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This article argues that the political risk associated with foreign direct investment (FDI) is primarily a
function of investment in fixed-capital, and not a homogeneous feature of FDI. As such, empirical
tests of a political institution’s ability to mitigate political risk should focus directly on investments in
fixed capital and not on more highly aggregated measures of multinational corporation (MNC)
activity, such as FDI flow and stock data that are affected by the accumulation of liquid assets in
foreign affiliates. We apply this to the study of bilateral investment treaties (BITs). We find that BITs
with the United States correlate positively with investments in fixed capital and have little, if any,
correlation with other measures of MNC activity.

Foreign direct investment (FDI) is thought to be an especially risky form of investment
because its ex post illiquidity allows host-state governments to renegotiate the terms of an
investment without triggering capital flight." This dynamic is often referred to as the
‘obsolescing bargain’, or, more generally, ‘political risk’.? Political scientists often ask
whether certain institutional arrangements can alleviate political risk (and increase FDI)
by rendering such renegotiations procedurally difficult or politically unwise.> Knowing
whether or not political institutions have this effect is an important research agenda, not
only for what it reveals about the effects of political institutions, but because institutional
environments that fail to provide adequate checks against predatory behaviour by
host governments lead to less FDI, with the attendant detrimental effects on capital
accumulation, employment and economic growth.

Bilateral investment treaties (BITs) have received particular attention in this literature.
BITs secure a set of clearly defined rights for multinational investors and subject host
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country governments to international arbitration if those rights are violated.* Over 2,750
BITs have been ratified worldwide and many investors have won substantial awards
through the international arbitration opportunities that BITs create.” But do BITs
actually increase FDI? It stands to reason that if BITs reduce the risks associated with
FDI we should expect to see more FDI where BITs exist. The vast majority of empirical
works on this topic use balance of payment based FDI data (such as FDI flow and stock
data provided by UNCTAD, the IMF and OECD) to answer this question. These efforts
have achieved decidedly mixed results, alternatively finding no relationship between BITs
and FDI,° that BITs attract FDI,’ that BITs sometimes attract FDL® and that BITs repel
FDI.” The inconsistency of these results strikes us as ostensibly surprising in light of BITs’
evident popularity and singularity of purpose.

We argue that balance of payment data are, for a variety of reasons, poorly suited to testing
theories of political risk and that this misapplication of data to theory may be driving some
of the inconsistencies in the empirical literature. We focus in particular on the implicit
assumptions about asset illiquidity that analysts make by using balance of payment data to
test theories of political risk. Theory suggests that political risk is a creature of illiquidity.
Without illiquidity, there is no obsolescing bargain and, therefore, no political risk. Balance of
payment data aim to capture all capital flows between MNCs and their foreign affiliates.
These data do not, and cannot, say anything about the form that this capital takes on once
inside the affiliate. Accepting balance of payment data as indicators of illiquid assets sensitive
to political risk is tantamount to assuming that illiquidity and risk are a necessary consequence
of an MNC owning a foreign affiliate rather than an attribute of the asset itself.'

We argue that the nature of the owned asset and not the identity of the owner determine
political risk. A controlling share in a foreign investment project whose assets can be
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liquidated or repatriated quickly and with little cost poses less political risk than a
controlling share in a foreign investment project whose assets do not have those
attributes. Both projects count equally as FDI, but only one is truly generating political
risk. Conversely, cash is no less liquid if owned by the foreign affiliate of an MNC than if
it is owned by any other type of firm or individual, and not particularly subject to political
risk either way. Using the scale of multinational investment as an indicator of revealed
political risk requires knowing the form that foreign controlled capital takes, not just that
it exists.!!

While less than ideal from a conceptual standpoint, balance of payment data have at least
one great attribute: they are readily available from various sources for a large cross-section
of countries over long time-frames. Therefore, using balance of payment data for the
purposes of measuring revealed political risk represents a tradeoff between conceptual
validity and availability. This is a reasonable tradeoff to make if (1) foreign affiliates of
MNCs’ balance sheets are sufficiently dominated by illiquid assets, and (2) the gap between
total assets and illiquid assets for any country-year is uncorrelated with institutional
variables under consideration. Neither condition holds in practice. According to the most
recent benchmark survey of US MNCs released by the US Bureau of Economic Analysis
(BEA), current assets (the most liquid part of the corporate balance sheet) accounted for
43 per cent of total assets for the average non-financial foreign affiliate of a US MNC while
24 per cent of assets were invested in plant, property and equipment. Thus, there is a
significant amount of measurement error if measures of total assets are meant to proxy for
the presence of fixed capital. Moreover, the gap between total assets and fixed capital varies
wildly by industrial sector; utilities and extractive industries have the highest ratio of fixed
capital/total assets, service sector affiliates the least. This creates bias to the (probably large)
extent that the sectoral composition of FDI is correlated with institutions that are thought
to mitigate political risk.

The remainder of this article is presented in two parts. In the following section, we
expand on our argument that data based on balance of payments (BOP) statistics are
deeply problematic for testing theories of political risk and not obviously justifiable on the
basis of their availability. Our primary focus is on the problems associated with asset
illiquidity, though we note other problems associated with using data based on balance of
payment statistics to address questions of political risk that are arguably just as damning.

