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Abstract

We build our analysis on the emerging literature examining the effect
of foreign investment on institutional quality. While recent studies find
ambiguous results for a relationship between FDI inflow and institutional
development we argue that the institutional arrangement on the interna-
tional level has to be taken into account when analyzing the effects of
foreign investment on local institutions. International investment law in
form of International Investment Agreements (IIAs) has the potential to
shape the local institutional environment by influencing the behavior of
investors and governments. We empirically examine the proposition that
the impact of foreign investment on a country’s institutions depends on
the existence and extend of an IIA. In particular, we estimate the effect
of bilateral FDI inflow on the institutional distance between home and
host country given a certain degree of foreign investment protection un-
der an ITA. For this purpose, we develop an index measuring the degree
of investment protection of 645 IIAs. Our results suggest that bilateral
FDI flows decrease the institutional distance between countries when the
investment protection by an IIA is low while it increases the institutional
distance when investment protection is high.

*WHU - Otto Beisheim School of Management, Chair of Macroeconomics and International
Economics, Burgplatz 2, 56179 Vallendar, Germany



1 Introduction

Does an International Investment Agreement (ITA) influence a country’s local
institutions? An ITA is designed to protect foreign investment in the host coun-
try’s institutional setting. Thereby, an ITA is a possibility for the host country to
provide a reliable commitment to protect foreign investors from expropriation
and provide them with secure property rights. Bilateral Investment Treaties
(BITs) are the predominant form of ITAs and the most common instrument of
international investment protection since the late 1950s, when Germany and
Pakistan signed the world’s first investment agreement (Yackee, 2008). Since
then the number of BITs has constantly increased and reached a total of 2,924
globally in 2016 (United Nations Committee on Trade and Development, 2016).
Over the years, investment protection in a multilateral setting, for example
investment protection clauses in Regional Trade Agreements (RTAs) and Pref-
erential Trade Agreements (PTAs), has become increasingly popular. In 2016
the United Nations Committee on Trade and Development (UNCTAD) lists 359
IIAs apart from BIT.

By construction, an ITA differentiates between foreign and domestic in-
vestors. This paper argues that a discrimination of domestic investment vs.
foreign investment interacts with the effect of investment on local institutions.
An ITA disincentivizes governments to improve local legislation and foreign in-
vestors to urge for legislation that generates a favorable institutional environ-
ment. The literature on ITAs, FDI and institutions has so far mainly focused on
two aspects: The effect institutions have on the ability of countries to attract
and reap the benefits of FDI and the role ITAs play in substituting or comple-
menting local institutions. Only recently studies have begun to acknowledge
the bidirectional relationship between local institutions and FDI. These stud-
ies examine the effect of FDI on host country institutions and stress the impact
multinational enterprises and investors have on political processes. For instance,
Mijiyawa (2014) analyzes the effect of FDI inflow on the willingness of govern-
ments to conduct property rights reform. He argues that FDI inflows have a
positive effect on such reforms and constitute an exogenous shock that changes
the political status quo as foreign investment empowers local entrepreneurs and
enhances their negotiating power when demanding economic reform. However,
the results suggest that FDI has a initially negative effect on the propensity
of governments to conduct property rights reform. Only when controlling for
the level of constrains on the executive, i.e. the system of rules that is limiting
the power of the government such that local entrepreneurs can benefit from the
opportunities that FDI offers, the effects turn positive. Another recent study
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concludes that “the institutional development effects of bilateral FDI flows from
developed to developing countries as well as those from developing to other de-
veloping countries are not significant” (Demir, 2016, p.353). However, neither
the literature on the effects of ITAs on foreign investment nor the literature on
FDI and institutions takes into account the effect that the existence of an ITA
exerts on foreign investors willingness to push for legal reforms and on govern-
ments to provide a favorable institutional environment. A exception is a study
by Mazumder (2015), which explains the relationship between BITs and the
length of political tenures by the influence of BITs on local institutions. The di-
rect link between ITAs and local institutions, however, remains unexplored. We
try to shed light on the role ITAs play in shaping a host countries institutions
by empirically examining the proposition that the impact of foreign investment
on a country’s local institutions depends on the existence and extend of an ITA.
More specifically, this paper estimates the effect of bilateral FDI inflow on the
institutional distance between host and home country, i.e the gap between the
home and host country’s institutional quality, given a certain level of foreign
investment protection under an ITA.

While on first sight the content of ITAs may look very similar a closer look
reveals considerable differences. Thus, treating all ITAs uniformly, regardless of
the actual protective effect of their provisions, might neglect important features
of international investment law. The literature argues that international dispute
settlement clauses are a crucial component of ITAs as they provide a way to
sanction deviating behavior, determine the credibility of legal promises and
allow investors to enforce their rights independent of the local level of rule
of law (Allee and Peinhardt, 2010, Berger et al., 2013, Yackee, 2008). Based
on this argumentation the analysis takes the degree to which ITAs allow for
international dispute settlement as an indicator for the intensity of investment
protection under an ITA. International dispute settlement constitutes the most
distinguish feature of ITAs discriminating between local and foreign investment.
While foreign investors have access to international dispute settlement local
investors have to relay on the local judiciary. We classify ITAs regarding the
degree to which they allow for access to international arbitration where foreign
investors can enforce their rights independent of the host country’s legal system.

