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Political Institutions and the Incidence of FDI in
South Asia
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Abstract

This paper attempts to empirically analyse the potential effect of political institutions
on the inward foreign direct investments (FDIs) in five developing nations from South
Asia, namely, Pakistan, Nepal, India, Bangladesh and Sri Lanka. Making FDI implies
committing resources for a long time in the host economy. Therefore, availability of stable
political institutions is one of the essential foreign location requisites for the multinationals’
operations. Analysing annual aggregate data for years 1970 to 2009 through random
effect panel estimation technique it is found that institutional indicators which count
the most for foreign direct investors in SAARC nations are democratic accountability,
absence of military and religious influences in politics, corruption-free and honest public
office holders, and efficient bureaucracy. The results clearly indicate that changes in
institutional variables do not make a significant positive impact on inward FDIs when
aggregate measures of political institutional efficiency are employed. However, when
these collective measures are disaggregated to a more clearly focused set of factors, their
increased effectiveness significantly leads to additional FDI inflows. These results suggest
that the findings are robust to alternative proxies of institutional strength, but sensitive to
using catch-all composite measures of institutions.
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1. Introduction

The last twenty-five years have witnessed an overall surge of foreign direct invest-
ment (FDI) in developing nations (Shah, 2014). Cold war culmination in 1990, not
only ensued rapid integration of the world economy but also slowing or drying up of
aid flows to the developing world (Essers, 2013). For instance, the development aid
to Sub-Saharan Africa came down from $17 billion in 1990 to $10 billion by 2003
(Asiedu, 2006). According to World Bank, WDI, (2010) for South Asia aid assistance

1 Assistant Professor, Institute of Management Studies, University of Peshawar. Email: shah_mum-
taz@hotmail.com

ARTICLE HISTORY
31 Aug, 16  Submission Received 23 Sep, 16 First Review
12 Oct, 16  Revised Version Received 15 Nov, 16 Second Review

21 Nov, 16  Revised Version Received 5 Dec, 16 Accepted



22 Mumtaz Hussain Shah

was $4.2 billion in 1985 and $5.9 billion in 2001. The decrease in aid flows along
with the dearth of local available funds made it imperative for the developing coun-
tries like the South Asian Association for Regional Cooperation (SAARC) member
economies to lure overseas investors.

The long term commitment of FDI in the host economy makes the incessant
existence of congenial business and commercial environment a necessary requirement.
Any political volatility that may risk the continuity of the optimum multinational
production conditions is abhorred by the investors from abroad (Durnev, Enikolop-
ov, Petrova, & Santarosa, 2015). Therefore, an established civil administrative set-up
promising the steadiness of laws and rules governing the operations of multinationals
is essential for current investors not only to stay but to attract others as well. Moreover,
developed political and legal institutions eradicate corruption and make bureaucracy
liable for their actions which facilitate multinationals to achieve a greater degree of
operational independence to optimally utilise their resources (Campisi & Sottilotta,

2016).

Political volatility may interrupt the prevailing economic, financial and business
practices thus principally distressing overseas investment. Domestic political and civil
chaos might get projected in the direction of foreigners, creating additional snags
for foreign owned firms (Shah & Faiz, 2015). Foreign direct investors will expect
such vulnerabilities to be much lesser in a democratic regime with more egalitarian
orientation, especially if its rhetoric is for enhancing international investment and
multinational presence (Lee, Biglaiser, & Staats, 2014). MNC:s are expected to favour
such regimes as they believe that their assets are shielded from predatory banditry
of dictators. In this perspective the current paper analyses the effectiveness of the
availability of stable political institutions on the investment choice of foreign direct
investors in five developing countries from South Asia.

Constancy of congenial business conditions is likely to compensate for lack of
natural resources (Morisset, 2000). Nonetheless, Nigeria and Angola, despite their
unstable political and economic environments, are two of the most successful coun-
tries to host FDI in the Sub-Saharan Africa. This is because of their comparative
location advantage in oil reserves, which seems to outweigh / compensate for their

institutional instability (Asiedu & Lien, 2011).