The following section describes and presents the empirical contribution of this article,
which is to estimate a simple statistical model of BITs’ impact on MNC behaviour using
data made available by the BEA’s survey of US MNCs. Our primary innovation is that
this data allows us to separate investments in fixed capital from other types of investment
and to analyse BITs’ effects on the allocation of each form of capital separately. We find
that BITs increase investment in illiquid fixed capital overall and as a percentage of total
assets, though the substantive effects are relatively small. We fail to find evidence that
BITs affect the value of total assets held by those enterprises or the accumulation of liquid
assets. While there is a caveat that these results are based on a test with a relatively small
sample size imposed by data availability, they are generally in line with our expectations
and underline our concerns surrounding the use of flow and stock data. The conclusions
follow in a final section.

1 Lest we be accused of erecting straw men, our reading of the literature suggests that most extant
work assumes that BOP data are sufficient for the purpose of testing the impact of institutions on MNC
behaviour, not necessarily that these data are ideal.



110 KERNER AND LAWRENCE

THE PROBLEM OF MEASURING FOREIGN DIRECT INVESTMENT

MNCs do many things and there are many ways to measure the scale of their activities.
MNCs employ people, produce goods and services, earn revenue, control different kinds
of capital in different countries, borrow locally and move capital across borders. No
measure of MNC activity is all encompassing; each measures some activities and leaves
out others. The appropriate measure of MNC activity depends on the research question
being asked. Testing whether or not BITs or any other institutional arrangement affects
politically risky investment by MNCs requires a measure that captures the scale of
politically risky investments. In this section we discuss commonly used balance of
payment data, the extent to which they are appropriate to test theories of political risk,
and contrast it to our preferred data.'?

Balance of Payments Data

Balance of payments data set out to measure all capital transactions between the MNC
parent and the foreign affiliate. Capital transactions are classified into three categories:
(1) equity investment, i.e. the purchase of shares and other capital transfers such as the
provision of machinery; (2) reinvested earning, i.e. the money earned by the foreign
affiliate but not remitted to the parent MNC; and (3) other capital transactions, mainly
inter-company debt flows.'"> The sum of these transactions is then netted against
repatriated earnings and debt repayment back to the parent company. Repatriated
earnings and reverse debt flow occasionally outweigh other capital transactions, resulting
in negative FDI inflows. Two types of these data are typically reported and used in the
literature: flow data and stock data. Flow data capture the net value of the above-
described capital transactions that take place in a given year. Stock data capture the
accumulation of flows over time in the host country. Much of these data are gathered by
central banks as a byproduct of tracking the balance of payments. These methods capture
equity investments, debt flow and repatriated income that cross borders between parent
MNCs and their foreign affiliates. Reinvested earnings do not cross a border and data
collected by central banks do not pick it up.'* These data are gathered through surveys of
MNCs and their affiliates and added to the data collected by the central bank.

To our knowledge, balance of payment data are the only data available for a large set
of countries over long time-periods, leaving an analyst intent on employing data from a
comprehensive number of source and/or host countries over multiple decades with little
choice but to use them. There are, however, some problems associated with these data.

12 Much of our critique that follows is based on previously published work whose conclusions, for
whatever reason, have not had much of an impact on the way political scientists measure FDI. Our
purpose is to draw out some of the main points of these critiques and apply them to the question that is
most central to the study of FDI in political science: how do political institutions impact risk and, ergo,
the behaviour of MNCs? For readers interested in more detailed examinations of the data and a more
general treatment of the attendant issues, we strongly recommend reading the cited works, and Robert E.
Lipsey, ‘Foreign Direct Investment and the Operations of Multinational Firms: Concepts, History, and
Data’, in E. Kwan Choi and James Harrigan, eds, Handbook of International Trade (Oxford: Blackwell
Handbooks in Economics, 2003), pp. 287-319.

13 M. Duce, ‘Definitions of Foreign Direct Investment (FDI): A Methodological Note’, (unpublished:
Banco de Espana, 2003).

14 UNCTAD, ‘Methods of Data Collection and National Policies in the Treatment of FDI’ http://
www.unctad.org/templates/Page.asp?intltemID=3157&lang=1 (2002).
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Some of these problems are tangential to the issue of liquid versus illiquid assets that is the
focus of this article, so we touch on them only briefly. We stress that this brief treatment is
not motivated by a belief that these problems with BOP data are trivial. To the contrary,
we believe that these problems alone strongly caution against the use of BOP data for
testing theories of political risk.

