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. INTRODUCTION

Foreign direct investment is an important comporéffinancial globalization. Although the literagur
still lacks consensus on the benefits of finangiabalization, FDI is believed to be one of the tmos
important channels through which those benefitdatiwered (Prasad et al., 2003). Various studiesit
evidence of a positive effect of FDI on growth, iéahnology spillovers, and that FDI is the leadatile
form of capital flows making countries less vulrdeato sudden stops (Kose et al, 2006). Against thi
background, many countries consider attracting &D&n important element of their development
strategy. Thus, an important policy question ist#haetors drive FDI to particular destinations.

From the point of view of foreign investors, invasint decisions in emerging markets are
influenced by economic and political risks. Manyidnee that successful implementation of structural
reforms by the host government is a positive sigmébreign investors as it implies less investnresk.
Thus, the progress of structural reforms can hiengetus to strong foreign investment flows. We argu
however that structural reforms go beyond beingausignal. They generate real benefits to foreign
investors by affecting the key parameters upon lthie decision to invest in a foreign country ieta

Despite its relevance, there exists little reseaetdting FDI flows and structural reforms. One of
the main reasons for this is a paucity of the dataparable across countries and regions on stalctur
reformst One contribution of this paper is the constructénarious structural reform indicators
(privatization, trade liberalization and financiaform) that are comparable across countries irerti@n
one region and are defined consistently over time.

At first sight, foreign direct investment meanaustural reform. It is not surprising that, for
example, capital account liberalizations are ugdallowed by increases in FDI inflows. Yet, thewi
that “FDI is reform” starts to fault once one résdhat structural reforms come in many differerdses

and forms. Structural reforms go beyond capitabantliberalization and encompass an array of chang

! The existing studies on structural reform are gdishited to industrial countries owing to dataagtability (e.g.,
Chapter Ill, WEO, April 2004). Notable exceptiorme &bed and Davoodi (2000) and Lora (1998) for giton
economies and Latin America countries, respectively



that include privatization, trade liberalizatiompguct market deregulation, labor market reforng an
financial liberalization. The same reform in diffat countries may have opposite effects on FDbwndl

due to, for instance, institutional differences.rstover, a group of reforms may also have diffe(nt)
effects in different countries because of theirssitiltability or complementarity, or because ofisatring
issues With these considerations in mind, it is easiesde that the relationship between FDI and reform
can be a complex one. The “FDI is reform” view &tfy to blame for the paucity of research on this
topic. This paper tries to contribute to fill thgap.

This paper attempts to revisit the question ordéterminants of FDI inflows with a novel focus
on the role of structural reforms. We construchimue panel data set for 19 Latin American coustrie
(LACs) and 25 transition economies (TEs) from 18820042 In both regions, massive structural reforms
were undertaken since the early 1990s. In mosttdesrin the two regions, financial markets were
liberalized, trade barriers have been greatly reduand state-owned enterprises privatized.

The collapse of the socialist and import-substituystems somewhat coincided and provided
myriad investment opportunities. Many of these ecoies were industrialized and could count on a
relatively cheap yet educated workforce. FDI was@iged as an important catalyst for technological
advancement necessary for making them competitiitied international market. Yet these high hopes fo
FDI contrast sharply with the reduced role govemtsién transition economies allowed for foreign
investors during the privatization process (ex¢tyntgary) as well as against the backdrop of
disappointingly large falls in output per capitalarf extended recessions (Campos and Coricell2200
can be seenin Figures 1 and 2 that TEs had extédgs FDI than LACs throughout the 1990s, rengrsi
the trend only after 2002.

The transition from centrally planned to marketremmay started more or less simultaneously in

2 Dewatripont and Roland (1995) find that graduat$orm strategies as opposed to big-bang strategay be
more effective in attracting welfare-enhancing fgneinvestment in the presence of uncertainty.

% There are numerous papers examining FDI inflewlsaitin American and in transition economies, safgdy. For
Latin American countries see, among others, De @ie@1992), Trevino et al. (2002), and Bengoa Sadchez-
Robles (2003). For transition economies, see amtmgrs, Bevan and Estrin (2000), Garibaldi at ab@, and
Resmini (2000).



nearly thirty countries with similar inherited iftgtions, initial conditions, and income leve&s.number
of centrally planned economies set out to impleneenhomic and political reforms, choosing different
strategies and ending up experiencing dramaticifilgrent outcomes in many areas, including FDW#o
The period of our analysis for Latin America cop@sds roughly to the one Anne Krueger calls “a deca
of disappointmentWe think that this term also works well to deseribe transition experience given
that the latter is marked by an unexpectedly sefediref per capita GDP.

The 1990s in Latin America were a decade of intatisestural reform as well (Singh et al. 2005).
The first years of the decade saw the implememtatiovarious major macroeconomic stabilization
programs that were successful after much trialexnat, with the notable exception of Brazil where
stabilization succeeded only in 1994 with PlanolRdacroeconomic stability paved the way for the
adoption, implementation, and deepening of impoamictural reforms. Aggressive programs of trade
liberalization (e.g., Chile) were implemented, ptization programs were adopted, and the libetédiza
of labor and credit markets were pursued with d#ffié degrees of success across the region. Thadgsri
said to be disappointing because, although refevare implemented in Latin America with more
intensity than in most developing countries, thengh pay-offs turned out to be low and came
accompanied by unexpected and severe financiasc{®ingh, 2006j.

Our main finding is that of a strong relationsfrigm structural reforms to FDI. Among the
structural reforms considered in the study, we &rstronger effect on FDI from financial sectoiorefs
than from privatization and trade liberalizationggesting that foreign investors do value highhoat
country’s financial system that is able to alloazdeital efficiently, monitor firms, ameliorate varsify
and share risk, and ultimately mobilize savingseSehresults give rise to a “paradox of finance: ddy
multinational firms that clearly are not financiationstrained systematically invest in countrieg/frich

such constraints are most relaxed? Our explangtitirat financial development may be a precondition

4 See ‘Forward’ in Singh et al. (2005).

® Lora et al. (2003) focus on “reform fatigue” ae tiegion sees the disappointing effect of the refoon growth
after extensive pro-market reforms in the 1990s.example, average yearly per capita GDP growthwets only
2.1 percent in the 1990s compared with more thper8ent for the 1960s and 1970s.



the maximization of the benefits of spillovers, kckward linkages, to foreign investors. Financia
reform is a requirement for the success of backsvhintages to foreign investors as it benefits the
network of suppliers these foreign firms need toecsed in the host economy.