The paper proceeds as follows. Section 2 presents theoretical arguments
for a relationship between ITAs, FDI and local institutions. Section 3 gives an
overview of the existing investment protection provisions in ITAs and develops
a classification. Section 4 outlines the econometric estimation strategy while
Section 5 describes the data. Section 6 presents the empirical results. Section

7 tests the robustness of the results while Section 8 concludes.



2 International Investment Agreements and

Local Investment Protection

Local authorities and their legislative behavior is influenced by multinational
enterprises and foreign investors. Early research goes back to Poynter (1985)
who analyzes strategical behavior of multinational firms towards host country
governments. Newer research has shown that foreign firms indeed influence the
policies of host country governments. For example, Libman (2006) examines
government-business relations in Russia, Kazakhstan and Ukraine and concludes
that foreign firms had a considerable impact on institutional reforms during the
transition process from a centrally planned to a market economy. In an analysis
on the effect of FDI on institutions in China, Long et al. (2015) show that foreign
investors behave strategically to affect local legislation. Ali et al. (2011) examine
data for 70 developing countries between 1981 and 2005 and find a positive and
significant relationship between FDI and property rights. These studies support
the view that foreign investment has an effect on local institutions by influencing
the political process. Three main theoretical arguments can be found in the
literature on FDI that back-up the proposition that investment activities affect
local institutions.

First, foreign investment has the potential to alter the political situation
in a country by empowering local entrepreneurs vis-a-vis the ruling elite. For
example, Mijiyawa (2014) argues that in many developing countries low legal
protection enables a small elite to extract economic rents from the majority
of entrepreneurs and investors. This can change to some extent when signif-
icant FDI inflows occur. FDI inflow can improve the political power of local
entrepreneurs who wish to change the status quo and to reform legislation. For
instance, FDI can improve the economic power of local firms through a posi-
tive effect on productivity. Such economic benefits give local firms a stronger
bargaining power when demanding better legislation and investment protec-
tion. In addition, FDI inflows lead to spill-over effects which provide local firms
with know-how on regulatory issues, knowledge on how to effectively lobby for
economic reform and on how to represent their interests.

Second, given the investors’ long-term interest involved in FDI, foreign in-
vestors have an incentive to push for economic reforms which secure their in-
vestment when faced with poor institutional quality. Compared to domestic
firms, multinational enterprises have more resources, experience and know-how
which they can use to influence local legislation. Following Ali et al. (2011),
this mechanism can be described as the “demand linkage” for better local in-
stitutions. In this process IIAs can play an important role. This is the case

because of the different treatment of foreign investors vs. local investors un-



der an ITA. For example, while foreign firms have access to independent courts
through a international dispute settlement mechanism, host country firms have
to relay on the quality of the local judiciary. This differentiation lowers the
interest of foreign investors to push for legal reform as they already enjoy more
favorable investment conditions, property right protection, and access to inde-
pendent courts. In a situation in which foreign investment is protected under
an ITA, investors do not see the need to advocate general reforms that would
improve the institutional environment for foreign as well as domestic firms. If
their investment is protected under international law the incentives for investors
to lobby for local reform is limited. This effect weakens the positive influence
of FDI on the institutional quality of the host country.

Third, next to the demand linkage for better institutions, FDI and institu-
tions are linked by the incentives for governments to “supply” a better institu-
tional environment. A comprehensive stream of literature has thoroughly inves-
tigated the effects of FDI on a host country’s economy. Most studies associate
FDI inflow with positive effects, like knowledge spill-overs, transfer of technol-
ogy, acquisition of management know-how, and job creation. In addition, FDI
provides benefits to local authorities which go beyond the direct effects on the
economy. Foreign investment generates tax revenues or might lead to favorable
treatment of regional authorities by the central government when distributing
common resources (Dang, 2013). The increased awareness of potential positive
effects of FDI has created a shift of FDI policy towards measures intended to
attract FDI. This has also increased the international competition for foreign
investment (United Nations Committee on Trade and Development, 2004). Dif-
ferent effects on government policies can result from such competition. On the
one hand, increased competition has raised the concern that governments will
engage in a “race to the bottom”, lowering environmental and labor standards
in order to attract foreign investment (Oman, 2000). On the other hand, such
competition can also create incentives for countries to improve their institu-
tional environment in order to attract FDI, for example by strengthening prop-
erty right legislation and fighting corruption. In other words, countries might
compete for foreign investment by providing a better institutional environment.
This raises the question how IIAs interact with this effect. Given the legal
protection of foreign investment provided by an ITA, host country governments
face a situation in which competing for FDI through better domestic institutions
does not work. For instance, if property rights are already secured on an inter-
national level better legislation on the national level cannot attract more FDI.
Likewiese, when the enforcement of contracts depends on independent dispute
settlement instead on bribing a local judge, the government’s incentive to fight

corruption in order to attract foreign investors is limited.