Problem 1: Inconsistent reporting standards, particular on reinvested earnings. Several
large-scale studies of reporting standards for balance of payments FDI statistics have
been carried out, notably the IMF’s (1992) Report on the Measurement of International
Capital Flows (Godeaux Report) and subsequent reports associated with the Survey of
Implementation of Methodological Standards for Direct Investment, jointly administered
by the IMF and OECD in 1997 and 2001."° The results of the surveys suggest an
improving, but nonetheless sobering reality. Inconsistencies abound across countries
and within countries over time with respect to reporting methodologies. There are
differences across time and space in the sort of data collected, the manner of collection
and even things as basic as the definition of foreign direct investors. One of the most
problematic aspects of these reporting inconsistencies is the treatment of reinvested
earnings, which constitute a significant portion of FDI flows.'® Roughly one third of
non-OECD countries in the most comprehensive survey (administered in 1997) either did
not perform the surveys necessary to collect data on reinvested earnings or did not report
the data and, therefore, did not include reinvested earnings in their FDI totals. Several
OECD countries fail to provide these data as well. While data collection appears to be
improving, significant divergences in reporting standards persisted as recently as the 2001
survey.!” Given that many studies of political risk and institutions employ balance of
payment data as far back to 1970, a substantial portion of these data is potentially
suspect. It is entirely possible that failure to conduct the required surveys or report data
that conform with the IMF’s guidelines is correlated with some of the same political and
institutional factors that are thought to affect political risk, suggesting that the failure of
some countries to report data on reinvested earning is a source of both random and
systematic error.'®

Problem 2: Offshore holding companies. Another problem with balance of payment-
based data, highlighted by Lipsey and others, is that it reflects the immediate source and
the immediate recipient of FDI.'® This makes sense because the data are collected primarily
in order to monitor balance of payments and the ultimate beneficial owner or recipient of
capital is irrelevant for these purposes. Ultimate beneficial ownership is very important

!5 International Monetary Fund, working paper on the measurement of international capital flows
(1992): Report on the Measurement of International Capital Flows (Washington, D.C.: International
Monetary Fund, 2000); Report on the Implementation of Methodological Standards for Direct Investment
(Washington, D.C.; International Monetary Fund, 2003), available at www.imf.org/external/bopage/pdf/
mar2000.pdf; International Monetary Fund, ‘Foreign Direct Investment Statistics: How Countries
Measure FDI’ (Washington, D.C.: International Monetary Fund Press, 2003).

' Thad Dunning and Sarianna Lundan, Multinational Enterprises and the Global Economy
(Northampton, Mass.: Edward Elgar, 2008), pp. 12-15.

7 IMF, ‘Foreign Direct Investment Statistics: How Countries Measure FDI'.

1% James R. Hollyer, B. Peter Rosendorff and James Raymond Vreeland, ‘Democracy and
Transparency’, Journal of Politics, 73 (2011), 1191-205.

1 Lipsey, ‘Foreign Direct Investment and the Operations of Multinational Firms’.
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for FDI data, however. One consequence of the focus on the immediate source and
recipient of FDI in balance of payment data is BOP data are particularly bad at dealing
with financial holding companies, which are often located in tax havens.”” As UNCTAD
notes, ‘Where funds are channeled through holding companies, major problems may be
created in the compilation of an accurate geographical or industrial distribution of
FDI.”?! This is a big problem: holding companies accounted for 36 per cent of the United
States direct investment position abroad in 2008.>? This is why, according to the World
Development Indicators, which use BOP-based data provided by the IMF and
UNCTAD, Luxembourg (a tax haven par excellence) recorded FDI inflows of 373 per
cent of gross domestic product (GDP) in 2009, over ten times higher than the second-
place country, the Seychelles, or the third-place country, Montenegro, both of which are
also (in)famous tax havens. These numbers are nonsensical if they are meant to proxy for
capital that is in productive use in the host state (or was ever even there in any meaningful
sense), or as an indicator of investment risk. Perhaps the most pernicious consequence of
this feature of BOP data for our purposes is that the use of holding companies often
obscures the source country of FDI, making it difficult to say with any confidence which
FDI flows are protected by BITs and which are not.

Problem 3: Local financing by foreign affiliates. Many foreign affiliates rely on local
financial markets to meet their financing needs and this capital is not included in the
BOP-based FDI statistics.”> This is not a problem with the data per se. No foreign
capital is introduced to the host country when MNCs tap local financial markets; it is
not clear to us that it should count as FDI. Indeed, a measure that excludes locally
raised capital is probably preferable for many questions relating to the impact of FDI.
However, the prevalence of local financing as a source of capital raises several questions
with respect to the application of BOP data to questions about political risk and
MNC activity. Whether or not an affiliate’s assets are at risk should be reflected in the
amount of capital it controls in a country, regardless of how it is financed. As it pertains
to bilateral investment treaties, there is nothing in the US model BIT, nor, to our
knowledge, in the extant case law, to suggest that protection BITs provide is sensitive
to the choice of internal vs. external financing. Moreover, the extent to which BOP data
understate the scale of MNC investments by ignoring assets acquired via local financing
is not random. Firms make more use of external financial markets in countries with
strong creditor rights, while they rely more on parent company loans in countries
with weak creditor’s rights.>* The extent of creditor’s rights — effectively, a distribution
of rents between creditors and borrowers — is assuredly endogenous to politics and
political institutions.