Also notice that our finding on the relative importe of financial reforms on FDI qualifies and
reinforces previous findings. For example, Alfatak (2004) examine the links among FDI, financial
development, and economic growth and find that t@mwith well-developed financial markets are
able to exploit FDI more efficiently. Similarly, &ad et al. (2007) argue that absorptive capacity,
measured by financial development of the recipienintry, is a precondition to the benefits of fgrei
capital inflows to higher growth. Our results sug@nd extend these findings by suggesting that
financial reform is not only more important thangncial depth (the size of the financial sectan},diso
financial reform is more important than other stoual reforms, such as trade reform and privatirati

In addition to financial and privatization reformee find foreign investors are attracted to
countries with more stable macroeconomic envirortirtégher levels of economic development, and
infrastructure. We subject our results to an extenset of sensitivity tests and find they are sitio
different measures of reforms, split samples, pasgators (fixed-effects, system GMM, and
differences-in-differences) as well as endogeragiiy omitted variables concerns. Our regressiontsesu
hold up well after the inclusion of institutionanables, which is consistent with results put famivby
Alfaro et al. (2004), Bevan et al. (2004), andstanaga et al. (1998).

The paper is organized as follows. Section Il presa theoretical framework on the determinants
of FDI inflows as well as the econometric methodglave use. Section Il details the constructiomhef
structural reform variables used to examine therddhants of FDI. Section IV reports our main

econometric results and sensitivity checks. Sedtficoncludes the paper.

® Alfaro et al. (2004) present cross-sectional (kewgn) results, while Bevan et al. (2004) focusyam the
transition economies. Our paper differs from Gamsganet al. (1998) in that we look at fewer reformewer
regions (although our samples are of approximdtedysame size) but we use measures of reformriht separate
reform inputs to reform outcomes and examine tfectSf of reform controlling for a richer set of stiard
determinants.



[I. M ODELING THE DETERMINANTS OF FDI
A. Brief overview of the literature

The considerable theoretical work on the determig;ahFDI identifies ownership advantages, |amati
advantages, and benefits of internalization asrthie elements (Dunnings, 1974; Hymer, 1960; Caves,
1982). Past studies can be classified largelytimtogroups. One focuses on an analysis of the
determinants endogenous to the multinational imvgdirms such as the size of the firm and R&D
intensity, and asks why a firm becomes a foreigesitor. The other group examines factors exogetwus
the investors, namely, such location advantag#isefiost country as market size and labor dstthe
rest of the section we focus on the latter grouthsspaper examines the determinants of FDI tteat a
exogenous to the investor but endogenous to thechastry.

What are the factors that attract FDI? The liteatndicates that the key locational determinants
are the classical sources of comparative advantzfghs host country. Firms choose the investmitat s
that minimizes the cost of productidiNotably, host country market size and relativedaprices (i.e.,
natural resources, labor cost, and human capltajfact the expected profitability of foreign iestment
(Kravis and Lipsey, 1982).Wheeler and Mody (19929 that infrastructure availability is particukaidn
important attribute for foreign investors in theSUAIso, they find the past stock of foreign invesht is
also important in explaining FDI inflows. The rigkiss of investment in terms of economic and palitic
environment also affects the expected return tortestment. In this respect, greater macroeconaunmc
political stability of the host country could atttanore foreign investment (Bevan and Estrin, 20003
also often argued that FDI and trade opennesseaoditively related as FDI flows can be considered
complementary to trade flows (Caves, 1992; SinghJam, 1996).

A number of recent works examine FDI to the TEssrRiai (2000) and Bevan and Estrin (2000)

examine the drivers for FDI into 11 transition ctiigs in the pooled and panel settings, respegtivel

’ See Blonigen (2005) for a survey of the literatomeFDI determinants.
8 Wheeler and Mody (1992) provide a comprehensiversary of the classical sources of comparative aimEs.



They put forward the notion that the prospect afdpaan Union membership played an important role in
attracting export-platform FDI. Garibaldi et &2001) examine the overall level as well as the
composition of private capital flows. They find th&I allocation across countries is well explained
terms of macroeconomic and initial condition valégb Campos and Kinoshita (2003) examine FDI
determinants, expanding the set of host counti@sttransition countries in a Generalized Methbd o
Moments (GMM) framework and stressing the imporéaatinstitutions in foreign investors’ locational
decision. More recently, Demekas et al. (2005)drgxplain FDI flows into Southeastern European
countries by using the gravity equation.

The work on the determinants of FDI in Latin Aioan countries is also vafle Gregorio (1992)
examines the impact of FDI on long-term growth iarge number of Latin American countries and finds
that FDI is three to six times more efficient thatal investment . Bengoa and Sanchez-Robles (2003)
find that the overall level of economic freedomemamic stability and the level of human capital are
important determinants of FDI for a sample of La&imerican countries. More closely related to our
study, Trevino et al. (2002) examine the effe¢thee types of reforms—microeconomic,
macroeconomic and institutional—on FDI inflows &ven Latin American countries between 1998 and
1999. They report that the most significant facexglaining FDI inflows are the level of GDP,

privatization, and CPI inflation proxying macroeoamic stabilization.

B. Econometric model

This study draws on the existing literature ondbterminants of cross-country FDI. Specifically, t@st
for three categories of the determinants. Firstjosk into traditional or classical factors suchnaarket

size, infrastructure, and macroeconomic environnféatond, we look at institutional factors. Thina

guestion whether structural reforms play a sigaificrole in attracting foreign investors, espegiail

emerging economies.



