest and therefore are expected to deter 
investment.  
37 Data obtained from Polity IV database, constructed by Gurr et al and Jaggers and Gurr.  
38 Data from the Penn World Tables.  
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2003, 193) and will in turn reduce the amount of FDI inflow. Greater volatility in the 

exchange rate is predicted to reduce FDI inflows.  

FDI has been shown to be linked with trade flows, though the relationship 

between trade agreements and FDI flows is less recognized (Büthe and Milner 2005). 

However, there is reason to believe that GATT/WTO Membership is positively associated 

with FDI inflows. It is measured as a dummy variable in which 1 indicates national 

membership during a given year and 0 does not. Entrance into the GATT or WTO 

induces foreign investment because the liberalization of trade policies incorporates 

countries in to the global production chain and demonstrates that the nation will treat 

investment fairly (Büthe and Milner 2005). Investors desire financially lucrative locations 

for investment where they can be assured that their finances will be safeguarded. 

Membership in the GATT or WTO forces nations to carry out economic reforms which 

foster liberal economic growth and consequently attract investors. Membership also 

creates a network of states that have the willingness to punish deviant countries, which in 

turn appeals to investors as a means of protecting their investments. It is then expected 

that GATT or WTO membership will positively influence inward FDI flows. 

Trade Openness is the measure of how open an economy is based on the sum of 

export and imports as a percentage of GDP.39 Previous studies on the effect of openness 

on FDI have returned mixed and inconclusive results in large part because it is difficult to 

distinguish between vertical and horizontal FDI (Büthe and Milner 2005; Brainard 1997; 

Hanson, Mataloni, and Slaughter 2003; Pantulu and Poon 2003). However, theory 

predicts that openness will be positively correlated to FDI in non-OECD countries, but 

negatively correlated in OECD nations. Vertical FDI is attracted to non-OECD nations to 

take advantage of low labor, resource and transportation costs. Vertical FDI is unrelated 

to OECD nations because the lack of trade openness makes it difficult to overcome the 

numerous trade barriers and high transportation costs. Countries with low levels of trade 

openness will induce horizontal FDI which has the capability of overcoming trade 

barriers. In either type of investment, it is still plausible to predict positive flows of FDI 

                                                 
39 From Penn World Tables.  
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depending on the level of trade openness. Therefore, it is anticipated that trade openness 

will be positively associated with FDI inflows in non-OECD and OECD nations.  

Consumer Price Index (CPI) is a proxy for inflation and is representative of 

macroeconomic stability (Bajo-Rubio and Sosvilla-Rivero 1994). It is an inflationary 

indicator that measures the change in the cost of a fixed basket of products and services 

(World Bank 2005). Inflation implies an increase in the costs of the products sold as well 

as the factors needed to produce them. Both vertical and horizontal investment bears 

significant costs when the inflation increases. However, because much of horizontal FDI 

is produced regionally, it is often not financially feasible to move factors or facilities of 

the production process. In turn, swells in the inflation rate imply reduced net profits. The 

manufacturing process involved with vertical integration is only impacted in the region 

that is suffering from inflation, and is therefore, less costly to move the affected portion 

of the process to a more financially lucrative region. There also exist the potential that 

inflation in one sector of the production process means that the total cost of the final 

product can be increased. In this light, small increases in inflation, and consequently 

production costs, can be converted into profitable gains if the price of the final product 

increases by a greater percent than the inflation. Horizontal FDI’s success in enacting this 

plan of action is limited because most of the production is done within a single nation, 

and therefore most of the inputs will suffer from inflation. Increases in the final price will 

not see as much of profitable gains.  

Likewise, horizontal FDI generally flows to nations with high trade barriers. 

Because wealthy nations are more able to protect their domestic producers with tariffs, 

we should see a correlation between increasing prices and rising GDP (Lipsey and 

Swedenborg 1996). However, investors shy away from high barriers to trade, therefore 

reducing the state’s possibility for foreign investment. Horizontal investment is 

associated with trade barriers but fewer barriers to trade would allow for the presence of 

vertical investment as well. It is then expected that CPI will be positively associated with 

FDI inflows in non-OECD nations but negatively correlated in OECD countries.  

Finally, Current Account Balance (CAB) is expected to be negatively related to 

inward FDI. It is the sum of net exports of goods and services, income, and current 
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transfers as a percent of GDP.40 Excessive government spending has been argued to 

crowd out capital and reduce the competitiveness of FDI (Ahlquist 2006; Biglaiser and 

De Rouen 2006; Jensen 2003). However, this measure does not incorporate the 

importance of government spending relative to the amount of capital being brought into 

the state. Nations can spend heavily, run fiscal deficits and continue to grow 

economically. The concern over the crowding out or limited availability of capital is 

presumptuous since much of the initial FDI financing comes from out of state (not the 

host nation) (Navaretti and Venables 2006). It must also be considered that much of the 

governmental budget spending, or reduction of incoming funds, may be linked with 

foreign investment. Countries might expend government resources to improve the 

welfare of the nation and attract FDI. Once FDI is invested, governments spend excessive 

amounts of finances on foreign facilities in order to maintain them and prevent them from 

leaving. They might reduce taxes, tariffs and duties, which bring in governmental 

finances but appeal to future and current FDI. Therefore, it is assumed that positive CAB 

will be negatively associated FDI inflows in both OECD and non-OECD nations.  

 Summary statistics for the dependent, independent and control variables are listed 

in the table below: 

 

Table 5.1: Summary Statistics 
Variable Obs. Mean St. Dev. Min Max
FDI(%GDP) 3979 2.579 12.399 -82.81 551.88 
RTA Classification 4772 2.873 2.289 0 7 
Economic Scope 4772 5.343 7.565 0 32 
Independence 4772 1.993 2.119 0 6 
Total National RTA Membership 4772 0.802 0.775 0 4 
Number RTA Members 4772 6.096 6.130 0 25 
Population 4344 28837.8 109189.7 38.736 1294846 
GDP per Capita 4710 4934.409 7495.803 56.5 52900 
GDP Growth 4765 3.737 6.190 -51 106 
Democracy 3894 0.038 7.526 -10 10 
Interstate Conflict 4772 4.467 12.669 0 420 
Internal Conflict 4750 893.092 10434.23 0 500000 
Regime Stability 3909 20.658 26.155 0 194 
Exchange Rate Volatility 3965 0.929 35.080 -1 2630 
GATT/WTO Membership 3772 0.544 0.4980 0 1 
Trade Openness 4276 72.882 54.081 2.004 986.4520 
Consumer Price Index 3524 48.633 52.488 0.000 1500 
Current Acct. Balance 3394 -3.771 10.396 -241 56.7 
Former Soviet 4772 0.033 0.178 0 1 
Africa 4772 0.333 0.471 0 1 
Asia 4772 0.122 0.327 0 1 
Latin America 4772 0.129 0.335 0 1 

 
                                                 
40 Data from World Bank’s World Development Indicators (WDI). 
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Models 

Method 

 A Cook-Weisberg and Breusch and Pagan Lagrangian multiplier tests indicated 

the occurrence of heteroscedasticity, while a Durbin-Watson showed the presence of 

autocorrelation. It is not possible to address both of these problems in presence of a 

model with a missing data and fixed effects with a standard ordinary least squares 

equation (OLS) (Johnstone and Labonne 2004). Fortunately, the generalized least squares 

(GLS) process (XTGLS) allows for estimation of panel time series data with missing 

values (Johnstone and Labonne 2004; STATA 2005). It also assumes that there is a 

uniform AR(1) serial correlation of the error terms within the individual process and the 

error terms across panels are heteroscedastic (Johnstone and Labonne 2004; STATA 

2005). The estimation process also included an ‘incorrect GLS (IGLS)’ estimator which 

accounts for incorrectly identified residual autocorrelation structures (Fang and Koreisha 

2001). Fang and Koreisha (2001) describe that IGLS time-series estimation can yield 

better forecasts than those generated from time-series OLS or from GLS simply using the 

correct form of the residual autocorrelation structure. A diagnostic test for 

multicollinearity (variance-inflation factor) was also performed and the resulting 

correlations were within acceptable ranges.  