In this study through a random effect panel estimation method the effects of
political institutions on FDI in Pakistan, India, Bangladesh, Sri Lanka and Nepal
are investigated. Exploiting annual aggregate inward FDI data for the years 1970 to
2009, it is found that changes in the institutional variables do not exert a significantly
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positive effect on inward FDI when catch-all? collective measures of institutional effi-
ciency are employed in the regressions (Shah, 2011b). However, when these composite
measures are disaggregated into a more clearly focused set of factors, their increased
effectiveness leads to additional FDI inflows (Kapuria-Foreman, 2007). Probably it
is due to the fact that observable institutional variables, such as economic system or
political orientation, are excessively rudimentary to capture the intrigues that help
to shape policies and institutions that affect the business market variables (Baltagi,
Demetriades, & Law, 2009). This makes modelling FDI an arduous task, not only
because so many variables intervene but also because quantifying variables such as
quality of workforce, government institutions, bureaucratic interventions, prevalence
of corruption and competitive economic climate is in general difficult. The analysis
further complicates due to the fact that the optimal level of institutional specific
variables varies from country to country.

The bulk of the research papers quantitatively dealing with the political factors
affecting inward FDI employ a catch-all feature, thus, making it difficult or nearly
impossible to infer the individual influences from it (Li, Liu, & Jiang, 2015). There-
fore, this paper adds to the existing literature by examining a quite extensive array
of indicators for institutional strength such as internal conflicts, external conflicts,
government stability, extent of corruption, military in politics, religion in politics, law
& order, ethnic tensions, democratic accountability and bureaucratic quality derived
from the International Country Risk Guide (ICRG). Majority of these variables gauge
the quality and strength of the current political institutions. However, corruption &
bureaucratic quality deals with transparency and efficiency of the state apparatus.
The results manifest that among them the following indicators are significantly and
positively associated with FDI inflows: Absence of corruption, efficient bureaucracy
and an accountable democratic order that is free of military and religious influences.

The rest of this research paper continues in the following order. The relation-
ship between political institutions with FDI inflows is discussed in section two. The
incorporation of institutions in OLI paradigm is highlighted in section three and
the data and estimation model are discussed in section four. Section five presents’
empirical issues, results and analysis as well as the robustness checks. Section six
concludes the paper.

2. Institutions

Institutions are defined as the humanly devised prevailing regulations that govern
economic, political and social interactions among several players striving for their
own interests and benefits (North, 1991). They provide the members of the society

2. Composite indexes used as a proxy for measuring institutional characteristics



24 Mumtaz Hussain Shah

obeying these regulations with a predictable framework for dealing with one another
(Ali, Fiess, & Macdonald, 2010). According to Rodriguez, Siegel, Hillman, and Eden
(2006), “excluding the role of host institutions from MNC’s overseas activity is like
taking out the ‘national’ out of ‘international” (p. 734). Therefore, based merely on
its relative edge in conventional FDI location factors a country may not be able to
sustain its earlier strength of attracting FDI (Rios-Morales & O’Donovan, 2006) with
growing emphasis over improved efficiency in international production as one of the
major FDI goals (Asiedu, 2004). This requires an actively positive role of the host
government in the form of optimal business policies and political stability.

2.1. Political Institutions & Foreign Direct Investment

Political consistency of democratic regimes generally ensures investors about gov-
ernment’s commitment to credibly assist the functioning of economic entities (Dutta
& Roy, 2011). On the contrary, political volatility can ensue disorder which usually
generates an adverse business climate, eroding the confidence of risk-averse overseas
investors in the host economy’s investment and commercial environment and drive
them away (Quazi, 2007). This makes regime steadiness in the recipient country a
significantly important factor concerning the host location choice for multinational
investment decision.

Recognizing that democracy facilitates social harmony and political stability
(Jensen, 2008b), foreign direct investors shall expect democracies to be less capri-
cious towards their operations (Drury, Krieckhaus, & Lusztig, 2006). Analysing 100
countries over the period 1970-1998, Jensen (2008a) finds that democratic countries
attract 70 percent more FDI than non-democratic countries. Similarly, according to
Li (2009) off the total 564 acts of expropriation around the globe committed between
1960-1986 only 59 took place in democratic countries and remaining 505 occurred
under non-democratic regimes. The host’s level of democracy is measured by the
country scores from Polity IV project. These ratings are widely used in economics,
political sciences, business and international relations research (Alcacer & Ingram,
2008). This measure comprises of two 10 point indexes: a negative one for despotic
characteristics, whilst a positive one for egalitarian qualities. Combining the two
will give an index ranging from -10 for highly autocratic to +10 strongly democratic;
therefore, it is recoded from O to 20, with democratic countries getting better scores.
This also allows for log transformation and makes further interpretation of the results
easier. The polity IV ratings starts at 1800 and are used by Simmons and Hopkins
(2005), Kwok and Tadesse (2006), Woo and Heo (2009), Kucera and Principi (2014),
Garriga (2016) and Slimane, Huchet-Bourdon, and Zitouna (2016).