In our baseline model, we specify FDI as a functibthree main groups of variables: a set of
classical determinants of FDI, structural reforamg] institutional quality. The baseline econometric

model is as follows:

Y, = AX;, + &,

E =1 TV U,

1)

whereY, is the dependent variable which is measured asok&1 GDP (or as FDI per worker) in country
i at yeart.® X includes (i) the classical factors (market sinéjdl income level, natural resource
abundance, infrastructure, inflation), (ii) struetireform variables (overall financial market dieyenent,

bank efficiency, trade liberalization, privatizat)p and (iii) institutional variables (quality bfireaucracy,

executive constraints, rule of law). In additiagn, represents unobservable country-specific attréatel

¥, is a vector of time-specific effects (e.g., timeranies).

It is a well-known concern in the literature thatree of the regressors may be potentially
endogenous or predetermined. For example, FDI nhiglsttracted to a country that has a more
liberalized financial market but at the same tiinaricial liberalization may be enhanced by thegmes
of FDI. If we were to run the ordinary least ses&(OLS) regression on (1), the estimate wouldidsed
as the error term is correlated with Xs.

The first strategy to address this problem is by oa fixed effects model estimation. By so doing,
we control for unobserved country-specific fixe@rdcteristics that might affect FDI inflows. Heve
will estimate whether within country the progresdinancial sector reforms is associated with gnebDI
inflows. However, the fixed effects model yieldased OLS coefficients when some regressors are

endogenous.

® Alternatively, we use the log of FDI per workeheTmain reason for using FDI per worker is thatjéneloping
countries, large informal sectors are not uncomanrahthey affect the official GDP figures.



To address the potential endogeneity of regressocosporating fixed effects, we also employ the
system-GMM estimator due to Blundell and Bond ()998e Blundell-Bond estimator is arguably a
superior approach to the Arellano-Bond differenddMbas adding lagged differenced variables as
instruments in the level equations may generatstanbal efficiency gains when the time window is
relatively short® Another advantage of the system-GMM estimatidtsigbility to identify the
coefficients of time-invariant variables in the ééequation (so that time dummies can be easily
introduced.)

System GMM also has advantages over the standalifference 1V estimates because as the

length of the panel increases, so does the nunibvalid instruments. For equation (1), valid instrents

34,...T. | X

are lagged levels of dependent variat\){naS whereS22andt = it is strictly exogenous,

then AX

it=s (for all s) can be used as additional instrumemtacrease the efficiency of the estimates.
The validity of instruments is checked by the Sargst. The second-order correlation of the esontin
the first-differenced equation is assessed usimjjaro-Bond statistics for autocorrelation, whish i
asymptotically distributed as N(0,1). When the nemtif observations is small relative to parameter
estimates, we should be attentive to the possilgfismall sample bias in the GMM estimation.
Nevertheless, the GMM estimators also carry a ‘vagereciated’ risk arising from instrument
proliferation. When a large set of instrumentsaectively applied, even if individually validhére is a
risk of overfitting endogenous variables and theithle instruments are invalid in a finite sample
(Roodman, 2007; Bun and Windmeijer, 2007). Theg alsaken the test of overidentifying restrictions.
Unfortunately, there are no accepted rules of thomd formal test to deal with this problem. Theref
we estimate the equation (1) first with OLS withuotry and time fixed effects and then with a system

GMM estimator.

The main reasons for foreign investors to choosertain investment location can be explained by

9 The difference-GMM estimator utilizes lagged levas instruments in the difference equations (Anelland
Bond, 1991), whereas the system-GMM estimator laggged differences as additional instruments irlgkel
equations.



several motives such as market-seeking and ressasdéng (Lipsey, 2006). If FDI is market-seeking,
then a large host country’s market size and fadergimwth prospects can be the main drivers of HDA.
is resource-seeking, FDI is drawn to the locatiodosved with say abundant natural resources.

In order to test for these different hypothesesingkide various classical determinants of FDI as
the first set of explanatory variables. Namely,m@&asure market size by log of GDP. If investment
decisions are of market-seeking nature (i.e.is¢le local market), then we would expect thibé¢o
positive. Natural resources endowment may alsabimportant factor, particularly for resource-drive
FDI. We use (log of) the percentage of fuel andirgtgas in total exports as a proxy for naturabtece
dependencd.og GDP per capita captures the level of develofraeross countries, which reflects among
other things differences in initial conditions. latfon is a standard proxy for macroeconomic sitigbil

We expect a negative sign on the coefficient af)(iaflation as low inflation is perceived by
foreign investors as a favorable signal and it &htead to more FDI. Sufficient infrastructure isogher
factor that allures foreign investors to a couniie use (log of) the number of main telephone lems
our infrastructure variable. Availability of maieléephone lines is important to facilitate commutiaa
and help integrate the domestic market and, giwahdther important elements of the national
infrastructure (for instance, internet servicesamputer usages) are often complementary to tefegsho
lines, this variable provides a useful proxy fag thverall quality of infrastructure in the host nty.

A second set of explanatory variables includesdhbat are related to structural reforms:
financial reform, trade liberalization, and privation efforts. The recent literature on capitalcamt
liberalization argues that pre-commitment to sutedtreforms can encourage more stable and lomgar-t
capital inflows to the host country (Forbes, 2008)ur view, these three are among the most iraport
reforms that help bring in FDI to the host country.

A third set of variables include various measufasstitutional quality. A growing body of
literature in economic growth emphasizes the rblgood economic institutions in promoting higher
investment, higher educational attainment, and tanartality. In the context of FDI, institutions

underpin local business operating conditions, hey differ from “physical” supporting factors suak



transport and communication infrastructure. Consifie instance, the context in which a fair,
predictable, and expedient judiciary, an efficieateaucracy and less corruption may help attra¢t 6D
the other hand, as the recent literature of internal trade argues, institutional quality mattershe

firm’s decision to choose FDI as a mode of entrggsosed to outsourcing because of the hold-up
problem (Antras, 2003}.If this is indeed the case, poor institutional lgyavould encourage more FDI,
ceteris paribus. Thus, the theories point to twesimlities regarding the role of institutions iffiegting

FDI inflows. Good institutions may increase or d@&se FDI inflows depending on the sector and t§pe o
FDI the country receives. In the past, data lirotag have impeded extensive testing of these ideas,
constraining them to focus on just one aspectefdbue, normally corruption. In this paper, weneixa

an array of institutional features and try to asgbsir relative importance. The institutional dtyal

variables used in this study are the rule of lawality of bureaucracy, and executive constraints.