20 Beugelsdijk et al., ‘Why and How FDI Stocks Are a Biased Measure’, Journal of International Business
Studies, 41 (2010), 1444-59; Lipsey, ‘Foreign Direct Investment and the Operations of Multinational Firms’;
Marilyn Ibarra and Jennifer Koncz, ‘Direct Investment Positions for 2007: Country and Industry Detail’,
Survey of Current Business (Washington, D.C.: U.S. Bureau of Economic Analysis, 2008).

2l UNCTAD, ‘Methods of Data Collection and National Policies in the Treatment of FDI’.

22 Ibarra and Koncz, ‘Direct Investment Positions for 2007’.

23 Beugelsdijk ef al., “‘Why and How FDI Stocks Are a Biased Measure’.

24 Mihir A. Desai, C. Fritz Foley and James R. Hines Jr, ‘A Multinational Perspective on Capital
Structure Choice and Internal Capital Markets’, Journal of Finance, 59 (2004), 2451-87. There are other
reasons to favour local financing, including perceived exchange rate risk, that are also endogenous to
political institutions.
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All of the above problems with BOP data are considerable and worthy of the attention
of scholars using them. For our purposes, the key feature of BOP data is that they fail to
discriminate between liquid and illiquid assets. We return to this issue below.

The US Bureau of Economic Analysis Data

The above noted problems can be avoided by using data collected by the US Burcau
of Economic Analysis (BEA) in their annual and benchmark (conducted every five years)
surveys of American MNCs. These surveys provide as comprehensive a view of MNC
activities as exists. Firms are required to report on the operations of the parent
company and all overseas affiliates with sufficient assets.”> The firm-level data is
kept confidential (and is therefore considered reliable), but several aggregates are publicly
available. These data provide unique insights into the operations of foreign direct
investors, though it does require a singular focus on the operations of affiliates of
US based MNCs. The firms themselves report the data according to a single standard set
by the BEA, which avoids the problems of non-random missing data on reinvested
earnings or other non-random irregularities in reporting standards and methods.
By focusing on the assets and activities of the affiliates, rather than on transactions
between affiliate and parent, these data sidestep problems related to holding companies
and local financing.

Importantly for our purposes, the fine-grained nature of the data allows us to observe
and separate liquid and illiquid assets better. Figure 1 shows the aggregate balance sheet
for foreign affiliates (excluding financial industry firms and holding companies) of US
MNCs based on the 2004 benchmark survey.?® The striking thing about these data is that
43 per cent of US MNCs’ balance sheets are accounted for by current assets — i.e. highly
liquid assets that are expected to be converted into cash within a year under normal
operating conditions; 6 per cent of assets are held in cash; another 24 per cent of assets are
held in receivables, which are highly liquid and can typically be converted into cash via
factoring. ‘Other current assets’, a category which includes liquid marketable securities
and pre-paid expenses makes up another 6 per cent; inventories make up another 7 per cent
of assets, and are often, but not always, fairly liquid.

Non-current assets — i.e. assets not intended to be liquidated in the coming year under
normal business operations — make up 57 per cent of foreign affiliate assets; of these,
9 per cent are equity investments in other foreign affiliates owned by the parent company;
24 per cent are ‘other non-current assets’, a category which includes the value of intangible
assets — such as brand names, trademarks or patents — and securities not intended to be
liquidated within the year. Plant, Property and Equipment, net of depreciation and
depletion (net PPE), which includes the value of physical structures, land, machinery,
equipment and the book value of land, timber, mineral and similar rights owned by the
foreign affiliate, make up 24 per cent of assets.

The lesson we draw from the data in Figure 1 is that a substantial portion of the assets
held by the foreign affiliates of US MNCs — and certainly assets held in cash, receivables

25 See Raymond Mataloni, ‘A Guide to BEA Statistics on U.S. Multinational Companies’, Survey of
Current Business (March 1995), 38-53, or http://www.bea.gov/international/index.htm for a further
description of the surveys and data.

26 We identify holding companies as affiliates whose industry is noted as ‘Management of non-bank
companies and enterprises’.
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I Other non-current assets Cash
Receivables Inventories

Other current assets

Fig. 1. Balance sheet of non-bank affiliates of US MNCs
Source: US Bureau of Economic Analysis, 2004

and investments in marketable securities — are at least as liquid as typical forms of
portfolio investment. Their accumulation is unlikely to affect the level of political risk that
foreign direct investors face. A very large portion of the average foreign affiliate’s assets
are irrelevant to questions of political risk if, as is in keeping with the logic of the
obsolescing bargain, such risk is primarily a function of asset illiquidity.

At a minimum, the prevalence of relatively liquid capital on the balance sheets
of foreign affiliates of US MNCs introduces some noise into estimations of the
relationship between political risk and MNC behaviour. However, some projects’ assets
are far more concentrated in fixed capital than others and this has the capacity to
introduce bias. Figure 2 shows the same balance sheet data as Figure 1, but separates
affiliates by several (broad) industrial aggregates. Net PPE constitutes over 50 per cent
of assets in the mining and utilities industries, is closer to 20 per cent of assets in the
information and manufacturing industries, and less than 10 per cent in services
and wholesale trade. The combined value of cash, receivables and other non-current
assets varies similarly. The gap between what is being measured in BOP data and
illiquid capital will be largest in countries that are dominated by service sector and
manufacturing investments and smallest in countries that are dominated by investments
in resources extraction. Industrial makeup is in practice correlated with many of the
same political institutions used to explain FDI allocation. This has the capacity to
introduce bias in pooled estimates of political institutions’ effects on FDI, though
country fixed effects are likely to diminish this bias to the extent that industrial
composition stays relatively constant within countries over the duration of the
observation period.