Popular political involvement encourages participative mentality which as a



Political Institutions and the Incidence of FDI in South Asia 25

consequence leads to elimination of the vested interests and privileges being granted
to a few (Li, 2009). According to Jensen (2008b) firms in Singapore can respond to
proposed legislative changes that may adversely affect their operations through the
Singapore Economic Development Board (SEDB). It serves as an excellent legal formal
institution ensuring that feedback of the business community and their concerns are
addressed before any new legislation.

Political pluralism grants the protection of civil liberties and the extension of
basic freedoms for everyone. These are virtues that engender the belief of individual
prosperity; necessary for inspiring the populace to work, save, and invest - attitudes
that are essential for successful, popular, effective and efficient governments. Overall,
political freedom and civil liberties acts to liberate energies and cultivate entrepre-
neurial and economic conditions conducive for investors and producers. In order to
gauge the extent of personal freedom the country ratings by Freedom House are also
used. The original rating consists of two categories: political rights and civil liberties
each varying from 1 to 7, and their composite, with higher values indicating fewer
rights. They are rescaled in reverse order so that more liberties and free populace are
represented by higher points on a scale of 10. The variable political rights exhibit the
ability of the community to freely take part in the political process, as well as freely
exercising the universal right to vote and contend for any office, civic or public, in-
cluding electing representatives. Civil liberties express the liberty to cultivate opinions,
develop institutions, individual independence and autonomy sans state interference.
The ratings are available since 1972 and the 2010 Freedom House annual report
covers 194 countries. The Freedom house country ratings are empirically employed
by Harms and Ursprung (2002), Adam and Filippaios (2007), Feeny, lamsiraroj, and
McGillivray (2014) and Nagel, Herzer, and Nunnenkamp (2015), among many others’.

The two measures discussed above are considered reasonable and broadly compa-
rable indicators of political freedom, civil liberties and electoral democracy but their
aggregate nature requires the use of more precise and specific measures (Garriga,
2016). Therefore, to further gauge the expected effect of political stability on FDI
inflows, in a comprehensive manner government stability, internal conflicts, external
conflicts, military & religion in politics, law & order, ethnic tensions and democrat-
ic accountability measuring the Political Risk Components from the International
Country Risk Guide (ICRG), are also used*. It is expected that a host country is likely
to receive more FDI the more democratic and liberal it is, theorizing that countries
with high levels of political risk and autocratic regimes will attract less investment, as

3. For details on the methodology, definition, rating etc. visit: http://www.freedomhouse.org.
4. Details on the methodology, definition, rating etc. are available at: http:/fwww.prsgroup.com/wp-con-
tent/uploads/2012/11ficrgmethodology.pdf . The ICRG data is available from 1984 onwards therefore, it

will cause a loss in the total number of observations.
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political instability renders economic and political context unpredictable and makes
a country less attractive for FDI (Godinez & Liu, 2015).

Dictatorial and despotic political cultures lack transparency and the rulers under-
mine the rule of law at personal whims. This destroys economic institutions, cause
public office abuse and increases bureaucratic corruption. On the contrary, a demo-
cratic political culture nurtures open societies with the right governing set of checks
and balances promulgated for limiting vagrant activities of political actors whereby
they are less prone to misuse of public office (Kwok & Tadesse, 2006).

Politicians have to weigh the costs of an illicit act in the presence of a responsive
liberal society, who can remove them (Jensen, 2008a). Therefore, both the level of
public office exploitation and corruption are lower under a democratic order and
it is basically the lack of strong democratic institutions that corruption represents.

Consequently, the following hypotheses are set to answer the research question

H : The presence of superior political institutions does not affect investors’ FDI
choice.