I1l. D ATA AND MEASUREMENT: FDI AND STRUCTURAL REFORMS

In this section, we describe the data set we metter for this paper. Our data set covers 19 Latin
American and 25 transition economies from 19890@42> Below we describe the FDI measures, the
indexes of financial reform, and of trade liberatian, the privatization index, and the variougitnsonal
measures (executive constraints, corruption, rillave and quality of the bureaucracy), as welltes t

additional controlling variables (such as natueslaurces, infrastructure, and market size).

" The hold-up problem arises when the firms’ neagsisaestments are relationship-specific and itripossible ex-
ante to write complete contracts covering all augehcies between the buyer and seller. In the absarproperty
right protection, a firm would prefer to engagevertical integration rather than the arm’s lengthtcacts with
outside suppliers.

12 The Latin American countries (LACSs) are ArgentiBalivia, Brazil, Chile, Colombia, Costa Rica, Dimican
Republic, Ecuador, El Salvador, Guatemala, Hondui@®aica, México, Nicaragua, Paraguay, Peru, laygu
Venezuela, and Trinidad and Tobago; while the Titimmseconomies (TEs) are Albania, Armenia, Azejdoai
Belarus, Bulgaria, Croatia, Czech Republic, EstoBeorgia, Hungary, Kazakhstan, Kyrgyz Republidylea
Lithuania, Macedonia, Moldova, Poland, Romania,drusSlovak Republic, Slovenia, Tajikistan, Turkrisésm,
Ukraine, and Uzbekistan.
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A. Foreign Direct Investment

The data on foreign direct investment are fromrhradonal Financial Statistics (IFS). These arahaé
of payments data reflecting capital inflows to aoga lasting management interest in an enterpise
operating in a different economy than that of thesstor (where lasting interest is defined in séadd
fashion as acquiring at least 10 percent of totadeyship).

Figures 1 and 2 show FDI inflows over GDP and Fifibiwvs per worker, respectively. First, it is
interesting to note that throughout the 1990s ayeeRDI inflows (over GDP as well as per worker) to
LACs tend to be substantially larger than to tramisieconomies, with this reversing only for tway® of
our whole period of analysis. For the years upheoBEast Asian crisis, the behavior of the two sdriehe
two regions is similar, both showing a rapid inee@ FDI inflows. The East Asia crisis of 1997 akly
spilled over to Brazil and Russia (Kaminsky andriRart, 2000) but has acquired different dynamics
depending on the region: Figures 1 and 2 showith&#ACs, FDI inflows come to a halt and have yet t
recover in GDP terms although they did recoverG@4in per worker terms (Calvo, 2003), while forsTE
these effects seem milder with FDI inflows recongriwo years after the crisis. The relatively srdgl
in 2002 in Latin America coincides with the Argergan Crisis.

B. Measures of Structural Reform
Investment decisions in emerging markets are aftumenced by economic and political risks. Suctidss
implementation of economic reform by the host goweznt provides a positive signal to investors, as
progress toward a stable macroeconomic environimgaiites less investment risk and uncertainty. Yet
we think they are more than a signal and providélvenefits. Our goal is to construct measuresatet
comparable across regions and over time. The dgtarements are high: we need yearly data for alpan
of countries from two different regions on a numbgreform variables that, for comparability purpss

should ideally come from the same sourbie. light of these requirements, we decided to $oon three

13 Notice this rules out a number of options, sucthasEuropean Bank for Reconstruction and Develapme
(EBRD) and Inter-American Development Bank Annugdarts.
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reform areas: financial sector reform, privatizatiand trade liberalizatiofi.

Another important concern in constructing thesemafmeasures is to try not to confuse reform
efforts with reformoutcomes.™® For instance, in discussions of trade liberalaratieform efforts based
upon indicators of trade openness are common.ny@tavements in trade openness can be generated by
myriad of reasons other than attendant changeadie policy (for instance, it can be driven by exuie
rate movements, technological change, climate sharid unilateral changes in trade policy stantes o
major trading partners). A similar case can be niadprivatization and financial reform. Consideet
use of the share of private sector in GDP for thenér, and the use of proxies for financial develept
in the latter. With this concern in mind, we putviard the notion that one of the main advantagesiof
reform indexes is that they explicitly try to istddahe impact of reform efforts from that of reform
outcomes, and mostly capture the former.

One could argue that this is not the case withaetse our index of the efficiency of financial
intermediation. In order to attend this issue, ¥ge ase a more detailed set of policy reform vaeisb
drawn from Detriagiache et al. (2007). By so doive can test if policghanges rather than possible
reformoutcomes affect FDI inflows.

Financial sector development and reform

We construct several indicators for financial sectdorm.The source of our data is the recently updated
(February 2006 version) World Banknancial Structure Dataset (Beck et al., 2006% This data set has
been widely used in the financial liberalizaticedature as a main source for financial reformdattirs.
The first indicator reflects overall financial démement and the second reflects the efficiencyef t

banking sectof’

4 Future work would do well in focusing on other gutially important reforms, among them, tax refokabor

market reform, and changes in the regulatory fraorkw

15 Rodrik (2005) and Loayza and Soto (2004) also nthissimportant point.

16 Available at http://econ.worldbank.org/staff/tbeck

" These two indexes are also helpful in distilliiffedlent interpretations of the effects of finarlaieform. The

underdevelopment of financial markets may encouFdgjeinflows in search of monopoly power, or fin&ic

market deregulations may be taken as a credibhakaf a host government committed to economicrre$o(e.g.,

multinational firms seldom depend on the host cotsfinancial markets to raise finance). In thexrngection, we
(continued)
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The three underlying variables for the first finehceform index are the ratio of liquid liabilige
to GDP, based on the liquid liabilities of the fircéal system (currency plus demand and interestifigpa
liabilities of bank and non-bank financial interregies); the ratio to GDP of credit issued to thigate
sector by banks and other financial intermediadest the ratio of commercial bank assets to theaum
commercial bank assets and central bank assetgeWsgated two versions of this index: one is an
arithmetic average of the normalized values (metaits shown below) of these three variables, had t
second is based solely on the ratio of commereiaktassets to the sum of commercial bank assets and
central bank assets.