The three arguments outlined here imply an interesting interaction of FDI
and ITAs on the changes in the institutional quality of the host country. While
FDI per se can be expected to improve the quality of institutions, IIAs may
limit this positive effect. In other words, an IIA may reduce the FDI effects on
domestic institutions. However, there is hardly any evidence of the described
interactions between ITAs and FDI. Our paper aims to provide a contribution

that helps to close this gap.

3 Classification of Investment Agreements

In this section, we develop a measure for the protection intensity of an ITA that
can later be used to test the hypothesis that international investment protection
indeed dampens the effect of FDI on local institutions. Before describing this
measure we consider the structure of ITAs and their role in foreign investment.

All IIAs have several elements in common. The preamble does not include
explicit legal provisions but it contains information about the intentions and
objectives behind the agreements. For instance, while in older BITs the con-
tracting parties only express their mutual will to intensify economic cooperation
and to create favorable investment conditions more recent agreements also con-
tain references to environmental and labor standards (Perkams, 2011). In most
agreements paragraphs follow which contain legal definitions of key terms. In-
vestment is usually defined as “every kind of asset” and refers to a broader
concept including portfolio and direct investment. Moreover, most agreements
include National Treatment clauses (NT) which stipulate that foreign investors
have to be treated “no less favorable” than domestic investors. Kuijper et al.
(2014) note that in practice this does not necessarily imply an equal treatment
of foreign and domestic investors. Foreign investment might be treated differ-
ently as long as the government creates no disadvantages for the foreign investor.
While NT defines the treatment of foreign investors in comparison with national
investors Most-Favoured-Nation treatment (MFN) defines the standard of treat-
ment in comparison to other foreign investors. MFN treatment requires the host
country to treat all foreign investors equally. Thereby, MFN provisions create
a equal stand for all foreign investors and ensure that the rights one foreign
investor enjoys are also granted to all other foreign investors. Furthermore, an
important part of IIAs is given by their provision on expropriation of foreign
investment. In most cases expropriation is considered to be legal if it is con-
ducted under certain conditions outlined in the ITA. Those conditions require
that a expropriation has to be non-discriminatory, legitimated by a public in-

terest, and followed by a compensation (Sasse, 2011).! Important differences

1 According to the “Hull formula” compensation has to follow within a reasonable time,



in ITAs exist in the scope of their application with regard to the pre- and post-
establishment phase. Investment protection in ITAs is usually only granted for
the post-establishment phase, i.e. the time after an investment has be estab-
lished. Some ITAs, however, extend the scope of its provisions to the time before
the investment is realized (pre-establishment phase). The idea behind a greater
scope of application is less based on consideration on investment protection,
the extention to the pre-establishment phase is rather a tool for investment
liberalization and facilitates the access of investment to the host country.

An essential part of IIAs are their provision on international dispute settle-
ment. Investor-state dispute settlement provisions entitle an investor to take
legal action against host country authorities in courts independent from the lo-
cal judiciary (Biithe and Milner, 2008). Allee and Peinhardt (2010) claim that
investor-state dispute settlement clauses provide the pivotal legal characteristic
of ITAs as they constitute an enforcement mechanism on which the credibility of
all legal instruments, included in ITAs, depend. An ITA which allows for interna-
tional dispute settlement provides a mechanism that obliges governments not to
pursue discriminatory or discretionary acts against foreign investors. The func-
tions that IIAs serve, like providing protection against expropriation, crucially
depend on the strength of provisions regarding international dispute settlement
(Berger et al., 2013). In the development of a measure of investment protection
in ITAs we thus focus on the provisions on international dispute settlement. T'wo
arguments can be raised to justify this approach: First, international dispute
settlement allows investors to enforce their rights independent of the local level
of rule of law. Second, investment dispute arbitration on independent interna-
tional courts provides a credible commitment for host country governments not
to violate investor rights as the loss of reputation, when found guilty of violating
a treaty, is visible for other international investors. Thus, it can be argued that
IIAs that grant extensive access to independent international courts provide a
higher degree of protection intensity compared to agreements with weak inter-
national dispute settlement provisions. Following this argument, the extent to
which investors have an incentive to push for general reforms in the field of
property rights and contract enforcement depends on the existence and extend
of an ITA’s dispute settlement provision.

In order to classify ITAs we take into account the differences between pro-
visions which concern the settlement of disputes between states and provisions
which concern the settlement of disputes between an investor and a state. State-
state dispute settlement provisions provide only an indirect form for investors

to defend their interests as they cannot directly sue host country authorities.

consist of an adequate amount (often related to the market value of the investment), and has
to be paid in directly convertible currency.