 The cross sectional, times series equations are as follows: 

Model 1: 
FDI(%GDP) = α + β1 (RTA Classification) + βn (Control Variables) + ε 

 

Model 2: 

 

FDI(%GDP) = α + β1 (RTA Eco. Scope Imp.) + βn (Control Variables) + ε 

 

Model 3: 

 
FDI(%GDP) = α + β1 (RTA Independence Imp.) + βn (Control Variables) + ε 
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Model 4: 

 
FDI(%GDP) = α + β1 (Total RTA Membership) + βn (Control Variables) + ε 

 

Model 5: 

 
FDI(%GDP) = α + β1 (Number of RTA Members) + βn (Control Variables) + ε 

 

Model 6: 

 
FDI(%GDP) = α + β1 (Number of RTA Members) + β2 (RTA Eco. Scope Imp.) + β3 (RTA Independence 

Imp) + β4 (Total RTA Membership) + β5 (Number of RTA Members) + βn (Control Variables) + ε 

 

 Tables 5.2 and 5.3 report the results of the equations for both non-OECD and 

OECD countries.  

Results 

 Table 5.2 depicts the estimates of the models involving only non-OECD nations. 

The results for the independent variables are comparatively consistent across the models. 

Economic scope and independence are significant and positive in both the individual 

independent variable models (2 and 3) as well as the combined models (6). This supports 

the claim that higher levels of RTA economic scope and independence produce more 

inward FDI. In model 1, RTA classification is positive but not significant, but in model 6 

it is negative and not significant. Implied is that when investors are considering just the 

RTA classification, they prefer for member states to be affiliated with RTAs that declare 

more scope. However, FDI is cautious to flow to states associated with higher levels of 

RTA types when they also considering other relevant RTA variations. This is 

understandable since RTA classification is such a crude measure relative to economic 

scope. Investors have the knowledge and access to determine if a nation implements its 

required economic modifications, therefore making the utilization of RTA classification 

ineffectual. 
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Total RTA national membership is negative but insignificant (models 4 and 6) 

which is contrary to what was predicted. This result is contradictory to my expectations 

and Büthe and Milner’s (2005) findings which indicated that the number of PTA 

membership positively influence FDI inflow. In addition, the number of RTA members is 

negative but is significant (models 5 and 6). Again, this is incongruous to my predictions. 

Both total national RTA membership and number of members were expected to be 

positive because they increased the number of members who could unite against 

wayward nations. It is reasonable that the increase in the number of members may 

actually cause the relations between the members to become more confusing and 

conflictual due to more points of interests over a set amount of issues. If this is to occur, 

investors would most likely shy away from the respective regions because of the 

instability and delays in reformation created from inconsistent opinions and internal strife 

over the issues.  

The performance of the control variable is relatively consistent across all the 

models. Some deviations occur in the conflict variables in which model 2 and 3 show 

positive relationships with interstate conflict, while models 3 and 4 portray internal 

conflict as being positively related to FDI inflows. However, in the combined model (6), 

in which we expect investors to consider all the aspects of variation (independent 

variables), both conflict variables result as predicted. The population variable is the 

outcome that was not assumed. It is negative or representing that larger populations 

diminish inward FDI. Thought the workforce is greater, the larger domestic market 

appears to diminish FDI inflows. To add to the importance of the democracy debate, the 

results show that not only is democracy positively correlated to inward FDI, it is 

additionally highly significant. This demonstrates that more democratic governments in 

developing nations are actually conducive to FDI because they protect property rights and 

instill credibility.   
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Table 5.2: Non-OECD Nations 
 (1) (2) (3) (4) (5) (6) 
 FDI(%GDP) FDI(%GDP) FDI(%GDP) FDI(%GDP) FDI(%GDP) FDI(%GDP)
RTA Classification 0.014     -0.003 
 (0.015)     (0.019) 
Economic Scope  0.030***    0.032** 
  (0.012)    (0.013) 
Independence   0.041***   0.066*** 
   (0.013)   (0.017) 
Total National RTA 
Membership 

   -0.055 
(0.036) 

 -0.016 
(0.044) 

Number RTA Members 
 

    -0.011** 
(0.005) 

-0.027*** 
(0.007) 

Population -0.000*** -0.000*** -0.000*** -0.000*** -0.000*** -0.000*** 
 (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) 
GDP per Capita -0.000 -0.000 -0.000 -0.000 -0.000 -0.000 
 (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) 
GDP Growth 0.001 0.001 0.002 0.001 0.001 0.002 
 (0.002) (0.002) (0.002) (0.002) (0.002) (0.002) 
Democracy 0.015*** 0.015*** 0.016*** 0.015*** 0.015*** 0.015*** 
 (0.004) (0.004) (0.004) (0.004) (0.004) (0.004) 
Interstate Conflict -0.000 0.000 0.000 -0.000 -0.000 -0.001 
 (0.001) (0.001) (0.001) (0.001) (0.001) (0.001) 
Internal Conflict -0.000 -0.000 -0.000 0.000 0.000 -0.000 
 (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) 
Regime Stability 0.015*** 0.015*** 0.015*** 0.016*** 0.015*** 0.014*** 
 (0.002) (0.002) (0.002) (0.002) (0.002) (0.002) 
Exchange Rate Volatility -0.000 

(0.000) 
-0.000 
(0.000) 

-0.000 
(0.000) 

-0.000 
(0.000) 

-0.000 
(0.000) 

-0.000 
(0.000) 

GATT/WTO Membership 0.195*** 
(0.073) 

0.176** 
(0.072) 

0.175** 
(0.073) 

0.235*** 
(0.077) 

0.246*** 
(0.075) 

0.266*** 
(0.074) 

Trade Openness 0.007*** 0.007*** 0.007*** 0.007*** 0.008*** 0.007*** 
 (0.001) (0.001) (0.001) (0.001) (0.001) (0.001) 
Consumer Price Index 0.005*** 0.004*** 0.005*** 0.005*** 0.005*** 0.004*** 
 (0.001) (0.001) (0.001) (0.001) (0.001) (0.001) 
Current Acct. Balance -0.013*** -0.013*** -0.013*** -0.014*** -0.013*** -0.014*** 
 (0.003) (0.003) (0.003) (0.003) (0.003) (0.003) 
Constant -0.417*** -0.420*** -0.456*** -0.392*** -0.381*** -0.356*** 
 (0.093) (0.091) (0.091) (0.095) (0.093) (0.095) 
Observations 1896 1896 1896 1896 1896 1896 
Number of Code 87 87 87 87 87 87 
Standard errors in parentheses 
* Significant at 10%; ** significant at 5%; *** significant at 1%; All models significant at the 1% level. 