H : The presence of superior political institutions positively affects investors’

FDI choice.

3. Institutions and the FDI Theories

In early eighties theorists started incorporating multinationals into their models of
international trade based on industrial organisation approach, with increasing returns
to scale and imperfect competition. However, theoretical underpinning of FDI is, to
a certain extent, still fragmented, gathering bits and pieces from different fields of
business and economics to elucidate the pattern of multinationals overseas investments
(Driffield & Karoglou, 2016). In the following sub-section, a short preamble for using
Dunning’s Ownership, Location and Internalisation (OLI) paradigm is presented.

3.1. Institutions and the Eclectic OLI Paradigm

Earlier research concerning foreign direct investment flowing to the nations from
the developing world has not addressed the role of political institutions in effecting
overseas investors host location choice (Li & Resnick, 2003). Despite the important
association of host institutions with the long term characteristic of FDI, surprisingly,
the possible influences of strong and vibrant political institutions on FDI in developing
countries is somewhat understudied (Kawai, 2009). However, the increased world-
wide economic integration partly due to intensified global multinational production
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especially in the developing nations (Dunning & Lundan, 2008) have led to a greater
recognition of the significance of institutions in the changing international business
environment (Jensen, 2008b). Therefore, the new found focus on institutions does
not seem unexpected (Gelbuda, Meyer, & Delios, 2008) especially following the two
decades of 1990’s and 2000’s (Ali et al., 2010). Empirical researchers of management,
MNC’s behaviour, international commerce and economics have started incorporat-
ing institutional variables into Dunning’s OLI paradigm in investigating the role of
institutions in influencing investor’s location choice’.

One reason for the earlier neglect may be the inability of the major industrial
organisational FDI theoretical frameworks initiated by Hymer’s in 1960 to incorporate
the volatility of policies in the host FDI country®.

These theories were developed keeping in mind the advanced Western European
or North American countries where multiparty parliamentary democracies prevail in
the political domain and established business ethics are practiced by the multinational
and domestic firms. Incidentally the key industrial organisational FDI theories like
Vernon’s four step product life cycle hypothesis? and Rugman (1986) or Teece (1985)
internalisation theory have limited logical power to explain multinational’s global
production activity in the context of the SAARC countries, where, except for India,
there has been an irregularity of policies due to regime changes between democratic
and dictatorial set ups (Li, 2009). This constant change of governing principals limits
multinationals’ ability to accurately forecast budgetary needs in accordance with pre-
dictable tax schedules and foreseeable future macroeconomic environment (Jensen,
2008a). Consequently, they are unable to mitigate any possible adverse policy shifts.
Due to high sunk costs, FDI is especially vulnerable to any form of policy reversals

(Bénassy-Quéré, Coupet, & Mayer, 2007).

In the sense of institutions these theories were deficient to explain why investors
choose to exploit relevant assets in a particular country and not in another one.
However, because of its dynamism and flexibility Dunning’s eclectic OLI paradigm
can be utilised to explain the availability of better institutions under the broader
context of the location (L) advantages offered by the host economy (Godinez & Liu,
2015). This is also because the eclectic paradigm encompasses a mixture of competing
explanations including Hymer’s industrial organisation approach, Vernon’s trade and
location theory and Teece or Rugman’s transaction cost economics approach and so

5. For details over the OLI paradigm i-e Ownership (O), Location (L) and Internalisation (I) see Dun-
ning (2001, 2003, 2006 and 2009), whereas for incorporating explicitly institutions into it read Dunning
and Lundan (2008).

6. For details see Hymer (1968, 1970, 1976), Hymer and Resnick (1969-1970) and Dunning and
Rugman (1985).

7. For details on Product Life Cycle Hypothesis, see Vernon (1966, 1979, 1994) and Giddy (1978).
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on. For earlier incorporation of institutions into the eclectic OLI paradigm read Li
and Resnick (2003), Asiedu (2004), Cuervo-Cazurra (2006), Rodriguez et al. (2006),
Kawai (2009), Ali et al. (2010), Wilson and Baack (2012), Godinez and Liu (2015)
and Vogiatzoglou and Tsekeris, (2016).