However, in some cases states might act on behalf of investors and their interests
might be represent through home state officials offering diplomatic protection
(Sasse, 2011). By contrast, investor-state dispute settlement allow investors
to take direct legal action against governments when contract violations occur.
With respect to the investor-state dispute settlement we can further differentiate
between arbitration conducted by formal international institutions and ad hoc
arbitration (Lesher and Miroudot, 2006). Dispute settlement by formal interna-
tional institutions describes a standing dispute settlement mechanism, such as
the International Centre for the Settlement of Investment Disputes (ICSID) or
the Court of Arbitration of the International Chamber of Commerce (ICC) that
provide assistance in the arbitration process and a set of rules to proceed arbi-
tration. In contrast, ad hoc arbitration is characterized by an process in which
investors and states have to agree, on a case by case basis, on all modalities,
including the judges and the procedure of the arbitration, themselves (Zhang
and Uva, 2015). It can be argued that treaties with an ad hoc dispute settle-
ment have a weaker protection intensity then treaties which allow for dispute
settlement by an international institution.

Similar to the methodology by Lesher and Miroudot (2006), who develop an
index of the protection intensity of RTAs, we create a variable for the depth and
extent of dispute settlement provisions in IIAs. Our measure ranges from 0 to
4.5 with a higher value indicating a higher protection intensity. The score is ob-
tained by the sum of the different number of provisions in an ITA. For example,
agreements which include both state-state and investor-state dispute settlement
get higher values than agreements only including state-state dispute settlement.
Also, treaties which include binding state-state dispute settlement are weighted
stronger as treaties with non-binding state-state dispute settlement. Agree-
ments which stipulate investor-state dispute settlement by international insti-
tutions take higher values compared to agreements with ad hoc investor-state
dispute settlement. We assign points to the investment provisions by coding
them on a zero-to-one scale (where 1 indicates the presence of a provision and
0 its absence). As an exception, agreements with ad hoc investor-state dispute
settlement have been weighted by 0.5 in order to indicate their relatively lower
protection intensity compared to investor-state dispute settlement by interna-
tional institutions. The score of the index is the sum of the points assigned as

follows:

e 1 if the countries involved in bilateral FDI have singed a BIT or are mem-

ber countries of another form of ITA, 0 if they are not,

e 1 if the countries involved in bilateral FDI have signed a BIT or are mem-

ber of another form of ITA which allow for a state-state dispute settlement,



0 if not,

e 1 if the countries involved in bilateral FDI have signed a BIT or are mem-
ber of another form of ITA which allow for a state-state dispute settlement
which is binding, 0 if not,

e 1 if the countries involved in bilateral FDI have signed a BIT or are mem-
ber of another form of ITA and the treaty allows for an investor-state

dispute settlement by a standing body, 0 if not,

e 0.5 if the countries involved in bilateral FDI have signed a BIT or are
member of another form of ITA and the treaty allows for an investor-state

dispute settlement in form of ad hoc dispute settlement, 0 if not.

We consider 645 ITAs in force between 2001 and 2012. On average the
FDI flows under coded ITAs account for three quarter of the world’s total FDI
flows, ranging from a minimum of about 50% in 2012 to a maximum of 88%
in 2011. The treaty text of the agreements in English and German has been
retrieved from the International Investment Agreement Navigator maintained
by UNCTAD (United Nations Committee on Trade and Development, 2016).
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Figure 1: Number of coded ITAs for different ITA index scores

Figure 1 shows the number of IIAs for a particular ITA index score. More
than half of the ITAs have a index score higher or equal to 4. While most
of the ITAs have a index score of 4.5 only six IIAs have a score between 1.5
and 2.5. Table 1 gives an overview of the provisions include in the analyzed
ITAs. All agreements analyzed include provisions regarding a state-state dis-
pute settlement. State-state dispute settlement is in general conducted by ad
hoc arbitration tribunals consisting of arbitrators from host and home countries
which establish their own rules of procedure and decide by a majority of votes.
In most cases those tribunals are headed by a chairman from a third nation on

which the arbitrators have to agree mutually. Provisions on state-state dispute



Table 1: Dispute settlement provisions in coded ITAs

Total number of ITA coded 645
ITA includes state-state dispute settlement 645
ITA includes non-binding state-state dispute-settlement 12