 

Table 5.3 provides the results for the models estimating the influence for OECD 

nations. Unlike the non-OECD model, OECD nations proved more unpredictable than 

expected. Forecasting influences on inward FDI for OECD nations is capricious. Despite 

the relative independence variable consistency across the models, the results were 

unexpected. Economic scope was the only independent variable that behaved as 

expected. RTA classification, independence, total national RTA membership and number 

of RTA members were assumed to positively influence FDI inflows. Independence was 

significant in two models (3 and 6) and number of RTA members was significant in one 

model (5). Negative RTA classification, though insignificant, indicates that investors 

prefer developed nations to associate with RTA with limited scope. However, the positive 

outcome for economic scope signifies that what little scope is associated with the RTA, 
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investors prefer for it to be implemented in order to express commitment. Total 

membership and number of members act similarly to that of non-OECD nations. 

Investors hesitate to invest in nations involved in RTAs with numerous and potentially 

conflicting beliefs. As for independence, it is feasible that investors do not desire 

developed nations to be associated with highly independent RTAs. The greater amount of 

independence gives the RTA the individuality and strength to exert its influence on 

members. Investors have invested or are willing to invest in OECD countries because 

they have already proven successful in their economic development, often without the 

help of an RTA. Therefore, investors and MNEs are hesitant to invest in industrialized 

nations associated with strong RTAs because they fear unwarranted intervention or 

unnecessary interference by the RTA.  

The only unanticipated result in regards to the control variables was that of 

regime stability. It was not significant but did correlate in the opposite expected direction. 

The less durability and more frequent overturn of the government results in more FDI in 

OECD nations.  
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Table 5.3: OECD Nations 
 (1) (2) (3) (4) (5) (6) 
 FDI(%GDP) FDI(%GDP) FDI(%GDP) FDI(%GDP) FDI(%GDP) FDI(%GDP)
RTA Classification -0.043     -0.004 
 (0.027)     (0.042) 
Economic Scope  0.009    0.020 
  (0.006)    (0.015) 
Independence   -0.085**   -0.139* 
   (0.035)   (0.075) 
Total National RTA Membership    -0.297 

(0.155) 
 -0.037 

(0.227) 
Number RTA Members     -0.026* -0.015 
     (0.014) (0.031) 
Population 0.000** 0.000* 0.000 0.000** 0.000* 0.000 
 (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) 
GDP per Capita 0.000* 0.000** 0.000*** 0.000** 0.000** 0.000** 
 (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) 
GDP Growth -0.034*** -0.035*** -0.037*** -0.033*** -0.034*** -0.037*** 
 (0.010) (0.010) (0.010) (0.010) (0.010) (0.010) 
Democracy 0.008 0.007 0.011 0.009 0.008 0.011 
 (0.021) (0.021) (0.020) (0.021) (0.020) (0.020) 
Interstate Conflict 0.003* 0.003 0.003* 0.003 0.003* 0.003* 
 (0.002) (0.002) (0.002) (0.002) (0.002) (0.002) 
Internal Conflict -0.000 -0.000 -0.000 -0.000 -0.000 -0.000 
 (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) 
Regime Stability -0.005 -0.004 -0.006 -0.006 -0.005 -0.006 
 (0.004) (0.003) (0.004) (0.004) (0.004) (0.004) 
Exchange Rate Volatility -0.001 -0.024 -0.022 -0.008 -0.010 -0.005 
 (0.115) (0.116) (0.112) (0.114) (0.115) (0.115) 
Trade Openness 0.045*** 0.043*** 0.043*** 0.046*** 0.044*** 0.046*** 
 (0.006) (0.006) (0.006) (0.006) (0.006) (0.007) 
Consumer Price Index -0.004** -0.005** -0.004** -0.005** -0.004** -0.003*f 
 (0.002) (0.002) (0.002) (0.002) (0.002) (0.002) 
Current Acct. Balance -0.018 -0.022 -0.019 -0.018 -0.022 -0.015 
 (0.016) (0.016) (0.016) (0.016) (0.016) (0.016) 
Constant -0.931*** -0.877*** -0.805*** -0.902*** -0.884*** -0.846*** 
 (0.298) (0.300) (0.298) (0.303) (0.295) (0.301) 
Observations 583 583 583 583 583 583 
Number of Code 24 24 24 24 24 24 
Standard errors in parentheses 
* Significant at 10%; ** significant at 5%; *** significant at 1%; All models significant at the 1% level. 
GATT/WTO Membership dropped due to high collinearity  
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CHAPTER VI 

ROBUSTNESS CHECKS 
Variables 

 Due to the nature of the study there are potential issues that need to be addressed. 

The large amount of time covered by the project may prove problematic especially when 

dealing with emerging economies. Hoskisson, Eden, Lau, and Wright (2000) emphasize 

that emerging economies41 are dynamic. In time series studies it is difficult to analyze the 

changes in these countries and therefore may create biased and misleading results 

(Hoskisson, Eden, Lau, and Wright 2000). They identify emerging economies in Latin 

America42, Asia43 and Eastern Europe.44 African countries are also incorporated into a 

robustness check because it is the region where the most RTAs (9) originate in this study. 

There is reason to believe that the excessive amount of RTAs in this region may be 

biasing the results. To account for these dilemmas, Hoskisson, Eden, Lau, and Wright 

(2000) recommend incorporating a variable that distinguishes these countries from other 

non-emerging states. I have attempted to accomplish this task by creating dummy 

variables for each of the four regions in which a 1 indicates that the state falls under a 

given regional category and a 0 otherwise. Even though this method is not perfect, it will 

manage to identify these nations as being systematically different.45

Similarly to the variable employment of Russett and Oneal (2001), I test the high 

and low counts for RTA classification, economic scope, independence and number of 

RTA members, if a state is in more than one RTA in a given year.46 One could argue that 

the lowest ratings for these variables are the ‘weak links’ in the chain (Russett and Oneal 

2001). To take the concept further, investors may only consider the capacities, abilities, 

 
41 Emerging economies are defined as low-income and rapidly growing countries which use economic 
liberalization as their primary engine of growth. 
42 Argentina, Brazil, Chile, Columbia, Ecuador, Jamaica, Mexico, Peru, Trinidad and Tobago and 
Venezuela 
43 Bangladesh, China, India, Indonesia, Korea, Malaysia, Pakistan, Philippines, Sri Lanka and Thailand  
44 Azerbaijan, Croatia, Czech Republic, Greece, Hungary, Kazakhstan, Kyrgyzstan, Latvia, Lithuania, 
Moldova, Poland, Portugal, Romania, Slovakia, Slovenia, Tajikistan, Turkey, Turkmenistan and 
Uzbekistan 
45 Unfortunately, as Hoskisson, Eden, Lau, and Wright (2000) note, it is often difficult to determine exactly 
when and to what extent the nations fall under emerging economy label. Simply classifying them as 
statistically different may not account for the variation in their development.  
46 Previously, I had average the RTA scores for these variables.  
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scope and numbers of the lowest rated RTA in which a state is a member. In this 

instance, investors act pessimistic and contend that a state may be more unruly and less 

stable if there is one weak RTA in which it is a member. On the other hand, optimistic 

investors and MNEs possibly prefer to evaluate a country based on the highest rated RTA 

in which it is member. In this case, investors would focus only on the most powerful and 

expansive RTA in which a states is a member. In doing so, FDI inflows would only be 

associated with countries that maintain relationships with at least one powerful RTA.  