4. Empirical Model and Data

The choice of foreign production location by a multinational is primarily deter-
mined by the best possible combination of MNC’s owned resources and the likely
benefits from the overseas site. The investment climate that the multinationals are
expected to face is directly associated with the host’s quality of political and invest-
ment institutions. The qualitative nature of the institutional specific variables makes
it fairly difficult to establish a standard estimation model. Moreover, in addition to
institutional factors an indefinite mix of conventional location variables influence
multinational’s investment decision. Using the OLI theory and making use of the
demand side elements along with the institutional influences, it is assumed that the
effect of host institutional quality on inward FDI in South Asia from 1970 to 2009
can be estimated by the following general specification:

FDI = f(X,v,Z,) ()

Where FDI is the foreign direct investment from the rest of the world into the
host country j at time period t. X, are the macroeconomic variables representing
the overall attractiveness of country j to foreign direct investors. These include the
size of the host market measured by gross domestic product (GDP) or population,
development level or the state of human capital gauged by gross domestic product
per capita (GDPPC) and openness of the local economy proxied by trade (imports
plus exports of goods and services) as a percentage of GDP all collected from World
Bank World Development Indicators. Y, is the distance of the host from the source
countries. Z, stands for the institutional specific characteristics of the host country.

Implementing the investment function gives the following loglinearized speci-

fication
nEDI = a, + finMarkeiSize , + f InEconomicDevelopment , + B lnOpenness , + B, inDistance,
+ B, Political [ﬂftitulion:// +& B (2)

& shall cover for the omitted variables and is assumed to be normally distributed
with a constant variance and zero mean. The rest of the variables are as explained ear-
lier. In denotes natural logarithm. Log specification has shown the best adjustment to
data in empirical literature (Daude & Stein, 2007). In gravity models log-linearization
reduces the heteroscedasticity in the error term (Habib & Zurawicki, 2002). It is also
preferred because by applying the natural logarithm the overall fit of the model also
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improves in comparison to the linear model (Busse, 2004).

Due to the aggregate nature of the dependent variable it is difficult to determine
the source of the FDI; therefore, the distance variable is computed by taking the
average of the distance between the host country and the leading outward FDI mak-
ing countries in 2008. Including all the economies in distance calculation is useless
because many small nations contribute negligibly to aggregate global outward FDI.
If an economy’s overseas investment for 2008 was more than US $5,000,000,000 it
is included. Consequently, it gives 55 economies with a gross foreign investment of
US $207,386,469,370,844, making 97.088% of 2008 world total outward foreign in-
vestment. These countries do not necessarily invest in South Asia but are the leading
FDI exporters for 2008. The average distance was calculated as follows:

.2 3)

Distance, =
/ 55

Where: DU_ is the distance between each of the source countries i, that is each of
the 55 leading outward FDI making countries in 2008 and the host country j. It is
the population weighted distance between the most populous cities of i and j from
Centre d’Etudes Prospectives et d’Informations Internationales (CEPII).

The average distance provides a standardised distance factor for each of the de-
veloping host South Asian economy with respect to all other countries in the world
or their relative proximity with the world FDI source centres. The logic for including
distance as one of the explanatory variables is that the extent of transportation cost is
directly associated to distance. Consequently, if the nature of FDI is market seeking
horizontal FDI, it will be positively affected by distance as FDI will substitute trade
(Awokuse & Yin, 2010). On the contrary, distance can have a negative effect on FDI
inflows if it is vertical, where FDI and trade complement each other.

However, it needs to be remembered that distance is directly related to transaction
cost in terms of information gathering and awareness of local market conditions.
Market seeking FDI is driven by the size of the domestic market and income level of
the host consumers (Asiedu, 2002) and the comparatively richer countries are opti-
mal locations for market seeking horizontal FDI (Harms & Ursprung, 2002). Due to
the relatively low GDPPC of the sample countries, the increasing distance with FDI
source countries is expected to exert a negative effect on their investment decision in
the developing host economy. Therefore, the nearer a country is to the FDI source
nation the higher shall be the level of FDI inflows. This argument depends on the
significance of transaction costs for FD investors (Shah, 2017). Gravity models pos-
tulates that, FDI between two countries is weakened by the distance between them
(Baltagi, Egger, & Pfaffermayr, 2016).
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Bigger domestic markets of the FDI host nation (Morisset, 2000; Okubo, 2004;
Awokuse & Yin, 2010; Feeny, lamsiraroj, & McGillivray, 2014), its economy being
reasonably developed (Coughlin, Terza, & Arromdee, 1991; Adam & Filippaios,