In sum, there are reasons to be wary of using BOP- based flow and stock data in
analyses of FDI allocation, particularly in analyses that relate the deployment of illiquid
capital to levels of political risk embodied in political institutions. Such analyses will
unavoidably be riddled with excessive noise and possibly bias. The vast majority of work
relating BITs to FDI relies on BOP-based flow and stock data. Whether and how BITs
impact MNC behaviour therefore remains an open question that we address in the
following section.
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Fig. 2. Balance sheet of non-bank affiliates of US MNCs by industry
Source: US Bureau of Economic Analysis, 2004.
Note: Services refers to ‘Professional, scientific, and technical services’.

EMPIRICAL TEST: FOREIGN DIRECT INVESTMENT AND BILATERAL INVESTMENT
TREATIES

Research Design and Dependent Variables

We test BITs’ effect on MNC behaviour through a series of regression analyses
relating different measures of US MNC activities to the presence or absence of a US BIT
with the host-country. The measures of MNC activity that we use as dependent variables
are: (1) The log of the value of total assets held by foreign affiliates of US MNCs
(InTotal Assets); (2) the log of the value of fixed capital held by US MNCs (InPPE);
(3) the log of the value on non-fixed capital assets held by US MNCs (/nnon-PPE);
and (4) plant, property and equipment as a percentage of total assets (PPE/Total
Assets).”’

All of these data are measured at the country-year level and are taken from the
publicly available aggregates of BEA’s annual surveys of US MNCs. These data exclude
investments in financial sector firms and holding companies. All measures are expressed
in millions of constant US dollars. We expect that BITs will be positively and most
clearly related to InPPE. We also expect to see a positive relationship between BITs and

27 More precisely, we take the log of (1 + data) for logged variables. Adding 1 to the data allows for the
log of a zero value. Total Assets is conceptually similar to commonly used stock variables, except that it
accounts for assets acquired through local fundraising.
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PPE/Total Assets, indicating a higher fixed capital intensity where BITs are in place. We
are agnostic about BITs’ effect on the other variables.”®
Our estimating equation is as follows:

IHFDIit = C(‘f'ﬂl & USBITjt,]+B2 *Z,’;,1+ Yt+ Vl' + &ir, (1)

where 7 indexes the host country, ¢ indexes the year, USBIT;;—indicates the existence of
BIT with the United States at time t—1 and Z;_; represents a vector of country-level
control variables, Y, represents year fixed effects and V; represents country fixed effects.
All models are estimated with Driscoll-Kraay standard errors to correct for
autocorrelation, heteroscedasticity and correlations across panels.”” All results are
robust to estimation with panel corrected standard errors.*

The Sample

Our sample includes every developing country-year observation for which data is publicly
available from the BEA. We define developing countries as all non-OECD countries as of
1995, plus Mexico and Turkey.’' This results in samples of between ninety-four and
ninety-nine countries, depending on the dependent variable being used. A list of the
countries included in the most expansive model is available in the Appendix. Our data
includes observations from 1997 to 2007, which is determined by availability of BEA data.

All of the FDI figures that the BEA makes available contain a considerable amount of
missing data. Some instances of missing data occur because the amount of money is so
small (between —$500,000 and $500,000) that the BEA does not record it (but notes the
reason for its being missing). In these cases, we replace the missing value with 0. In the
remaining cases, we count missing data as ‘missing’.*?

Our use of panel fixed-effects in a short sample means that the coefficient on USBIT
reflects the impact of the nineteen investment treaties that were ratified by the United
States over the ten-year window and are included in this sample. Relative to the larger
universe of US BITs in force, our estimates are disproportionately reflective of data from
Latin America and under-represent data from Africa. European BITs and Asian BITs are
represented in our sample in rough proportion to their representation in the larger
universe of US BITs. One result of this is that our estimates rely on a sample of BITs with
countries that are, among other things, somewhat richer and more democratic than is true

28 Investments in illiquid assets are likely to beget increases in liquid assets, so a positive relationship
between BITs and non-PPE and Total Assets might be expected. However, investments in illiquid capital
might be financed by reallocating capital away from liquid forms without any new capital actually being
introduced into the foreign affiliate. This would suggest a negative relationship between BITs and non-
PPE and a non-relationship with Total Assets. We do not have a theory to guide our expectations on
these matters.

% We implement these models using the xtscc routine in STATA. See David Hoechle, ‘Robust Standard
Errors for Panel Regressions with Cross-Sectional Dependence’, Stata Journal, 7:3 (2007), 281-312.

39 Nathaniel Beck and Jonathan N. Katz, ‘What to Do (and Not to Do) with Time-Series Cross-
Section Data’, American Political Science Review, 89 (1995), 634-47.