We use the procedure suggested by Lora (19984ier 0 combine these variables into a single
indicator. We normalize the underlying variableselyating the maximum for all countries and allrgea
(or the minimum depending on whether higher vahfake variable indicate more or indicate less
reform) of each component to one. We calculatalitiance from each country-year data point to the
global maximum (which is hormalized to one) bygaptracting each country-year data point from the
overall minimum (by overall we mean for all couagiand all years), (b) calculating the range fahea
series (that is, maximum minus minimum), and (g)dilng the results from (a) by those from (b). One
main advantage of such transformation is thatatad our reform series to be measured over the same
scale. Another advantage is that the referencd fgihe maximum in-sample value (that is, it i$ no
bound from above and does not refer to some idehfierfectly functioning market economy). Notice we
apply this normalization to all of our reform indesxbelow. Also note that the normalization is st#jd
whether higher values of the indicator indicate enar indicate less reform so that the resultinginid
consistently increasing in the amount of refornoeff

Our second index of financial reform measures ffieiency of financial intermediation and it is
built upon two variables: the ratio of overheadtsds total bank assets and the “net interest margi

which equals the difference between bank interesime and interest expenses, divided by total asset

report that the second index is significant sugggshore weight should be given to the second egtlan.
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Because larger values of these two variables acded with a more inefficient financial sectwg
adjusted the normalization above (in the numenatosubtracts the actual value from the minimum
instead), so that the resulting figures read iéam with our other reform indicators (larger values
indicating more efficient financial intermediatiot)

Financial reform as overall financial developmeakwelatively more intense in the transition
economies than in Latin America from 1989 to thd+1®90s, with the situation reversing after that
(except for the post 2001 years). Regarding oucatdr of the efficiency of the financial sectdret
transition economies were catching up with thetiLAmerican counterparts until at least the midafie
the decade, and after that point our index revbalsaverage efficiency in financial systems imgition
economies surpasses those in Latin America.

Trade liberalization

The relationship between trade liberalizatiord FDI inflows is less straightforward. If tradevis are
complements to FDI flow¥, then we should expect more FDI should be attratctéide countries with
more liberalized trade regimes. On the other hdf)| is basically intended for tariff-jumping pooses,
more restrictive trade regimes may be able tocittreore FDI.

To measure the extent of trade liberalization, wmstruct an index based on two variables:
average tariff rates and tariff dispersion. We dasta from the World Bank-UNCTAD’s WITS system, for
about 6,000 HS-6 digit product groups to calcuthéeaverage tariff (weighted by trade volumes) and
standard deviations yearly and for each of theothties in our sampf@.A drawback of using
UNCTAD data is that we are faced with missing infation for LACs for more recent years and for TEs

for earlier years. To remedy this, we use alsosumplementary data sources, Lora (2001) and the

18 \We also generate a third index of financial refoneasuring of the level of stock-market based fifen
development (as opposed to the more traditionalk4based indicator described above). This index seastructed
upon three variables: (a) the ratio of stock macdigitalization to GDP, (b) the total value tradd: ratio of trades
in domestic shares (on domestic exchanges) to @bdP(c) the turnover ratio, which is the ratioraites in
domestic shares to market capitalization. As tkeltg turn out to be similar to the ones for thstfiinancial
development index, we refrain from reporting themthe sake of space.

19 See Caves (1996) and Singh and Jun (1996) for leonemtarity between trade and FDI.

20 For the discussion of the various problems insugag the restrictiveness of trade policy, see &tea. (2006)
and Rodrik and Rodriguez (2002).
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Heritage Foundation’Economic Freedom of the World project (Gwartney, Lawson, and Samida, 2680).
Once these were obtained, we applied the normigiizabove and took the arithmetic average of the tw
variables to generate an overall trade reform atdic

Privatization

The measure of privatization reform efforts is lgase recently constructed data on privatizatiorcpeals
by the World Bank (Kikeri and Kolo, 2005). This pides detailed information on all privatization
transactions across developing countries betwe®@ 48d 2003. Privatization proceeds are defined as
“all monetary receipts to the government resulfiogn partial and full divestitures (via asset salesale
of shares), concessions, leases, and other arranggh(2005, p.2). Notice that this excludes mansaye
contracts, new green-field investments, and investsicommitted by new private operators as part of
concession agreements.

More important, note that these data also do ritetate'voucher” privatization programs as these
methods tend to generate little revenues for thergonent. Although this biases our privatizatioter
downward, we note that there are few Eastern Earopeuntries that carried out extensive voucher
privatization programs (notably, Czech Republic Bagsia) and further that the choice of privataati
methods has changed over time. In Russia, for ebeampucher privatization was followed in the mid-
1990s by the loans-for-shares scheme which waslabad in late 1990s in favor of a case-by-case
privatization program (see, e.g., Bennett et 8042. On this basis, we believe this bias is potse
enough to discard this comprehensive and intemaitipcomparable sourc.

The privatization index results from aggregatiniygtization proceeds from the World Bank data

for every country in our sample country per yead applying the normalization described above. With

21| ora (2001) covers the Latin American countriesl @900 and the Heritage Foundation’s EconomiceBen of
the World project covers most of the countriesun gample for years 1985, 1990, 1995, 2000, andyyatter 2000.
Both data measure trade reform as a combinatiaverge tariff levels and tariff dispersion acrasarge number
of products and/or sectors.