Results 

 Table 6.1 provides the results of the robustness checks for non-OECD countries. 

Judging the independent variables for each of the models, congruence appears 

encompassing. The only divergence from the original non-OECD models is related to the 

high RTA classification (model 1) and the economic scope of the Latin America model 

(6). When investors consider only the superior RTA classification associated with a 

developing country, they act optimistically and relate the declared status of the trade 

agreement to positive FDI flows.  

 Each of the regional dummy variables is significant except for Africa. However, 

both Africa and Asia are negatively correlated with FDI inflows. Existing in these regions 

lessens the chances of receiving foreign investment. This is not surprising for Africa 

since, with few exceptions, it has continually been a deprived and poor continent. African 

nations do demonstrate a significantly negative relationship between GDP per capita and 

FDI. The immense and prevalent poverty which permeates Africa potentially makes it an 

abundant source of cheap labor. As noted earlier, vertical FDI desires cheap labor as 

factor of production. 

 Asian nations’ GDP per capita are positively associated to FDI most likely in part 

of the influence of the ‘Asian Tigers’ (Büthe and Milner 2005). The rapid and thriving 

growth of many of the East Asian countries makes them similar in economic status to 

other developed nations. Therefore, they affect FDI flows, with regards to GDP per 

capita, equivalent to OECD states and may be an indication of why GDP per capita is 

positive. However, the Asian variable is most likely negative because it is picking up the 

effects of the 1997 Asian crisis (Navaretti and Venables 2006). The crisis devastated 



Texas Tech University, Brian Hicks, August 2007 

50  

many Asian markets and the effects are still felt today. Thus, the outpouring of 

investment from Asia is being represented by the Asian variable. 

 Finally, the Latin American model (6) represents economic scope as being 

insignificant. This is most likely a result of the temporal affect of import-substitution 

industrialization (ISI) (Biglaiser and DeRouen 2006). During ISI, countries “imposed 

high tariffs on foreign industrial goods in order to promote domestic industry,” (Biglaiser 

and DeRouen 2006, 54) resulting in the lack of effective implementation of any endorsed 

reforms. Most of the members of Latin RTAs at this time (ANCOM and CACM) were 

developing nations. Hence, even though investors still advocated efficient realization of 

reforms, most reforms were not executed. Investors had nothing to evaluate the success 

of implementation making economic scope an ineffective indicator of financial growth 

and FDI accumulation.   
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Table 6.1: Robustness Models for Non-OECD Nations 
 (1)High Count (2)Low Count (3)Former Soviet (4)Africa (5) Asia (6)Latin America 
 FDI(%GDP) FDI(%GDP) FDI(%GDP) FDI(%GDP) FDI(%GDP) FDI(%GDP)
HRTA Classification 0.019      
 (0.016)      
HEconomic Scope 0.037***      
 (0.013)      
HIndependence 0.037**      
 (0.015)      
HNumber RTA Members -0.018*** 

(0.006) 
     

LRTA Classification  -0.028     
  (0.020)     
LEconomic Scope  0.028**     
  (0.013)     
LIndependence  0.086***     
  (0.017)     
LNumber RTA Members  -0.028*** 

(0.007) 
    

Total National RTA Membership -0.071 
(0.050) 

-0.020 
(0.037) 

-0.007 
(0.044) 

-0.020 
(0.044) 

-0.011 
(0.043) 

-0.052 
(0.042) 

Population -0.000*** -0.000*** -0.000*** -0.000*** -0.000** -0.000* 
 (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) 
GDP per Capita -0.000 -0.000 -0.000 -0.000* 0.000 -0.000*** 
 (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) 
GDP Growth 0.001 0.002 0.002 0.002 0.002 0.002 
 (0.002) (0.002) (0.002) (0.002) (0.002) (0.002) 
Democracy 0.014*** 0.015*** 0.013*** 0.015*** 0.014*** 0.005 
 (0.004) (0.004) (0.004) (0.004) (0.004) (0.004) 
Interstate Conflict -0.001 -0.000 -0.001 -0.001 -0.001 -0.000 
 (0.001) (0.001) (0.001) (0.001) (0.001) (0.001) 
Internal Conflict -0.000 -0.000 -0.000 0.000 0.000 -0.000 
 (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) 
Regime Stability 0.014*** 0.015*** 0.015*** 0.014*** 0.013*** 0.009*** 
 (0.002) (0.002) (0.002) (0.002) (0.002) (0.002) 
Exchange Rate Volatility -0.000 

(0.000) 
-0.000 
(0.000) 

-0.000 
(0.000) 

-0.000 
(0.000) 

-0.000 
(0.000) 

-0.000 
(0.000) 

GATT/WTO Membership 0.272*** 
(0.073) 

0.239*** 
(0.075) 

0.250*** 
(0.072) 

0.305*** 
(0.078) 

0.142* 
(0.074) 

0.349*** 
(0.068) 

Trade Openness 0.007*** 0.007*** 0.006*** 0.008*** 0.005*** 0.008*** 
 (0.001) (0.001) (0.001) (0.001) (0.001) (0.001) 
Consumer Price Index 0.003*** 

(0.001) 
0.005*** 
(0.001) 

0.004*** 
(0.001) 

0.004*** 
(0.001) 

0.005*** 
(0.001) 

0.006*** 
(0.001) 

Current Acct. Balance -0.014*** 
(0.003) 

-0.014*** 
(0.003) 

-0.015*** 
(0.003) 

-0.014*** 
(0.003) 

-0.018*** 
(0.004) 

-0.011*** 
(0.003) 

RTA Classification   -0.001 -0.006 -0.026 -0.011 
   (0.019) (0.019) (0.020) (0.018) 
Economic Scope   0.036*** 0.033** 0.032** 0.013 
   (0.013) (0.013) (0.014) (0.012) 
Independence   0.065*** 0.067*** 0.058*** 0.037** 
   (0.017) (0.017) (0.017) (0.016) 
Number RTA Members   -0.026*** 

(0.007) 
-0.024*** 
(0.008) 

-0.029*** 
(0.007) 

-0.014** 
(0.007) 

Latin America      1.177*** 
      (0.114) 
Asia     -0.422***  
     (0.073)  
Africa    -0.115   
    (0.083)   
Former Soviet   1.325***    
   (0.128)    
Constant -0.312*** -0.361*** -0.359*** -0.366*** -0.038 -0.524*** 
 (0.094) (0.097) (0.093) (0.094) (0.106) (0.090) 
Observations 1896 1896 1896 1896 1896 1896 
Number of Code 87 87 87 87 87 87 
Standard errors in parentheses 
* Significant at 10%; ** significant at 5%; *** significant at 1%; All models significant at the 1% level. 
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 Table 6.2 presents the outcomes of the robustness checks for OECD states. 