ITA includes binding state-state dispute settlement 633

IIA includes investor-state dispute settlement 618

ITA includes ad hoc investor-state dispute settlement and investor-state

dispute settlement by international institutions 298
ITIA includes ad hoc investor-state dispute settlement 481
ITA includes investor-state dispute settlement by a standing body 437
IIA includes state-state dispute settlement and investor-state dispute settlement 615

settlement further specify the time in which arbitrators have to be appointed
and disputes have to be submitted. 633 agreements explicitly mention that the
decisions taken by the tribunal are binding. In 12 agreements such an explicit
statement is missing. In addition to an state-state dispute settlement, 618 out
of the 645 treaties include provisions on investor-state disputes which allow in-
vestors to peruse their claims directly. 481 ITAs only allow for an ad hoc dispute
settlement in investor-state disputes, generally under the rules of the United Na-
tions Commission on International Trade Law (UNCITRAL) or the Convention
on the Settlement of Investment Disputes between States and Nationals of other
States (“Washington Convention”). Dispute settlement by a standing body, i.e.
an international institution, is possible under 437 agreements. In order to be
coded as such an agreement a reference to a standing body has been required.
Such permanent arbitration generally refers to the International Centre for the
Settlement of Investment Disputes (ICSID), the Court of Arbitration of the
International Chamber of Commerce (ICC) or the Arbitration Institute of the
Stockholm Chamber of Commerce. 298 agreements allow for both, ad hoc ar-
bitration and arbitration by an international institution, many of them at the

option of the investor.

4 Estimation Strategy

To examine the effect of FDI inflows on institutions conditional on ITAs we esti-
mate the following benchmark model using a Generalized Method of Moments
(GMM) estimator:

INS;ji = Bo+ b1 FDIj + BolIA;jy + BsFDIjy - ITA;ji + 1/ X + €550 (1)

The relationship between FDI and institutions is likely to be bidirectional and

suffers from endogeneity. Indeed, the relation between FDI and institutions has



long been though of to be and studied in the opposite direction.? We try to
limit the problem of endogeneity by using lagged right-hand side variables as
instruments for the explanatory variables, which are all assumed to be endoge-
nous. The validity of the instruments is tested by using the Hansen test for
overidentifying restrictions.

We define the dependent variable as the institutional distance between coun-

try 4 and country j and calculate it as follows:
INS;ji = |INS;; — INSjol. (2)

INS;; is the institutional quality index of the host country ¢ at time ¢ while
INS;o describes the institutional development index of the home country j in
a base year. We take as a base year the first year for which an observation of
the institutional index for the respective country is available. A more common
approach would be to take the absolute difference between country ¢ and j for
both countries at time ¢ (see for example Demir (2016)). However, in case a
closing institutional gap is observed this would not allow as to conclude that
an improvement of institutions took place in the host country. Negative coef-
ficients of the independent variables would simply indicate a closing effect on
the institutional gap while positive estimated effects would indicate a widening
institutional gap. To unambiguous identify improving institutions in the home
country we consider the effect of FDI inflow on the institutional distance be-
tween country 4 at time ¢ and country j in a base year. This approach holds the
level of institutional quality of country j constant and thus allows to control for
different initial levels of institutions in the home country while at the same time
a closing institutional gap can be interpreted as an institutional improvement
in the host country.

F DI, ;+ denotes real FDI flow from country j to country 7 in year ¢ and is ex-
pressed as the share of the real GDP of country ¢. The use of bilateral FDI over
aggregated FDI flows is preferred because it can be argued that the incentives
for investors to urge for better legislation only affect countries directly involved
in the signature of an IIA and only interferes with the incentives of investors
from country j and not with the incentives for investors from third countries.
ITA;j;; is the measure for the degree of investment protection of an IIA devel-
oped in Section 3. FDI;j - 11A;;; represents an interaction term of FDI and
the ITA index. Hence, while the coeflicient on F'DI; j; measures the direct effect
of FDI on the institutional distance, the coefficient on the term FDI;;, - ITA; ;4

allows to examine the effect of FDI inflow on the endogenous variable depen-

2For instance, Li and Resnick (2003) and Jakobsen and De Soysa (2006) analyze how
democratic institutions affect FDI inflow to developing countries.

10



dent on the level of ITA protection. X is a vector of control variables. We use
the logarithm of real per capita GDP of country ¢ and j to control for income
effects as the gap in local institutional quality might depend on the income level
of the countries involved in FDI. Real GDP growth of the host country and the
home country is included to control for the effect on institutions in fast growing
compared to more stagnant economies. The (log) total population of country
i and j is included following the reasoning of Alesina and La Ferrara (2005)
and Acemoglu et al. (2012) who argue that more populous countries are more
likely to have a higher ethnical and social fragmentation which makes insti-
tutional development more difficult. Kazianga et al. (2014) provide additional
arguments to include population as a control variable. However, they claim that
scale effects in more populous countries give incentives for the development of
better institutions. The (log) distance between country i and j (dist_geo,) is
used to proxy for spill-over effects on institutions which might arise between
host and home country involved in bilateral FDI. Bahar et al. (2014) also argue
that geographical barriers hamper spill-overs on institutions and the diffusion
of knowledge on institutional changes in other parts of the world. Following a
similar reasoning we also use a dummy variable, that equals 1 if host and home
country are neighboring countries (conitg) and 0 otherwise. Furthermore, we
use standard control variables to account for special country characteristics. We
employ a dummy that takes the value of 1 if the host country is landlocked and
0 otherwise (landlocked), again following the argument of Bahar et al. (2014)
that landlocked countries are less prone to institutional spill-overs from other
countries. The effects from shared cultural similarity between country ¢ and j
and a common colonial past is modeled by three dummy variables, capturing a
common official language of the two countries (commlang_off), a common colo-
nizer after 1945 (comeol) and a colonial relationship between the two countries
(colony). An additional dummy controls for a colonial relationship after 1945
(col45). Finally, a dummy is used to reflect a situation in which the two coun-
tries formed one single country in recent history (smctry). €;;; represents the

error term varying over the time and countries.