Table 1: Descriptive Statistics

Name of the Variable Total Ob- | Aver- Standard Smallest Highest Value
servations age Deviation Value
InFDI 197 15.94 5.95 0 24.44
LnPopulation 200 18.18 1.45 16.29 20.87
InGDPPC 200 5.71 0.66 4.29 7.83
InTrade%GDP 200 3.51 0.5426 2.17 4.49
InDistance 200 8.84 0.07 8.72 8.95
Political Rights 191 4.86 2.08 0 1.14
Civil Liberties 191 4.17 1.18 2.86 7.14
PRCL 191 4.51 1.52 1.43 7.14
Democ 200 4.87 3.37 0 9
Autoc 200 2.22 2.99 0 9
PolitylV 200 12.65 6.21 1 19
Government Stability 101 6.62 2.62 1.83 11.08
Democratic Account- 101 3.51 1.51 0 6
ability
Internal Conflict 101 5.81 2.79 0 10.75
External Conflict 101 8.42 2.37 4 12
Corruption 101 2.21 0.95 0 4
Military in Politics 101 2.52 1.67 0 5.75
Religion in Politics 101 2.43 1.11 1 5
Law & Order 101 2.45 1.14 0 4
Ethnic Tensions 101 2.13 1.43 0 5
Bureaucratic Quality 101 1.99 0.83 0 3

2007) and relatively open to foreign investment and encouraging world trade (Busse &
Hefeker, 2007; Dutta & Roy, 2011) shall attract more foreign direct investment. Trade
as a percentage of GDP can also be used to proxy the economic policy preferences of
the host regime (Xing & Wan, 2006) or the extent of the host country integration
with the world economy (Roberts & Almahmood, 2009; Shah, 2011a). Summary of

the basic statistics for all the variables are given as Table 1.
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5. Estimation Issues, Data Analysis and Robustness Checks

The data is arranged in a panel form because of having five countries for 40
years. The Hausman (1978) panel specification test was applied, to decide about the
appropriate panel estimation technique. The following statistics chi’(4) = 3.32 and
Probability > chi? = 0.5061 shows that the null hypothesis cannot be rejected therefore;
the random effect method is used for empirical estimations.

Heteroscedasticity was confirmed by Breusch-Pagan / Cook-Weisberg test with
chi? (1) = 49.14 and Probability > chi? = 0.0000. The Cameron and Trivedi (1990)
information matrix test with chi’ (20) = 41.61, Pvalue = 0.0031 also endorses het-
eroscedasticity. Hence, the robust option was employed with all the estimations to
control for heteroscedasticity.

Table 2: Empirical Estimations Using Aggregate Measures of Institutional Quality

Valuation Tech- Random Effects
nique
Variables | Proxy One Two Three Four Five Six Seven
Size of | Ln POP | 1.6205* | 1.7828* | 1.6181* | 1.7250* | 1.5753* | 1.4130* | 1.4899*
Market (0.4095) | (0.4277) | (0.5837) | (0.4932) | (0.5104) | (0.3859) | (0.4641)

Devel- | Ln GDP-| 3.9274* | 3.6727* | 3.8208* | 3.7322* | 3.9507* | 4.0171* | 3.9898*
opment PC (0.6208) | (0.8289) | (0.9227) | )0.8904) | (0.6759) | (0.6143) | 0.6574)
Level

Open- Ln | 2.4624a | 3.2115* | 2.9437a | 3.09720 | 2.3747¢ | 2.0147¢ | 2.1962¢
ness | rade% | (1.1906) | (1.3896) | (1.3559) | (1.4221) | (1.3953) | (1.2118) | 1.3250)
GDP

Distance | Ln Aver- | -7.8667a | -5.8732¢ | -7.6534 | -6.4308 | -8.156la | -9.2409* | -8.7155*
age (3.8350) | (3.5653) | (5.6729) | (4.0685) | (3.6645) | (2.8781) | (3.2751)
Freedom | Political -0.0905

House Rights (0.1615)
(Freedom | - Civil 0.0964
of the | Liberties (0.4559)
World) | prey 0.0567
(0.2277)
Polity IV | Democ 0.0224
(0.1057)
Autoc 0.1241
(0.1282)
D&A 0.0354
(0.0596)
R-Squared 44.57% | 45.59% | 45.54% | 45.53% | 44.59% | 44.81% | 44.66%
No of Observations 197 191 191 191 197 197 197

Standard errors robust to heteroscedasticity are stated in parenthesis under the coefficient values.