3! In unreported robustness tests we experimented with various definitions of ‘developing country’ that
exclude Mexico and Turkey. The results are nearly identical.

32 Much of this remaining missing data results from the BEA not being able to disclose financial
information for country-year pairings in which a single MNC was operating as doing so would violate
confidentiality.
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of the universe of countries with which the United States has BITs. To the extent that
BITs work better (worse) in richer or more democratic countries, our estimates overstate
(understate) their effectiveness. We do not see any obvious reasons why this sample
should bias us towards or away from finding that BITs are more closely correlated with
investments in fixed capital than other forms of FDI. Nonetheless, we readily point out
the potential threat to external validity presented by this sample.

Independent Variables

Our measure of BITs is taken primarily from UNCTAD and is coded 1 if a country has a
BIT in force with the United States in year ¢ and 0 otherwise. We code countries that have
free trade agreements in force with the United States that include an investment chapter
as having a BIT.

We do not have any theoretical expectations over the time lag through which a BIT is
likely to affect MNC behaviour. On one hand, fixed capital cannot be accumulated
instantaneously, which suggests a lagged effect. On the other hand, US BITs cover pre-
existing investments and, given the delay between the signing of a BIT, its ratification and
entry into force, an impending BIT should be easy for firms to anticipate.®* There may be
little incentive for firms to postpone planned investments in order to wait for the BIT to
come into force officially, suggesting a lead effect. In practice we found that including our
BIT variable at a one-year forward lag provides the best model fit (which we adjudicated
by comparing AIC statistics), though specifications that measure BITs with the United
States at a one-year lag go farther to mitigate reverse causality and are more in keeping
with the extant literature. We report models using the traditional one-year lag of the BIT
variable, the results of which are generally consistent with models estimated using
alternative lag lengths.>*

BITs are clearly not randomly assigned and are almost certainly more likely to arise
between countries that are structurally predisposed to having FDI flowing from one
country to the other, either by virtue of proximity, size, history, commercial relationships
or some other feature. Our use of country fixed effects in combination with time varying
controls such as GDP, GDP per capita and trade flows is likely to reduce the degree of
this endogeneity substantially, particularly over a panel period as short as this. Some
endogeneity may remain to the extent that the timing of BITs’ entry into force in a given
country reflects lobbying by investors who were already planning on future investments.
The BIT and the investment may show up at roughly the same time, but both are being

33 The quickest a BIT with the United States has moved from signing to entry into force is 358 days
(Kyrgyzstan), and the vast majority of BITs enter into force within 2-5 years of signing. Even when
entry into force in the near future is practically assured, the process through which that happens typically
takes several months to a year. A signed US BIT must be transmitted to the US Senate, receive a hearing
in the Committee on Foreign Relations, move back to the Senate for a resolution of advice and
consent to ratification, have its instruments of ratification signed by the president and then wait thirty
days before it enters into force. The US-Honduras BIT, which is typical in this regard, had been ratified
by the Honduran government by 1999 and was submitted to the US Senate for ratification on 23 May
2000. Hearings on the treaty were held on 13 September 2000, and the vote for ratification was taken
on 18 October 2000. The treaty finally entered into force on 11 July 2001. There is occasionally the
additional step of reconciling divergent translations across versions of the treaty ratified in each
country. This process took an additional two years in the case of the US-Jordan BIT. See http://
www.jordanembassyus.org/new/aboutjordan/uj4.shtml.

3% The results of these models are available from the authors on request.
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caused by investors’ otherwise determined intentions. Measuring BITs at a one-year lag
mitigates this endogeneity to some degree, but not entirely.

Ideally, we would address this endogeneity with an instrument that is correlated with BITs
but otherwise unrelated to FDI. Such an instrument would have to vary within countries
over time in order to be effective in our fixed effects specification. We do not have such an
instrument at our disposal and, therefore, do not offer any methodological innovation to
deal with endogeneity beyond what is already available in the extant literature. However, the
basic goal of this empirical exercise — determining whether or not BITs are more relevant for
investments in fixed capital than for other forms of investment — is not greatly undermined
by this form of endogeneity. Even if FDI and BITs are in part jointly determined by
investors’ future intentions, it remains to be seen whether the entangled relationship exists
more strongly between BITs and investments in fixed capital than between BITs and
investments in liquid capital or between BITs and total FDI. While we would naturally
prefer a research design that precisely establishes the direction of causality, the critical point
for our purposes is to establish that the correlation exists differently across different types of
investment and our research design is capable of doing that.

Control Variables

Our models include standard country-level variables and largely mirror those used
elsewhere in the literature. These are: the log of GDP, the log of GDP per capita, host
country trade as a percentage of GDP, host country skill levels (which we proxy with the
tertiary school enrolment share), the log of inflation, the presence of a preferential trade
agreement (PTA) with the United States, the number of veto players (measured using
Henisz’s POLCON dataset) and the level of democracy (taken from the Polity IV
dataset). Unless otherwise noted, all of the data is taken from the World Development
Indicators. As noted, we include year and country fixed effects in all models. Descriptive
statistics for all variables can be found in the appendix.