5 Data

The dataset is structured as country pairs over years with overall 29,601 country-
pair-year observations from 4,224 country pairs. The analysis includes 126 host
and 129 home countries for the years between 2001 and 2012. 17,508 observa-

tions have a developed country as a host and 12,093 a developing country.®> A

3Following the World Bank definition on income groups we define developed countries as
“high-income countries” with gross national income per capita of $12,476 or more in 2015 and
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full list of host countries can be found in Table Al in the Appendix. Data on
bilateral FDI flow, expressed in US dollar and prices of 2010, have been taken
from the UNCTAD bilateral FDI Database (UNCTAD, 2016).* Data for GDP,
GDP growth, and population are retrieved from the World Bank World De-
velopment Indicators Database (World Bank, 2016). The control variables on
geography and colonial past (dist_geo, landlocked, contig, comlang_ off, colony,
comcol, col4h and smctry) are all taken from the Centre d’Etudes Prospectives
et d'Informations Internationales (Mayer and Zignago, 2011).

To test the hypothesis that IIAs influence foreign investors behavior in shap-
ing local institutions a measure is needed that captures this part of local insti-
tutions for which ITA can substitute. In other words, investors willingness to
shape local institutions will only be limited with regard to those institutional
functions that are already provided by an ITA. Therefore, in this paper we apply
a narrow definition of institutions and concentrate on measures that reflect the
security of private property and the enforceability of contracts. We define insti-
tutions as the entirety of the structure and functioning of the legal system and
the bureaucracy, the enforcement of contracts and laws as well as the absence
of corruption. To operationalize this definition we apply a sub-index of the In-
ternational Country Risk Guide. The International Country Risk Guide (PRS
Group, 2016) is made up of 22 variables which contain subjective assessments
by experts on political, financial and economic risk. We use a sub-index pro-
vided by the Quality of Governance Institute at the University of Gothenburg
(Dahlberg et al., 2016) that averages the value of the variables on “Corrup-
tion”, “Law and Order” and “Bureaucracy Quality” and scales them from 0
to 1, with higher values indicating a higher quality of government. The Inter-
national Country Risk Guide is widely used in the literature, for example by
Knack and Keefer (1995), Hall and Jones (1999), Chong and Calderon (2000)
and recently by Demir (2016) and Shah et al. (2016), in comparable studies on
the effect of FDI on institutions.

Table 2 summarizes the descriptive statistics of the variables and shows that
the mean institutional gap is 0.25. The most distant countries are Luxembourg
and Haiti (in 2011) with an institutional gap of 0.81. The minimum institu-
tional gap is 0, i.e the countries are institutionally on par. This is the case for
418 observations, for example for Morocco and Malaysia in 2010 or Belgium
and Germany in 2005. The average bilateral investment amounts to 0.18%
of the host countries GDP. The biggest annual investments (about half of the

host’s GDP) came from the United States and where invested in Luxembourg

developing countries as the rest of the world.
4FDI data are deflated by using the US GDP deflator from the World Development Indi-
cators (World Bank, 2016).
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Table 2: Summary statistics

Variable Obs. Mean Std. Dev  Min Max
INS_dis 29,681  0.25 0.17 0 0.81
FDI 29,601 0.0018 0.0142 -0.3226  0.4941
ITA _index 14,719  1.854 1.590 0 4.5
In_host_GDP 29,545  9.080 1.400 4.904  11.383
host_growth_.GDP 29,498 3.4 4.1 -17.7 34.5
In_host_pop 29,681 16.699 1.614 12.560 21.024
In_home_GDP 29,539  9.666 1.245 4.904  11.383
home_growth.GDP 29,566 3.0 4.1 -62.1 34.5
In_home_pop 29,681 16.788 1.786 12.560 21.024
In_dist_geo 29,681 8.132 1.059 4.013 9.891
natural resources 29,601 7.2 12.5 0 72.7
landlocked 29,681  0.160 0.366 0 1
contig 29,681  0.076 0.266 0 1
comlang_off 29,681  0.156 0.363 0 1
colony 29,681  0.054 0.226 0 1
comcol 29,681  0.032 0.177 0 1
col}b 29,681  0.026 0.160 0 1
smetry 29,681  0.030 0.170 0 1