* symbolizes significance at one percent, o at five percent and ¢ at ten percent.
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Models one to seven in Table 2 are in line with the established empirical results
vis-avis multinationals fondness for the host country’s large market size, their level
of development and degree of openness. It also indicates their aversion for distant
hosts. Openness, economic development and market size all have significantly posi-
tive coefficients and that for the average distance from the leading FDI exporters is
significantly negative.

The coefficient for the distance variable was predicted to be dependent on the
type of FDI. Distance increase the appeal for horizontal FDI to reduce trade costs
but it also increases the organization and management costs. Similarly, the supply
cost of raw materials and transport cost of finished goods in case of vertical FDI is
directly proportional to distance. Likewise, openness may deter horizontal investors
seeking market access but favours the vertical ones who require import of raw materials
and export of finished goods. The positive sign for openness and negative one for
distance collectively indicates the prevalence of vertical direct investment in South
Asia. It was expected and seems natural given the relatively low GDPPC of all the
five host countries which portrays labour wages and public purchasing power along
with a country’s overall development level.

The proxies for institutions from Freedom House and Polity IV are insignificant
with the expected signs. Harms and Ursprung (2002) found a significant effect of
political rights and civil liberties on FDI inflows. Their insignificance over here may
be due to the aggregate nature of these proxies which makes them exceedingly loose-
ly related to the phenomenon that affect the business market variables. Therefore,
to further explore the effect of political institutions on FDI inflows the individual
ratings for the indicators from ICRG are employed one by one, and the results are
presented in Table 3.

Realising the fact that most of the variables measuring institutional factors have
typically high correlation between them (Bénassy-Quéré et al., 2007) therefore, the
ICRG measures are used one at time with the traditional FDI location determinants
to avoid the possibility of multicollinearity (Biswas, 2002; Busse & Hefeker, 2007).
In model one, two and six of Table 3 it can be seen that law & order, ethnic tensions
and government stability are insignificant. Nonetheless, steadiness of rules and regu-
lations governing local and multinational firms is imperative as frequent government
changes may cause short term regulatory vacuity which is abhorred by the foreign
as well as local enterprise. Therefore, the possibility that it will have some ancillary
positive effect cannot be ignored (Daude & Stein, 2007). It can be seen by comparing
the R square from Table 2 and Table 3 that the model’s descriptive power straight-
away increases from 45% to 64% when the ICRG measures are utilised instead of
the composite country ratings.
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In model 3 it is clearly visible with the significant coefficient that higher dem-
ocratic accountability induces additional inward FDI. This is expected because it
makes politicians liable for their actions and enhances transparency in the state
apparatus which is likely to foster a healthy economic environment that is not only
ready to attract more FDI inflow, but also prepared to nurture the policy ingredients
necessary for free market competition. It is also in accordance with Barro (2013) that
fewer political rights negatively effects per capita growth. Which will decrease expected
return on FDI, thus discouraging overseas investors.

However, Quazi (2007) on the contrary found that in democracies domestic
firms by influencing politicians and bureaucrats make the business environment
non-friendly for investors from abroad and China receives more FDI because it has
a one party, iron fist, autocratic regime that though repressive of personal rights and
individual liberties is very conducive for the interests and objectives of multinationals.

In model 8 and 10, the effect of corruption and bureaucratic quality on foreign
investment is gauged. Both of them significantly influence investors from abroad.
Analysing the results of model 3, 8 & 10 together it can be said that greater democratic
accountability will force the governing regimes to keep a check on the bureaucracy and
the extent and different forms/types of corruption. This is expected because democracy
enjoys broad domestic support and due to public scrutiny they shall be less corrupt.