Results

The results of our models are listed in Table 1. Model 1 uses nTotal Assets as the
dependent variable. The results of Model 1 suggest that the ratification of a BIT is
positively correlated with the total value of assets held in foreign affiliates of US MNCs,
though this correlation is statistically insignificant.

Model 2 uses InPPE as the dependent variable. This is the model where we expected BITs
to have the largest and most statistically significant relationship with MNC behaviour, and
that is indeed what we find. On one hand, the coefficient on USBIT is positive and highly
statistically significant, indicating that investments in fixed capital increase if a BIT has been
ratified. On the other hand, the substantive effect is rather small: moving from 0 to 1 on
USBIT increases the dependent variable by only 5 per cent of a standard deviation. By
comparison, a one standard deviation increase in the log of GDP per capita corresponds to
a 74.4 per cent of a standard deviation increase in the amount of fixed capital in place. The
small effect seems plausible to us, particularly in light of Yackee’s finding that the general
counsels at MNCs are often unfamiliar with BITs. Nonetheless, this is a strikingly smaller
figure than is reported elsewhere in the literature.

3 See Yackee, ‘Do Bilateral Investment Treaties Promote Foreign Direct Investment?’ pp. 407-8.
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TABLE 1 Responsiveness of Various FDI Measures to BIT Ratification

DV Ln total assets InPPE Innon-PPE PPE/Total Assets
Model 1 Model 2 Model 3 Model 4

v Coef se Coef se Coef se Coef se

USBIT 0.126  0.087 0.176  0.038***  (0.062 0.083 0.022 0.010**

InGDPPC 3.171 0.883***  1.859 0.670***  3.612 0.868***  0.061 0.109

InGDP —2.479 1.102 —1.297 0.720%  —2.752 1.064** —0.074 0.095

InTrade/GDP  0.003 0.172 —0.077 0.125 0.038 0.150 —0.029 0.017*

InInflation 0.049 0.025% 0.047 0.017*%*%*  0.037 0.022* 0.010 0.001***

PTA —0.326 0.060*** —0.028 0.077 —0.370 0.050*** —0.002 0.011

Veto Players 0.471 0.166%**  0.168 0.154 0.488 0.173*** —0.017 0.026

Democracy 0.002 0.012 -0.012 0.012 0.003 0.010 —0.001 0.001

Skills 0.016 0.003***  (0.004 0.004 0.019 0.003*** —0.002 0.000%**

Constant 41.708 19.119**  22.588 11.546* 44.499 18.591%** 1.497 1.603

N 775 775 772 650

Country N 99 99 99 94

R’ 0.46 0.23 0.54 0.03

Note: All models estimate with Driscoll-Kraay standard errors. All independent variables
measured at a 1 year lag. All models include country and year fixed effects. Significance levels:
*0.1, **0.05, ***0.01.

Model 3 uses In non-PPE as the dependent variable. Non-PPE naturally captures a lot
of different assets, some of which might be expected to co-vary positively with fixed
capital, others negatively. As noted above, we do not have strong a priori expectations
about its relationship with USBIT. In practice, there is a slightly positive but statistically
insignificant relationship. This could be the result of positive and negative relationships
on different assets cancelling out, or it could be that there really is no impact at all. In the
absence of more finely grained data, it is impossible to say.

Interestingly, the R> of Model 2 is much smaller than the R* in Model 1 and, especially,
than in Model 3. We do not have any strong intuitions for why this is the case. However,
because our model is designed to resemble the modal set of covariates used in the political
science literature on FDI allocation, it appears that what we ‘know’ about FDI pertains
more to the allocation of liquid forms of capital than to the allocation of fixed capital.
Given the centrality of fixed capital investments to political theories of FDI, as well as to
commonly used heuristics of FDI, we find this result somewhat distressing.

Model 4 uses PPE/Total Assets as the dependent variable, which speaks to the fixed
capital intensity of the assets held by the foreign affiliates of US MNCs. The results of
Model 4 suggest an increase in the fixed capital-intensity of US foreign affiliates when a
BIT is in place. This effect is statistically significant and the substantive impact, while still
relatively small, is quite a bit larger than the effect on the amount of fixed capital present
in a country year: moving from 0 to 1 on USBIT corresponds to a increase in nPPE/
TotalAssets of 35 per cent of a standard deviation. The results of Model 4 are the logical
extension of the results in Models 1-3. New investments in fixed capital coupled with
stagnant levels of total investment imply that the FDI stock is becoming more fixed
capital intensive. It may be that pre-existing MNCS are financing new investments in fixed
capital by reallocating assets that would have otherwise been held in a liquid form. It may
also be that new firms that naturally carry larger fixed to liquid capital ratios are entering
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the market. Either would be broadly consistent with our theory, but it is impossible to
know which is occurring with these data.

The control variables are largely in line with previously published fixed effects studies,
though a few interesting findings are worth pointing out. First, the persistently negative
coefficient on /nGDP is surprising, though we note that this appears to be an artefact of the
variable being logged. In unreported robustness checks the coefficient takes on the more
intuitive positive sign in its unlogged form. Also of note, we never find that democracy
impacts FDI in any way.