22 Available at http://rru.worldbank.org/Privatizatio As noted, our data set also contains informatio whether or
not the buyer is foreigner (company, individualconsortium). Thus, we also construct a data sefigevernment
revenues from privatization that exclude all thvaasactions with a foreign buyer. All our mainuis below
remain (including that for the role of privatizat)p which suggest that the link between reforntlis case
privatization) and FDI inflows is not spurious hig sense.
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the exception of 1996 and 1997, our index sugdkatsrivatization efforts were broadly comparable
across the two regions, and somewhat surprisipgiyatization efforts were more intense in Latin
America than in Eastern Europe in the first halftaf 1990s. Further, privatization efforts as mezsiby
proceeds are more volatile in LACs than in TEs, e is a noticeable slow down of privatization
activity after 1998 in the two regions but partanly in Latin America (Kikeri and Kolo, 2005).

C. Institutions
Host country institutions also influence investmeetisions because they directly affect business
operating conditions. The cost of investment casgiEnot only economic costs but also hon-economic
costs such as bribery and time lost in dealing Witreaucracy and local authorities. To assess the
institutional aspects of business operation comitin the host country, we use two main data ssurc
Polity IV and the International Country Risk GUdERG)?*

From Polity IV, we use the extent of constraintgtom executive power and the actual number of
years the current regime has been in powenét anddurable, respectively in the original sources).
These measures have been used widely in the ecomtitarature (e.g., Acemoglu and others, 2001).

From the ICRG, we use the indexes of quality ofdheeaucracy and the rule of 1&These
measures have also been used extensively in tmemics literature (Gelos and Wei, 2005). The former
is a 1 to 4 indicator reflecting the “autonomy frgwlitical pressure, institutional strength andlgyaf
the bureaucracy” with higher ratings indicatingedtér bureaucracy along these lines. Also notetkigt
measure is somewhat close to the corruption mease:by Wei (2000a, 2000b). High values for this
variable implies good quality of bureaucracy ahdst a lower cost for foreign investors as an hones

government with transparent regulations is probesy likely to ask for bribes and side payments.

23 Available at http://www.cidem.umd.edu/inscr/ppliand  http://www.icrgonline.com/, respectively.

24 Notice that below we do not report results on ble-drom Polity IV for the sake of space. We hagsessed other
institutional dimensions from ICRG, such as the@asure of corruption, of government stability, afgolitical and
economic risks, but for space reasons also doisotisk these results as they are similar to the weereport.
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The indicator for the rule of law is coded fromol& with higher ratings reflecting the
effectiveness of the legal systémA higher score in the rule of law implies bettgdl institutions. We
expect that countries with better legal infrastuoetwill be able to attract more FDI, everythingeethe
same.

Not surprisingly,executive constraints seem to have been more ieféatLACs than in TEs
throughout the period of analysis. LACs’ averagel@ser to the maximum category (which is sevemnl) an
indicates almost perfect parity of the executivthviie legislative and judiciary powers while theage
for TEs is somewhat lower indicating only “substalritmitations on executive authority.” The rapid
implementation of political reforms in TEs can lees by the imposition of constraints on the exeesti
which was virtually unconstrained under communisiis is reflected in our data in its brisk change
between 1989 and 1990 for this region.

Regarding rule of lawTEs score better than LACs throughout our pericahalysis. In both
regions, we see a slight improvement in this regatdieen 1992 and 1998 but the values at the etigk of
period return to their 1989 levels. Finally, theRG's quality of the bureaucracy generates a slightly
different picture. Although TEs seem to have béitteeaucracies than LACs before 1997, from 1998
onwards these indexes overlap. This arguably tsflen the one hand, successful public sectormefan
Latin America and cuts in government expenditungsansition economies. The lesson we take from
these three series is that different dimensionsstitutional development behave differently notyon
across regions but also over tiffie.

D. Other Control Variables
In addition to newly constructed variables, we asntrol for more traditional FDI determinants: ketr

size, the level of development, macroeconomic ktghkinfrastructure, and natural resource abundanc

%t is originally called “law and order” in ICRG HE "law" sub-component assesses the strength grattiality of
the legal system and the "order" sub-componensasseopular observance of the law. Each sub-commpequals
half of the total.

%6 Appendix Tables 1 and 2 report summary statistimbthe correlation matrix, respectively. As it tanclearly
seen from the latter, the correlations among ostititional variables are low.
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Depending on the motives for investment, investaige one factor over the other. For example,
market-seeking investors will be attracted to antguwith a large and fast-growing local market.
Resource-seeking investors will favor a countryjhveibundant natural resources, everything else aonst
Efficiency-seeking investors will weigh more hegngleographical proximity to the home country, to
minimize transportation costs.

Market-seeking FDI is mostly to serve the host ¢tgumarket. Market size is a measure of the
size of potential demand in the host country. Wgeek FDI inflows (per worker and over GDP) to be
greater in countries with larger domestic markéts.a proxy of market size, we follow the literatand
use Gross Domestic Product (in PPP terms), whiddetel of development is proxied by the levelexdlr
per capita GDP. The source of these two serigweiMF World Economic Outlook (WEQ) database.

One indicator of a stable macroeconomic environrigeptice stability. Low inflation and prudent
fiscal policies signal to investors the extent ofgrnment commitment and credibility. To proxy for
stability, we use annual average inflation ratesff'WEO. Many transition and Latin American courdrie
experienced high inflation after liberalizing prsca the late 1980s and early 1990s. Those cogntra
embarked on stabilization programs succeeded ifgimg inflation under control rapidly. In this lighhe
lower the average inflation rate is in the hostrtoy the more successful was the stabilizatiorym.
Thus, we expect that foreign investment, ceterigopa, will be attracted to countries with loweflation
rates.

Also from WEO, we construct a measure of natursdueces dependence which is the percentage
of oil and natural gas in total exports. Countthest are natural resources abundant may attrasigfor
investment in those industries, possibly diverimgestment from the manufacturing sector.