Appraisal of the high and low count models demonstrates resemblance to the original 

OECD table. The only exception is that low economic scope (model 2) is significant. 

Even though investors are only concerned about the ‘weak link’ RTA, which is the least 

successful at completing reforms, they still manage to associate positive FDI flows to this 

inferior RTA. Consequently, nations do not need to attempt to enter into far-reaching and 

extensive reform requiring RTAs. They can suffice by simply becoming a member of an 

RTA with minimal scope implementation, thereby saving the state the effort and finances 

of having to try to complete widespread fiscal and monetary restructuring.  

 The former Soviet model (3) expresses some variance relative to the original 

OECD table. The RTA classification is positive as initially hypothesized but this is a 

different result from earlier tables and across models. In this study many of the former 

Soviet countries are members of a single international institution, of which many are 

members of the EU. Because the EU is the most economically intensive RTA in this 

study, association with only it may be biasing the results and causing the RTA 

classification to be positive, when it is statically shown to be negative in other models. 

The Latin American model (6) also depicts RTA classification as positively 

related to foreign investment in which higher classifications leads to more FDI. Because 

of the 1980s debt crisis in Latin America, many states were in desperate need of capital 

(Biglaiser and DeRouen 2005). OECD nations, which lost more money relative to the 

developing countries, were willing to enter into RTA arrangements and liberalize their 

markets in order to obtain the vast amount of displaced capital. Thus, we see the creation 

of new regional RTAs (LAIA-1981 and MERCOSUR-1991) during the 1980s and early 

1990s, consisting largely of the more developed Latin American nations. The model is 

picking up the effect of these recently created, extensively integrated RTAs. Investors 

were drawn to these nations even before they had time to fully implement all their 

reforms. It was more important to investors that industrialized Latin nations were 

showing signs again of commitment and stability since they were believed to be 

profitable areas of investment.  



Texas Tech University, Brian Hicks, August 2007 

53  

Lastly, the Asian model (5) shows variables which deviate from prior models but 

not from expectations. Again, it appears as if the Asian variable is negative because it is 

picking up the influence of the Asian crisis of 1997. However, in line with hypotheses, 

total national RTA membership is positive, but not significant, but population is positive 

and significant. Total membership is most likely being impacted by the concept that once 

most of the nations in this region became OECD members, they were already receiving 

significant amount of FDI inflow due to the high level of economic growth demonstrated 

by the Asian Tigers (Büthe and Milner 2005). The population variable is significant 

because the massive economies and populace of India and China are being statistically 

accounted for in this model.  
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Table 6.2: Robustness Models for OECD Nations 
 (1)High Count (2)Low Count (3)Former Soviet (4)Africa (5) Asia (6)Latin America 
 FDI(%GDP) FDI(%GDP) FDI(%GDP) FDI(%GDP) FDI(%GDP) FDI(%GDP)
HRTA Classification      
 

-0.002 
(0.043)      

HEconomic Scope 0.014      
 (0.015)      
HIndependence -0.122*      
 (0.074)      
HNumber RTA Members -0.002 

(0.031) 
     

LRTA Classification  -0.005     
  (0.042)     
LEconomic Scope  0.025*     
  (0.015)     
LIndependence  -0.157**     
  (0.074)     
LNumber RTA Members  -0.026 

(0.030) 
    

Total National RTA Membership -0.104 
(0.236) 

-0.008 
(0.216) 

-0.023 
(0.227) 

-0.037 
(0.227) 

0.090 
(0.227) 

-0.343 
(0.240) 

Population 0.000 0.000 0.000 0.000 0.000* 0.000 
 (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) 
GDP per Capita 0.000** 0.000* 0.000** 0.000** 0.000* 0.000** 
 (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) 
GDP Growth -0.037*** -0.037*** -0.035*** -0.037*** -0.036*** -0.036*** 
 (0.010) (0.010) (0.010) (0.010) (0.010) (0.010) 
Democracy 0.011 0.012 0.008 0.011 0.011 0.012 
 (0.020) (0.020) (0.019) (0.020) (0.020) (0.019) 
Interstate Conflict 0.003* 0.004* 0.003* 0.003* 0.004* 0.003* 
 (0.002) (0.002) (0.002) (0.002) (0.002) (0.002) 
Internal Conflict 0.000 0.000 0.000 0.000 0.000 0.000 
 (0.000) (0.000) (0.000) (0.000) (0.000) (0.000) 
Regime Stability -0.006 -0.005 -0.004 -0.006 -0.007 -0.004 
 (0.004) (0.004) (0.004) (0.004) (0.004) (0.004) 
Exchange Rate Volatility -0.011 

(0.115) 
-0.001 
(0.116) 

-0.003 
(0.115) 

-0.005 
(0.115) 

-0.010 
(0.117) 

0.007 
(0.118) 

Trade Openness 0.045*** 0.046*** 0.037*** 0.046*** 0.050*** 0.041*** 
 (0.007) (0.007) (0.007) (0.007) (0.007) (0.007) 
Consumer Price Index -0.004* 

(0.002) 
-0.003 
(0.002) 

-0.003 
(0.002) 

-0.003 
(0.002) 

-0.003 
(0.002) 

-0.003 
(0.002) 

Current Acct. Balance -0.015 
(0.016) 

-0.015 
(0.016) 

-0.014 
(0.016) 

-0.015 
(0.016) 

-0.009 
(0.016) 

-0.015 
(0.016) 

RTA Classification   0.009 -0.004 -0.032 0.048 
   (0.042) (0.042) (0.043) (0.044) 
Economic Scope   0.013 0.020 0.025 0.018 
   (0.015) (0.015) (0.015) (0.015) 
Independence   -0.122* -0.139* -0.176** -0.124* 
   (0.073) (0.075) (0.076) (0.073) 
Number RTA Members   -0.005 

(0.031) 
-0.015 
(0.031) 

-0.015 
(0.031) 

-0.016 
(0.031) 

Latin America      2.179*** 
      (0.633) 
Asia     -1.908***  
     (0.544)  
Former Soviet   1.758**    
   (0.709)    
Constant -0.839*** -0.833*** -0.667** -0.846*** -0.935*** -0.666** 
 (0.304) (0.298) (0.300) (0.301) (0.299) (0.297) 
Observations 583 583 583 583 583 583 
Number of Code 24 24 24 24 24 24 
Standard errors in parentheses 
* significant at 10%; ** significant at 5%; *** significant at 1% 
GATT/WTO Membership dropped due to high collinearity  
Africa variable dropped due to high collinearity 
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CHAPTER VII 

ENDOGENEITY TESTS 
 Skeptics may argue that the amount of FDI entering a country is actually what 

determines the creation or admission to varying types and levels of RTAs. It is crucial to 

address this issue so as to confirm that the results are not biased or incorrect. Previously, I 

lagged the independent variables (use of the AR(1) process which corrects for serial 

correlation in the XTGLS STATA estimation procedure) to confront this issue. 

Furthering the confrontation of this issue, I will reverse the causal arrow by examining 

the affect of FDI (as % of GDP) flows on the independent variables.47  

 It is plausible to believe that RTA design could be affected by inward FDI. 