Notes: INS_dis indicates the institutional distance described in Section 5 and mea-
sured by a sub-index of the International Country Risk Guide. F'DI describes annual
real FDI inflow in US dollar (constant prices of 2010) as a share of the host country’s
GDP. Negative signs indicate disinvestment or reverse investment. [IA_indez stands
for an index measuring the protection intensity of IIA as described in Section 3.
In_host_-GDP (In_home_GDP) is the real (log) GDP per capita of country ¢ (country
j) measured in constant 2005 US dollar, host_growth_-GDP and home_growth_GDP are
the real GDP growth rates (annual %) of country 4 and j, In_host_pop (In_-home_pop)
is the log of the total population of country 4 (country j), In_dist_geo is the (log) dis-
tance between the most populated cities of country ¢ and j in km, natural resources
is the share of total natural resource rents of country i in GDP (%), landlocked is
a dummy that takes 1 if country 4 is landlocked, 0 otherwise, contig is a variable
that takes 1 if country ¢ and j share a common border, comlang-off takes 1 if both
countries have a common official primary language, colony is a dummy which is equal
to 1 if the country pair ever had a common colonial relationship, comcol is 1 in the
case that both countries had a common colonizer after 1945, col45 is 1 for pairs in
colonial relationship post 1945 and smctry equals 1 if countries where ever one single
country.
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in 2002. The average bilateral investment flow to developed countries (apply-
ing the World Bank definition) was around 0.19% of the home country’s GDP.
For developing countries, bilateral investment inflows had on average the size
of 0.16% of GDP. Over the whole time period 18.5% of total FDI was directed
towards developing countries while the remaining 81.5% were invested in devel-
oped countries. Table A2 in the Appendix reports bivariate correlations and

does not reveal problematic high correlations.

6 Results

Table 3 presents the results of the two-step GMM estimation using as a depen-
dent variable the institutional distance between the host and the home country.
We use the first and the second lag of the independent variable as instruments.
The Hansen J-test of overidentifying restrictions is performed to test for the
validity of the instruments and reported at the bottom of Table 3. The null
hypothesis that our instruments are valid, i.e. uncorrelated with the error term,
cannot be rejected on a 10% significance level for all regressions. Furthermore,
we report Newey-West corrected standard errors (Newey and West, 1987) to
account for potential heteroscedasticity and autocorrelation of unknown form.
Column (1) shows the model including the FDI variable. Column (2) adds the
ITA index and the interaction term of the FDI variable and the ITA index to the
model. The subsequent columns repeat the same models but include year fixed
effects, host country fixed effects and both year and host country fixed effects. In
all models the control variables are included but not reported.® The regression
results depicted in columns (1) and (3), which include only the FDI variable and
the control variables as explanatory variables, show a positive and insignificant
coefficients for FDI. When the regressions include the interaction term and the
ITA index in columns (2) and (4) the coefficients on the FDI variable remain
insignificant. When controlling for host country fixed effects in columns (5) and
(7), the estimated coefficient of FDI becomes negative and significant. The ITA
index and the interaction term are positive and significant in all regressions.
How can these results be interpreted? The negative and statistically sig-
nificant coefficients of the FDI variable in column (5) and (7) provide some
evidence that FDI inflows are associated with a closing institutional gap be-
tween host and home countries when host country fixed effects are taken into
account. This effect occurs even when the ITA variable and the interaction term
are not included in the regression. Second, the positive and significant estimate

of the coefficent of the ITA index indicates that for a given level of FDI inflow

5Results on the control variables can be found in Table A3 in the Appendix.
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country pairs with an ITA in force have on average a wider institutional gap
than countries without an ITA in force. Third, the finding on the interaction
term points to an answer of the research question. The marginal effects of FDI,
dependent on the ITA index, suggest that strong provisions in ITA limit the
converging effect of FDI on the institutional distance. For example, taken the
regression in column (8) and given the case that the ITA index is 0 (assuming
there is no ITA in force) the marginal effect of FDI on the institutional gap
is negative, i.e. OINS;;:/0FDI;;u = —0.723 4 0.667 - 0 = —0.723. This result
suggests that when there is no IIA in force between country pairs FDI inflow
is associated with a decreasing institutional gap. In case of an ITA in force
(the ITA index takes the value of 1) the marginal effect increases and becomes
O0INS;;¢/OFDI;;; = —0.72340.667-1 = —0.056 (but not significantly different
from zero). With a further rising ITA index (increasing investment protection
under ITA) the marginal effect of FDI on the institutional gap increases and takes
significantly positive values once the ITA index is > 2. This finding on a rising
marginal effect of FDI holds for all regressions depicted in Table 3 including the
interaction term. However, the negative marginal effect for I7A _index = 0 is
only significant when controlling for host country fixed effects. Figure 2 illus-
trates this finding for the regression shown in column (8). The horizontal axis
shows the value of the ITA index while the vertical axis depicts the marginal
effect of FDI. The diagram shows that the marginal effect of FDI on the insti-
tutional gap depends on the existence and degree of ITA investment protection.
From Figure 2 it can be seen that there is a negative and significant effect of FDI
on the institutional gap in case there is no IIA. The marginal effect increases
with an increasing index and turns significantly positive, when the ITA index
takes the value of 2. If there is no investment protection on the international
level investors seem to push for better investment protection on the local level
and a convergence in the institutional distance occurs. With an ITA in place
this incentive is weakened and with rising protection intensity of the ITA the
converging effect of FDI on the institutional gap diminishes (i.e. the FDI coef-
ficent rises) and even turns positive at a certain level of investment protection.
However, a positive effect of FDI on the instituional distance is somehow sur-
prising as it indicates that higher FDI inflows are associated with a widening