Good infrastructure is an important factor for fgreinvestors to operate successfully, regardless
of the type of FDI. Availability of main telephotiaes is necessary to facilitate communication waed

draw this information from the World Bank’s Worlceizelopment Indicators (WDI).

27 Gyfason and Zoega (2001) find that abundant nitesaurces may crowd out physical capital andhithi
economic growth. See also Robinson, Torvik, andliéen2002).
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IV. RESULTS
The objective of this section is to identify whatfors explain the distribution of FDI across Latin
American and transition economies for the period389-2004. The novelty of our study is to exglcit
introduce structural reforms as determinants of. Mi¢ argue that the omission of such factors mag bi
existing results.

A. Baseline results

As discussed earlier, the OLS estimates with cguiked effects are prone to endogeneity bias. The
alternative is to apply the system GMM, which aséffers from the possibility of invalid and too nyan
instruments. We thus present both the fixed effewidel and system GMM in order to make up for
possible shortcomings of each method.

Table 1 reports the regression results in the feféetts model. The dependent variable is the
ratio of FDI to GDP. As shown in columns 1 andi2 tesults on the classical determinants of FDI are
mostly consistent with the existing literature. kkg level of per capita income, stable macroecoaomi
environment reflected in low inflation, and suféat infrastructure are positively related to FCflaws.
However, the coefficient of resource abundancegative, though not statistically signific&fit.

It is worth noting that the interpretation of markeze on FDI requires some caution. Due to a
scaling factor on the dependent variable, the fietteof market size on FDI is equal to the reparte
coefficient of log(GDP) plus one. For example, @uenn 2 of Table 1, the reported coefficient of
log(GDP) is -0.739 and thus the true effect of reidize is 0.261 (=-0.739+1). This implies that the
country with large market size indeed draws moré Fidwever, columns 3-6 show that this result is
fragile: the coefficient is negative and its abselalue is greater than one, thereby, marketisize

negatively correlated with FDI inflows. The fragjliof these results may be due to endogeneity propl

%8 Resource abundance is found to be positive amifisignt in the GMM results in Table 2.
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which seems indeed the case as, when we use Sgdvhin Table 2, the effect of market size becomes
consistently positive and significafit.

In columns 4 through 7, we include our structueddrm variables. It is striking the significance
and relative magnitude of financial reform measwagdank efficiency, as well as of privatizatiomt®l
that the sizes of the coefficients of four typestofictural reform are comparable as they are all
normalized. In column 5, for example, the coeffitief bank efficiency is about four times as laagethat
of privatization indicating that financial developnt measured by bank efficiency is more importaant
the progress toward privatization on foreign inwestt decisions.

The importance of a well-developed financial maigedften cited as one of the prerequisites for
economic growth. Tackling the financial globalizeti-growth puzzle, Prasad et al. (2007) argue that
foreign capital inflows including FDI can boost gitthh only when the recipient countries’ financial
markets are developed enough to channel foreigitatafficiently to finance productive investment.
Alfaro et al. (2004) report a similar finding fBDI that well-developed financial markets are a
precondition for the positive effects of FDI on romic development.

This finding gives rise to a “paradox of financa"the context of FDI. Why do multinational
firms that are not severely financially constrainggbtematically invest in countries in which such
constraints are most relaxed? The conjecture vez fthat financial reform benefits the network of
suppliers the foreign firms needs to operate sstolygin the host economy. In the closely related
literature on FDI spillovers, recent studies fihdttFDI can generate spillovers mainly throughaintr
industry backward linkages rather than inter-indukbrizontal linkages: the productivity of foreiirms
can be increased by having efficient domestic segpin the upstrear.In the current context, we could
argue that foreign investors care about the effyeof domestic financial market for its indire&refit

even if they do not raise capital locally. When toentry has well-developed financial marketss itiore

29 This is not necessarily the case for LACS showrolomn 6, It might be the case that foreign ingesare in
search of monopoly power (Detragiache and oth@@5Pand that they do not care about the domestikeh size.
30 Among others, see Javorcik (2004), GorodnicheBkejnar and Terrell (2007) and Lin and Saggi (2007)
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likely that local suppliers can invest in upgradteghnology and machinery to provide better inputs.
Thus, financial market development supports théahity of potentially good suppliers.

Our results also show that privatization is otimepadrtant structural reform that affects FDI
inflows as shown in columns 5 through 7. The prbatton measure is based on information from all
privatization transactions above US$ 50,000. Thét contains the data on total revenues thaapiried
enterprise generated for the government per yehe iprivatized enterprise was valued above this
threshold. One concern is that the relationshiumeover is spurious because of the suspicion tlat m
of the privatizations that took place in these agimgr economies comprise the selling of state owned
enterprises to foreignei®ur data set also contains information on whetheobthe buyer is foreign-
origin. We construct an additional data seriesasfegnment revenues from privatization that exclaile
those transactions with a foreign buyer. All ouiimmasults remain (including that for the role of
privatization), which suggests that the link betwegeeater private sector involvement (e.g., praaton)
and FDI inflows is not spurious in this sefie.

As noted earlier, Russia and the Czech Republie Wweavily reliant on vouchers and, thus, their
governments received little privatization revendeasdifferentiate voucher privatization, we alsa the
regressions excluding Russia and the Czech Repibl&eresults are insensitive to the exclusiorhef t
two countries.

The coefficients of institution quality variablesaften negative and statistically insignificant.
This contrasts with the evidence that weak ingtihg ought to deter foreign direction investmene{W
2000a, 2000b; Fan et al., 2007.) There are thresilgle reasons why the estimates from the fixesceff
model are unreliable. First, institutional qualgysubject to the endogeneity problem. Secondnegally
takes time for institutional quality to change @hely are virtually time-invariant. Third, there rhige

multi-collinearity among our three institutionalriables?