Foreign investment has been shown to stimulate employment, income growth and 

productivity (Büthe and Milner 2005; Crenshaw 1991; Feng 2001; Jensen 2003; 

Navaretti and Venables 2005; Jensen 2003; Ahlquist 2006). Rothgeb (1984), Dixon and 

Boswell (1996) and Kentor (1998) discuss the negative aspects of foreign direct 

investment by emphasizing the loss of control by a government over finances and the 

dependency on foreign capital. If FDI can have such widespread impacts on the 

countries, it surely can influence the direction nations are willing to go in regard to 

economic institutional membership. Countries which are benefiting from FDI may be 

more willing to enter into RTA whereas states that suffer from FDI will most likely avoid 

organizations which further reduce domestic economic control.  

Model 

 Because the new independent variables have different distributions than 

FDI(%GDP), they require different estimation techniques. Each of the variables is an 

ordered scale in which higher values are assumed to indicate ‘higher’ outcomes (STATA 

2005). Therefore, the estimation procedure of ‘OLOGIT’ will be employed.48 The results 

for non-OECD and OECD nations are presented in tables 7.1 and 7.2.  

 
 

47 RTA independence, RTA economic scope, RTA classification, Total national RTA membership and 
Number of RTA members.  
48 The actual values taken on the dependent variable are irrelevant (STATA 2005). To account for 
heteroscedasticity and autocorrelation, a Huber-White sandwich estimator clustered the data by country and 
the independent variable data was lagged by a year.  



Texas Tech University, Brian Hicks, August 2007 

56  

Results 

 The empirical results indicate that endogeneity is not a concern for either 

developing or developed nations. Foreign direct investments does not impact the 

classification, level of economic scope or independence, total national membership or the 

number of members of an RTA that a state is joining. Nations do not let the amount of 

FDI inflow affect the variation in attributes during the creation or admission decision of 

an RTA. Analyzing the data shows that FDI is positively correlated with all the 

dependent variables except RTA Classification for non-OECD nations and Total RTA 

Membership for OECD countries. In every model, FDI is statistically insignificant. These 

results indicate that the variations in regional trade agreement design are not determined 

by prior levels of FDI inflows. Therefore, the initial findings49 are further validated.  

 

Table 7.1: Endogeneity Models for Non-OECD Nations 
 (1) (2) (3) (4) (5) 
 RTA Classification Economic Scope Independence Total National RTA Membership Number RTA Members
FDI(%GDP) -0.020 0.003 0.025 0.012 0.021 
 (0.036) (0.006) (0.031) (0.033) (0.025) 
Population -0.000** -0.000*** -0.000*** -0.000 -0.000 
 (0.000) (0.000) (0.000) (0.000) (0.000) 
GDP per Capita -0.000 -0.000*** -0.000 -0.000** -0.000*** 
 (0.000) (0.000) (0.000) (0.000) (0.000) 
GDP Growth -0.032** -0.004 -0.025* -0.018 -0.038*** 
 (0.012) (0.003) (0.014) (0.014) (0.013) 
Democracy -0.017 0.014** -0.004 0.022 -0.041* 
 (0.025) (0.007) (0.026) (0.031) (0.022) 
Interstate Conflict 0.003 0.002 -0.011 -0.022*** -0.021** 
 (0.008) (0.001) (0.009) (0.007) (0.009) 
Internal Conflict -0.000 0.000 0.000 0.000 0.000** 
 (0.000) (0.000) (0.000) (0.000) (0.000) 
Regime Stability 0.004 0.006** -0.008 0.008 -0.005 
 (0.008) (0.003) (0.009) (0.009) (0.006) 
Exchange Rate Volatility 0.000 

(0.008) 
-0.000 
(0.000) 

-0.001 
(0.041) 

-0.000 
(0.022) 

-0.001 
(0.014) 

GATT/WTO Membership 0.212 
(0.425) 

0.302*** 
(0.108) 

0.648 
(0.425) 

0.948** 
(0.399) 

1.140*** 
(0.349) 

Trade Openness 0.009** 0.003** -0.001 -0.004 0.003 
 (0.003) (0.002) (0.004) (0.006) (0.003) 
Consumer Price Index 0.012*** 

(0.004) 
0.035*** 
(0.002) 

0.013*** 
(0.004) 

0.009** 
(0.004) 

0.005 
(0.003) 

Current Acct. Balance -0.015 
(0.017) 

0.001 
(0.003) 

-0.004 
(0.016) 

0.016 
(0.016) 

0.003 
(0.018) 

Observations 1898 1896 1898 1898 1898 
Standard errors in parentheses 
* Significant at 10%; ** significant at 5%; *** significant at 1%; All models significant at the 10% level. 

 

 

                                                 
49 FDI inflows are positively and significantly affected economic scope and independence, but negatively 
impacted by number of RTA members in the non-OECD model. FDI inflows are negatively and 
significantly influenced by independence in the OECD models.  
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Table 7.2: Endogeneity Models for OECD Nations 
 (1) (2) (3) (4) (5) 
 RTA Classification Economic Scope Independence Total National RTA Membership Number RTA Members
FDI(%GDP) 0.152 0.248 0.174 -0.015 0.197 
 (0.107) (0.144) (0.135) (0.045) (0.128) 
Population -0.000 -0.000 -0.000 -0.000 -0.000 
 (0.000) (0.000) (0.000) (0.000) (0.000) 
GDP per Capita 0.000 0.000 0.000 0.000 0.000 
 (0.000) (0.000) (0.000) (0.000) (0.000) 
GDP Growth -0.035 -0.048 -0.068 0.007 -0.033 
 (0.080) (0.079) (0.078) (0.072) (0.080) 
Democracy 0.356 0.405 0.407 0.048 0.281 
 (0.345) (0.363) (0.391) (0.316) (0.329) 
Interstate Conflict 0.027 0.015 0.020 0.004 0.017 
 (0.020) (0.017) (0.018) (0.030) (0.017) 
Internal Conflict 0.001* 0.000 0.000 0.001 0.001 
 (0.000) (0.000) (0.013) (0.012) (0.008) 
Regime Stability -0.017 -0.019 -0.021 -0.022 -0.018 
 (0.022) (0.023) (0.026) (0.023) (0.024) 
Exchange Rate Volatility -0.187 

(0.838) 
-1.197 
(0.784) 

-0.605 
(0.619) 

0.468 
(0.919) 

-1.010 
(0.863) 

Trade Openness -0.006 -0.009 -0.013 -0.008 -0.008 
 (0.021) (0.021) (0.022) (0.022) (0.023) 
Consumer Price Index 0.018* 

(0.010) 
0.016 
(0.012) 

0.020 
(0.011) 

0.014 
(0.015) 

0.020 
(0.012) 

Current Acct. Balance 0.073 
(0.093) 

0.043 
(0.093) 

0.101 
(0.093) 

0.067 
(0.073) 

0.061 
(0.096) 

Observations 583 583 583 583 583 
Standard errors in parentheses 
*significant at 10%; ** significant at 5%; *** significant at 1%; All models significant at the 10% level. 
GATT/WTO Membership dropped due to high collinearity  
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CHAPTER VIII 

CONCLUSION 
Numerous studies have separately shown the magnitude and value of regional 

trade agreements and foreign direct investment. However, not only have they been 

reluctant or unwilling to examine the relationship between these two concepts, but they 

have also not extensively evaluated the depth of variation that exist amongst international 

organizations, specifically RTAs. Recent focus on economic institutions has emphasized 

their relationship with conflict (Haftel 2007; Mansfield and Pevehouse 2000; Bearce and 

Omori 2005) and trade (Russett and Oneal 2001; Slaughter 2000; Maggi 1999; Michalak 

and Gibb 1997; Pahre 1994). And, recent FDI literature stresses the influence of 

economic reforms (Biglaiser and De Rouen 2006; Ahlquist 2006) or political constraints 

(Li and Resnick 2003; Jensen 2003) on FDI flows. The continued relevance of FDI to 

both developing and developed nations combined with the growth and development of 

RTAs makes the assessment of the relationship between RTA variation and FDI flows 

even more salient.   