Model 7 and 9 confirms, that other things equal, the lesser is the role of military
and religion in political set up of a host economy the greater is the inflow of overseas
direct investment. Internal and external conflicts, law & order and ethnic tensions
also have the anticipated effect, but while the signs are as expected, the variables
generally do not reach conventional levels of significance.

The consistent significant negative coefficient for the distance variable validates
that in the SAARC countries the additional monitoring costs of operating overseas
affiliates that are directly associated with increasing distance outweigh the spatial
trade (transport) cost.

Contrasting with Table 2, on the whole, a number of the disaggregated institution-
al variables are significant. The results for the disaggregated measures of institutional
quality in Table 3 also indicate that the hypothesized relationship of a significant
positive effect of political institutions on FDI inflows does hold.

The empirical results in Table 3 principally confirm and constitute quite persuasive
evidence that in addition to structural variables such as development level, distance
from the source, host market size and its degree of openness the presence and health
of governing institutions are also important factors influencing FDI possibility.
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This is very much in accordance with the findings of Godinez and Liu (2015)
that political instability significantly depresses and drives away FD investors. On the
contrary, Biswas (2002) found a significant negative effect of democratic regime du-
ration on FDI inflows from US in 44 countries, terming it “demoscelarosis” where
a small interest group influences the decisions of democratic regimes for short term
benefits. Similarly, Argentine experienced a military takeover in 1976 and received

more FDI afterwards (Busse, 2004).

The results estimated so far suggest that better business environment in the host
country, freer and large domestic market, absence of corruption, non-interference of
military and religion in state affairs boost FDI inflows, while institutional dis-func-
tioning and non-credible bureaucracy causes the contrary.

The disparity in the findings of Busse (2004) and the current paper may partly be
due to the fact that the outward FDI from the developing countries has also increased
manifold in the last few years, reaching over $ 100 billion by 2005 (Sumner, 2008). It’s
plausible to expect that investors from OECD and developing countries are looking
for different types of market characteristics and consequently, are paying attention
to different set of policies and institutions in the host nation (Woo & Heo, 2009;
Godinez & Liu, 2015). Mathews (2006) puts outward FDI of developing countries at
more than 10% of world total outward FDI. According to Gao (2005) even in China
70% of FDI inflows are from developing countries.

While largely the results are consistent with the current FDI literature, still, this
finding needs further attention and investigation by the contemporary researches
analysing FDI inflows in the developing countries.

6. Conclusion

This paper analysed the effect of host nation political institutions in South Asia
on foreign direct investment from the rest of the world. The empirical results of the
paper are robust to alternative proxies for the institutional variables but not to catch-
all aggregate proxies of institutions. However, the traditional FDI determinants such
as market size, development level/human capital, distance and openness of the host
economy sustain their robustness.

Changing a country’s image is time consuming especially when the subsequent
regimes have a long tradition of adopting new texts that are seldom translated into tan-
gible state action. Therefore, penchant for democratization and subjecting government
to greater scrutiny and accountability from a broader segment of the general public
will limit the abuse of public office ensuing transparency and efficiency in bureaucracy
and engender free market competition in the economy that is conducive for equal
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investment opportunities for all, and which in turn can attract more FDI inflows.

When compared with the other regions like ASEAN, Latin America, CEEC
or even the MENA countries, the amount of research on FDI in SAARC countries
is limited. This paper is part of the initial efforts to analyse the inflow of FDI into
SAARC and especially Pakistan, Nepal and Sri Lanka from the perspective of political
institutional characteristics of the host economies. The divergence of results from
the aggregate and the detailed ICRG data set indicates that some of the institutional
determinants of inward FDI previously established for developed and developing
countries as the target recipients of FDI do not necessarily hold for the SAARC
countries namely: Bangladesh, India, Nepal, Pakistan and Sri Lanka.

The limitations of the study are acknowledged and it is expected that availability
of micro level data over time shall certainly be of help to clear some of the muddy
waters. My findings set forth some potential agenda for future research. For instance,
an industry level analysis may provide insight over a possible variation in effects of
institutional variables across industries. While it is evident from this paper that disag-
gregation of institutional variables yields conflicting results than aggregation, whether
the former helps in ascertaining variation in optimal strength of FDI in South Asia
linked to source countries, types of FDI and even type of firms rests open for future
investigation.
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