institutional gap.

7 Extensions and Robustness

For the robustness analysis we first consider potential heterogeneous effects of
FDI dependent on the destination of the investment. We distinguish between

FDI flows to developed countries and to developing countries applying the World
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Figure 2: Marginal effects of FDI on institutional distance

Bank definition (see footnote 3). In a next step, we run the regression of the full
model (including the ITA index, the interaction term and both year as well as
host fixed effects) on two sub-samples: one were the sample of host countries is
limited to developed countries and one were the group of host countries is limited
to developing countries. Figure 3 and 4 show the marginal effects of FDI on
the institutional gap for the two sub-samples. Looking at Figure 3, representing
FDI inflow to developed countries, it can be seen that the marginal effect of FDI
is significant and negative for an ITA index value of 0. With a rising ITA index
the marginal effect of FDI turns positive and increases. In general, this result
is in line with our main argumentation of a rising disincentive for investors to
urge for better institutions when the investment protection by ITA increases.
Figure 4 shows a slightly different picture. Looking only on investments flows
to developing countries no converging effect of FDI on the institutional distance
can be detected. Figure 4 shows positive and significant estimates for ITA index
values > 2. Again, with a rising ITA index the marginal effect increases.

In the next step, we address the issue of resource dependence of the host
country which has been suggested by the literature as a potential determinant
of institutional quality. A often raised argumentation points in the following
or in a similar direction: Investment in single sectors without linkages to local
firms, as it is the case for example in mining, creates less incentives for investors
and governments to improve the institutional environment. For example, Rosa
and Tootty (2012) find evidence for a negative effect of high resource dependence

on government effectiveness. We use data on the share of natural resource rents
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Figure 3: Marginal effects of investment inflow to developed countries

in GDP as a variable indicating the dependence on natural resources.® Table
4 shows the regression results for the full sample including the above described
indicator for natural resource dependence. Overall, the results are similar to
those depicted in Table 3 and do not change when for resource dependence is
controlled. The FDI variable is negative and significant in column (6) and (8),
indicating that for country pairs without ITA the inflow of FDI is associated with
a convergence in the institutional environment. Also, the significant and rising
marginal effects of FDI, dependent on the ITA index, support the argumentation
that strong investment protection of ITA is counteracting the narrowing effect
of FDI on the institutional gap. The results on the natural resource variable are
ambiguous. While there is a positive and significant estimate when controlling
for year fixed effects there is a negative and significant estimate in the model
controlling for host country fixed effects. However, in the final model including

host and year fixed effects the coefficient is insignificant.

8 Conclusion

This paper has built its analysis on the emerging literature arguing that foreign
investment is a crucial factor in shaping a host country’s institutional environ-
ment. From a theoretical standpoint several arguments suggest that foreign
investors have influence on local institutions, for example through lobbying or
institutional spill-overs. In this paper, we have argued that in order to assess

such effects international investment law has to be taken into account. We pro-

6Data for the natural resource variable is taken from World Bank (2016).
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Figure 4: Marginal effects of investment inflow to developing countries

posed the hypothesis that foreign investors behavior is influenced by the degree
under which investment is protected by ITAs. Given the case that investment
is protected on the international level we argued that investors have less incen-
tives to push for better investment protection on the local level. An empirical
analysis of global bilateral FDI flows from 2001 to 2012 suggests that bilateral
investment relations where no ITA is protecting foreign investment is indeed as-
sociated with a narrowing institutional gap defined by the absolute difference
between the institutional index of a home and a host country. A measure for
investment protection under different kind of IIAs was constructed and used
to test the hypothesis that stronger investment protection on the international
level lowers the incentives for foreign investors to urge for better investment
protection. This argumentation finds support in our analysis as the converging
effect of FDI on the institutional gap declines with rising investment protection
by IIAs. Interestingly, once a certain level of investment protection is reached
the estimated coefficient becomes positive and the inflow of FDI is associated
with a divergence in institutions. This finding is especially pronounced when
looking only on FDI flows to developing countries where we find no significant
convergence. While considering only investments in developed countries reveals

a narrowing institutional gap for FDI flows under low investment protection.
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