This study confirms that the interactions between RTAs and FDI are indeed 

significant no matter the level of development. However, it also emphasizes the differing 

effects of variation within RTAs. Non-OECD nations receive much greater benefits from 

membership in powerful, independent and economically encompassing trade agreements. 

Though it may be difficult and costly in the short-run, under-developed nations that are in 

desperate need of capital should consider entering into a trade agreement, especially 

highly integrated and autonomous ones. However, they should be apprehensive of joining 

an undue amount of regional trade agreements or arrangements which involve excessive 

members. The data indicates that the greater the number of members, whether within or 

across RTAs, the reduced level of FDI inflows. The confusion generated amongst 

countless nations with polar perspectives on prominent economic issues results in chaos 

and volatility within the system, thereby jeopardizing its benefits of commitment, 

economic prosperity and stability.  

Similar to Büthe and Milner (2005), GATT/WTO membership induces FDI 

inflows in the least-developed states. In addition, the results show that increases in 
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democracy levels as well as regime stability generate FDI inflows. Positive trends in 

regime stability, trade openness and inflation also appear to improve the inward flow of 

FDI. Hence, countries should enact reforms necessary to join the global trade agreement 

(WTO), insist on improving democratic standards and durability, open up trade flows by 

reducing barriers to trade and allow inflation to increase at a reasonable pace.  

Just as with developing countries, OECD nations should heavily consider the 

independence and scope of the RTA in which they are entering. However, they must be 

more wary of the independence level. The findings show that more autonomous RTAs 

lead to less FDI. The potential for economic inhibition of RTA agreements appears to 

make investor cautious of developed nations that have already demonstrated fiscal and 

monetary success without the aid of an external entity’s guidance. The economic scope 

isn’t relevant to investors since it is not statistically significant in the OECD models. The 

economic benefits of regional trade agreements are limited for developed nations. They 

are already economically established and most likely need little assistance to continue 

their current progression. The impression is that OECD nations should look toward some 

other type of financial agreement if they desire to directly improve economic relations 

with another country in an attempt to attract FDI, especially when one also considers that 

OECD nations suffer negatively from relations with disproportionate amounts of RTA 

member countries. 

Limitations and Future Research 

 This research project has attempted to evaluate the impact of variations in RTA 

design on FDI inflows for a wide range of nations. Regrettably, it has its limits but 

fortunately, these are areas for future research. First, the extensive time-frame of the 

study may have led to biased and misleading results. Regional and time specific 

occurrences, such as the Asian financial crisis or the impact of ISI in Latin America, may 

have had undue influence on the data. Although these effects were attempted to be 

controlled in the project, a more appropriate and telling alternative would be to execute a 

comparative study of these dynamics over a specific area or narrower time frame.  

 Second, this project emphasized a diverse group of control variables. However, it 

tended to focus on the common macroeconomic factors which influence FDI inflows. As 
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noted, recent literature not only has focused heavily on the influence of democracy on 

FDI flows, but has also been inconclusive as to its exact effect. A more specific analysis 

of the affects of variation in RTAs on FDI, while considering more discreet and detailed 

political variables, should provide a constructive and pertinent account of the effects of 

political variables on FDI inflows.  

 Third, the research evaluated a broad view of the variations in RTAs and its 

impact on FDI. Future studies should emphasize and evaluate exclusively and precisely 

the impact of a single type of variation in RTAs. Each of the main variables can be 

distinguished even further, thereby presenting an accurate assessment of the impact of 

design variation on FDI. It is also plausible to determine the impact of RTA variation on 

outward FDI. Differentiation in the design of RTAs would seemingly have an impact on 

outflows of FDI. The improvement of domestic economic welfare by means of 

association with an RTA could create an abundance of capital by which investors decide 

to invest abroad, possibly more so in fellow regional trade members.  

 Lastly, this study only focused on regional trade agreements. Though this is a 

common group of international institutions, a more comprehensive examination may 

prove more provocative. The analysis of a wider assortment of economic institutions, 

such as bilateral investment treaties, or the incorporation of more trade agreements that 

are not restricted to regions, could verify the importance of diversity in institutions with 

regard to FDI. It could also provide a useful point of comparison between the benefits of 

regional trade agreements and bilateral investment treaties in developing and developed 

states. 
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APPENDIX A 

List of 25 Regional Trade Agreements 

Arab Maghreb Union (AMU), Andean Community (ANCOM), Association of Southeast 
Asian Nations (ASEAN), Bangkok Agreement (BA), Central American Common Market 
(CACM), Caribbean Community (CARICOM), Economic Community of the Countries 
of the Great Lakes (CEPGL), Common Market for Eastern and Southern Africa 
(COMESA), Economic Community of Central African States (ECCAS), Economic 
Cooperation Organization (ECO), Economic Community of West African States 
(ECOWAS), European Free Trade Association (EFTA), European Union (EU), Gulf 
Cooperation Council (GCC), Indian Ocean Commission (IOC), Latin American 
Integration Association (LAIA), Common Market of the South (MERCOSUR), Mano 
River Union (MRU), North American Free Trade Agreement (NAFTA), Organization of 
Eastern Caribbean States (OECS), South Asian Association for Regional Cooperation 
(SAARC), South African Customs Union (SACU), Southern African Development 
Community (SADC), Central African Customs and Economic Union (UDEAC), and 
West African Economic and Monetary Union (WAEMU). 
 

The original dataset involving each of these RTAs garnered a majority of the data via the 

Union of International Association’s Yearbook of International Organizations for 

relevant years, the International Monetary Fund’s “Directory of Economic, Commodity 

and Development Organizations,” United Nations Conference on Trade and 

Development, RTA treaties, case studies and websites of the RTAs. The case studies can 

be found throughout the Works Cited and many of the treaties were easily accessible 

through the RTA websites.  
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Table A.1: RTA Economic Scope Indicators and Categories 

Category Indicator

A. Trade Liberalization 1.Positive List of at Least One Good 

 2.Negative List of at Least One Good 

 3.Elimination of Quotas and NTBs 

 4.Bilateral Agreements Acceptable 

 5.Total Membership Participation 

B. Customs Union/Common Market 6.Common External Tariff 

 7.Negative List of Goods (at least 6 Goods) 