CONCLUSION

Political institutions of various sorts have been suggested as solutions to the political risk
associated with FDI. These suggestions have a clear prescriptive quality to them: if a
country can manage to get the institutions right, they can expect more FDI, and with it
more and more stable capital inflows, higher employment levels, modernization of
domestic industry and improved skills in the domestic labour force and, consequently,
higher growth rates. The rapid rise in BITs since 1990 suggests that policy makers across
the world have heard this message. BITs carry great promise, but they come at a
significant cost to a host country’s sovereignty. Many policies that the government might
seem to have a natural right to enact, and which may very well serve the public interest,
might nonetheless run foul of a BIT’s various prohibitions and expose the host-state
government to costly litigation. BITs are not a free lunch. It is, therefore, critically
important that we know whether or not BITs actually increase FDI. The extant literature
is decidedly mixed on this question, suggesting little empirical basis on which countries,
particularly developing countries, have been curtailing their own sovereignty.

We have argued that the data commonly used in the literature is poorly suited to test
whether or not BITs increase FDI by mitigating political risk, particularly because they
conflate liquid forms of capital with illiquid forms of capital. Measures of FDI that can
isolate relatively risky investments in fixed capital from relatively less risky investments in
liquid capital are a better conceptual fit and present fewer (though still some) statistical
and inferential problems. The results of our empirical tests suggest that BITs correlate
closely and positively with fixed capital allocation and fixed capital intensity, but much
more weakly with more highly aggregated measures of FDI or measures of FDI that focus
on investments in liquid capital. These findings are in line with our expectations and hew
quite closely to the prevailing theories about political risk.

Our findings with respect to BITs are thought provoking. BITs seem to work, and they
do so in exactly the way they are supposed to: by promoting the sorts of investments that
would otherwise bear political risk. BITs do not seem to have much of an effect on
investments that are not particularly risky, which is also to be expected. In that sense these
findings are something of a victory for theories that relate BITs to FDI. As for BITs
themselves, the results are far more modest given the rather small size of the effect in
substantive terms. All of this said, these results are in no sense the final word on the
matter of BITs’ effects. We have addressed one problem —the poor conceptual fit between
balance of payment measures of FDI and theories of political risk — but introduced
another (external validity, by way of our small sample size) and done very little more than
the extant literature has already done to address endogeneity concerns. Thus, this article
should be seen as an incremental step towards statistically recovering BITs’ true effects.
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We think that this article has a much larger contribution to make to the literature relating
FDI to political risk generally. Using FDI flow and stock data represents one of many
possible ways to measure MNC activity. They may not always be the most conceptually
appropriate way to measure MNC behaviour, particularly for questions pertaining to political
risk. We suggest that they should be used with far more caution and with more discussion of
the potential mismatches between theory and measure than is currently the practice.

APPENDIX TABLE Al

List of Countries Included (Model 1)

Albania Cyprus Lesotho Poland

Algeria Dominican Rep. Libya Qatar

Angola Ecuador Lithuania Romania
Argentina Egypt Macedonia Russia

Armenia El Salvador Madagascar Rwanda
Azerbaijan Equatorial Guinea Malawi Saudi Arabia
Bahrain Estonia Malaysia Senegal
Bangladesh Fiji Mali Singapore

Belarus Gabon Mauritania Slovakia

Benin Gambia Mauritius Slovenia

Bhutan Georgia Mexico South Africa
Bolivia Ghana Moldova Sri Lanka
Botswana Guatemala Mongolia Sudan

Brazil Guyana Morocco Tajikistan

Bulgaria Haiti Mozambique Tanzania

Burkino Faso Honduras Nepal Thailand

Burundi Hungary Nicaragua Togo

Cameroon India Niger Trinidad & Tobago
Central African Rep. Indonesia Nigeria Tunisia

Chile Israel Oman Turkey

China Jordan Pakistan Ukraine

Colombia Kazakhstan Panama Uruguay

Congo (Brazzaville) Kenya Papua New Guinea Venezuela

Congo (Kinshasa) Kuwait Paraguay Yemen

Costa Rica Kyrgyzstan Peru Zambia

Cote d’Ivoire Laos Philippines Zimbabwe

Croatia Latvia

APPENDIX TABLE A2 Descriptive Statistics

Variable Obs Mean Std Dev. Minimum Maximum
InPPE 775 5.230914 3.086636 0 10.3241
USBIT 775 0.3767742 0.4848905 0 1
InGDPPC 775 7.240954 1.23615 4.389747 10.33682
InGDP 775 23.54749 1.864612 19.72901 28.50649
IntradeGDP 775 4.299679 0.4739204 2.768382 5.400004
Ininflation 775 1.941652 1.023447 —2.747926 6.965433
PTA 775 0.0451613 0.2077919 0 1

Veto players 775 0.4366064 0.3002991 0 0.9
Democracy 775 3.498065 6.119582 -10 10

Skills 775 24.5588 19.16271 0.29752 85.9996