 8.Total Membership Participation 

C. Movement of Services 9.Free Movement of Services 

 10.At Least 6 Sectors 

 11.Total Membership Participation 

D. Movement Of Capital/Investment 12.Free Movement of Capital 

 13.Intraregional National Treatment 

 14.Extraregional Investment Code 

 15.Total Membership Participation 

E. Movement of Labor 16.Free Movement of Labor 

 17.Recognition of Professional Certifications 

 18.Visa Requirements Relaxed 

 19.Total Membership Participation 

F. Monetary/Fiscal/Macroeconomic. 20.Common Currency 

Coordination 21.Coordination of Exchange Rate Policies 

 22.Coordination of Fiscal Policies 

 23.Criteria for Macro Convergence 

 24.Total Membership Participation 

G. Sectoral Cooperation 25.Harmonization of Business Conditions 

 26.Sectoral Cooperation 

 27.Total Membership Participation 

H. Development and  28.Border Coordination/Growth Triangles 

Industrialization 29.Regional Infrastructure/Industrial Projects 

 30.Regional Development Bank 

 31.Compensation Mechanism 

 32.Total Membership Participation 

I. Bargaining Power 33.Coordination of Negotiation w/other RTA 

 34.Coordination of Negotiation in GATT/WTO 

 35.Coordination of Negotiations with other Nations 

 36.Total Membership Participation 
 
NTB=National Trade Barriers; GATT=General Agreement on Trade and Tariffs; WTO=World Trade 
Organization;  
Note: There is no ordinal scale to the indicators. Each indicator is a 0/1 dummy in which the total  
RTA Economic Scope for a given member nation can total up to 36; 
See Balassa (1961), Page (2000) and  Haftel (2007). 

 
 
 
 

 
 



Texas Tech University, Brian Hicks, August 2007 

79  

Table A.2: RTA Independence Indicators and Categories 

Category Indicator

A. Decision Making Procedure 1.Majority Rule 

 2.Council of Ministers-Decision Power 

B. Supranational Bureaucracy 3.Permanent Secretariat 

 4.Sec.-Recommendations/Initiate 

C. Dispute Settlement Mechanism 5.Dispute Settlement Mechanism 

 6.Standing Tribunal 
 
Note: There is no ordinal scale to the indicators. Each indicator is a 0/1 dummy  
in which the total RTA Independence for a given member nation can total up to 6.;  
See Haftel and Thompson (2006) 

 
 

Table A.3: RTA Classification Indicators and Categories 

Category Indicator

A. Preferential Trade Area (PTA) 
 

1. A union between two or more countries in which lower tariffs are imposed on goods 
produced in the member countries than on goods produced outside 

B. Free Trade Area (FTA) 
 2. A PTA with tariffs eliminated entirely on goods produced in member countries 

C. Customs Union 
 3. An FTA with all members imposing a common external tariff on a given good 

D. Common Market 
 4. A Customs Union with all members imposing common external tariffs on a number of goods 

E. Monetary Union 
 5. A Common Market in which countries have agreed to share a single currency 

F. Single Market 
 

6. A  Common Market in which members attempt to remove physical, technical and fiscal 
barriers 

G. Economic and Monetary Union 7. A Single Market and Monetary Union 
 
Note: Unlike the scaling method for RTA Economic Scope and Independence, RTA Classification is based on  
what a given RTA declared as its intended level of economic reforms.  
See Krueger (1999) and Panagariya (2000) 
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APPENDIX B 
Variable Description 
 
Consumer Price Index: Consumer price index reflects changes in the cost to the average 

consumer of acquiring a fixed basket of goods and services. The Laspeyres 
formula is generally used. (1987=100). Data from World Bank’s World 
Development Indicators. 

 
Current Acct. Balance:  Current account balance is the sum of net exports of goods and 

services, income, and current transfers as a percent of GDP. Data from World 
Bank’s World Development Indicators (WDI). 

 
Democracy: 21-point summary measure of regime type that ranges from -10 (highly 

autocratic) to 10 (highly democratic). Data obtained from Polity IV database, 
constructed by Gurr et al and Jaggers and Gurr.  

 
Economic Scope Implementation: A cumulative score (up to 36) for the level of 

economic scope of an RTA. See table 1 for more detail reference of the 
distinction and order of categories.   

 
Ex. Rate Volatility: Change in exchange rate from year to year [(Ex. Rat.t-1 - Ex. Rat.t )/ 

(Ex. Rat.t )]. Prior to 1960 exchange rates are UN Development Centre Sources; 
from 1960-1988 from UN and World Bank sources, usually the same as the IMF 
annual rate (Exchange rate data from Penn World Tables).  

 
FDI: FDI is an investment in a foreign company where the foreign investor owns at least 

10% of the ordinary shares, undertaken with the objective of establishing a 
‘lasting interest’ in the country, a  long-term relationship and significant influence 
on the management of the firm (Navaretti and Venables 2005, 2). Data taken from 
World Bank’s World Development Indicators (WDI). 

 
GDP Growth: Annual growth rate of real GDP in percent (from WDI). 
 
GDP per Capita: Gross domestic product as a percentage of a nation’s population during 

a given year. Data from World Bank’s World Development Indicators (WDI). 
 
Independence Implementation: A cumulative score (up to 6) for the level of 

independence of an RTA. See table 2 for more detail reference of the distinction 
and order of categories.   

 
Internal Conflict: Measure indicating the presence of an intra-state conflict during a given 

year. It is the total number of battle deaths sustained by all participants. If the 
conflict lasted more than one year, the total battle deaths are averaged evenly over 
the time frame of the entire conflict. The data is available from Correlates of War 
dataset (http://cow2.la.psu.edu/). 

http://cow2.la.psu.edu/
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Interstate Conflict: Measure indicating the highest action in a dispute by a nation. It is a 

scale from 0 (No Militarized Action) to 21 (Join Interstate War). If a nation is 
involved in  more than one dispute or with more than one competing nation, the 
measure for level of all separate disputes are cumulative for a given year. The 
data is available from Correlates of War dataset (http://cow2.la.psu.edu/).  

 
Number of RTA Members: Total number of members associated with an RTA. Data 

accessed from Data accessed from numerous sources including UNCTAD’s 
Handbook of Statistics, Jon Pevehouse’s dyadic dataset of PTAs, Yoram Haftel’s 
dataset of RTA independence, and various RTA web pages. 

 
Population: Country’s population for a year from Penn World Tables database 

(downloaded Feb. 1, 2007). 
 
Regime Stability: Indicates the executive party tenure, measured as how many years the 

current executive’s party has controlled the executive branch. Specifically, it is 
the number of years since the most recent regime change as defined by a three-
point change in the polity score over a period of three years or less, with the end 
transition period defined by either the lack of stable political institutions or the 
year 1900, whichever comes firsts. Data obtained from Polity IV database, 
constructed by Gurr et al and Jaggers and Gurr.   

 
RTA Classification: An ordered categorical score indicating the declared type of regional 

trade agreement in which member states join or create. See table 3 for a more 
detailed reference of the distinction and order of categories.  

 
Total RTA Membership: Total number of regional trade agreements a nation is a member 

of during a given year. Data accessed from numerous sources including 
UNCTAD’s Handbook of Statistics, Jon Pevehouse’s dyadic dataset of PTAs, 
Yoram Haftel’s dataset of RTA independence, and various RTA web pages. 

 
Trade Openness: Sum of exports and imports as a percentage of GDP (from Penn World 

Tables database). 

http://cow2.la.psu.edu/
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