31 We also find no evidence of Granger-causality leetwour privatization index and FDI inflows (oveDB or per
worker). These results are also available fromatlitbors upon request.
32 See Section D for robustness checks that dealmiticollinearity among the institutional qualitgriables.

21



The first two problems can be alleviated by thérimaentation strategy. In the GMM estimates
shown in Table 2, the quality of bureaucracy cdasiby shows a positive impact on FDI inflows fdir a
countries while its statistical significance dingsinés for the region-wise regressions shown in couén
and 7. The coefficients of executive constraints e of law are positive as expected, althougly th
often fail to bear statistical significance. Itwsrth noting that rule of law is quite important 10ACs
(column 6), while quality of bureaucracy is the tiagportant institutional quality for foreign direc
investors in TEs (column 73

Table 2 reports the regression results from thesy$sMM due to Blundell and Bond (199%).
Two specification tests—the Sargan test and thergkorder correlation (SOC) test for the validify o
instruments—are reported in the last two rows chealumn. Comparing with the results from the dixe
effects model in Table 1, the robustness of stratteform variables is noticeable. As before,dferms
in the areas of financial sector and private sed¢eelopment are important determining factorsf F
inflows. Both the Sargan and second order cormiaists show that instruments are valid througtieut
regressions.

Interestingly, progress in trade liberalizatiomdg a good predictor of FDI inflows even after
endogeneity concerns are taken into account isytieem GMM framework. Yet, we find an important
difference between LAC and TEs in that progredsade liberalization is a significant impetus tolFD
inflows only in LACs, but not in TEs. This may wéké due to the fact that the main sectors receivDg
are different in the two regions, although dataffmther investigating this issue is still inexiste

B. Decomposition of the financial sector reform
The previous tables show that an efficient bankector helps the country attract more FDI inflo@age

might argue that the indicators of financial sece&form—overall financial development and bank

%3 Fan et al. (2007) report that FDI inflows correkawith various institutional variables similardors— executive
constraints, rule of law, and government’s goodknecord.

34 We used all lagged values of the explanatory béias instruments (in level for the first diffiece equations
and in difference for the level equation). The agstion of weak exogeneity for all variables is rejected by the
Sargan over-identification tests while the stricbgeneity of the same variables was rejected.
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efficiency—reflect thdeve of financial development rather than reform efofthus, our results might
simply indicate that FDI is attracted to the coumtith a financial market that had beaneady well-
developed.

In order to test if refornafforts encourage more FDI inflows rather than refautcomes (e.g.,
the current level of financial development), wearfin Tables 3 and 4 the results for other vadslf
financial sector reforms from an alternative dataree (Abiad et al, 2007Qne drawback is the country
coverage is poorer. Nevertheless, this would sasv&@ robustness check on the importance of stalctur
reforms in the financial sector in explaining Fbllows.

We use eight additional financial reform variablEe definitions of these variables are found in
Appendix 2. The financial liberalization index isrstructed as an overall average of these variadles
also include overall financial development to cohtor the current level of financial sector deymizent.

Columns 1 to 7 in Table 3 report the coefficientseach component of the financial reform
variables when included separately in the fixedaf model. In column 7, it shows tlsatritiesmarkets
is associated with higher FDI inflows. Furthermaasing of restrictions on capital flowsgitalflows)
seems to reduce FDI flows. This is somewhat cotintaitive. However, it has been argued that de jur
measures of capital account liberalization arenoftésleading as a proxy of financial integratiocdgse
the policy changes (i.eapitalflows) are not always linked to their outcome (i.e. at&DI flows). For
instance, capital account restrictions are oftefféctive in episodes of capital flights.

Columns 8 to 10 report the results when we incfiiecial liberalization index (the composite
of all financial reform variables). For all coumtsifinancial liberalization index is positive and
significant. The same result holds for TEs. Howetlegindex is no longer important for LACs. We also
tried with each of the financial reform variables EACs but they fail to bear statistical significae>®

Similarly, Table 4 from system GMM shows tliiatancial liberalization index is positive and

significant. As for each component of financiaklillization, the results are slightly differentrfréhe

% Results available upon request.
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fixed effects model. They show that the ones thatasociated with higher FDI inflows agervision,
creditceilings, andsecruitiesmarkets. That is, FDI is attracted to a country with fewestrictions on the
expansion of bank credits, well-supervised bankiegtor, and more liberalized securities marketsidg
the coefficients of institutions are sensitivelte £stimation methods. In the GMM, the significaote
good quality of bureaucracy are recovered.

In sum, the efforts of developing a well-functiogifinancial sector do indeed encourage more
FDI inflows even after controlling for the currdatel of financial development. This implies tha¢p
commitment to financial sector reforms can send@lgignal to foreign investors in terms of the
potential development of their supplier networkereif the financial market is not yet developed.

C. FDl in the financial sector
We found from the above results that financial @e@forms are an important driver for FDI.
One important concern is that this result is aéfddty a high participation of foreign banks in fimancial
sector. If foreign banks are generally more effitihan domestic banks, the entry of foreign baratsbe
responsible for an improvement in financial seefficiency and foreign direct investment.

Our strategy in this case is to collect additianfdrmation on the share of foreign ownership in
the financial sector and run split-sample regressto check whether such variation does affect our
results. Although we cannot distinguish FDI infloinghe financial sector and in the non-financedtsr,
we can make use of the data on the share of fomigrership in the financial sectrin Tables 5 and 6,
we divided the sample into two subgroupanfinancial FDI andfinancial FDI. If the observation has a
major foreign share (greater than 20 percent), itherclassified aginancialFDI. If the foreign share is

less than 20 percent, it is groupedheasfinancial FDI.*’

% Data were drawn from BankScope.

37 Simple Granger-causality tests show that finarreifirms drives FDI inflows but not the other wagund. We
also did the standard IV estimation by using a nenab de jure financial reform indexes taken fromia et al.
(2007) and found that bank efficiency remains digant in the IV results. These results are avéddiom the
authors upon request.
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The results in the first two columns in Table 5whbat, for all countriedhank efficiency is
significant for both groups. This implies that tlesults on the importance of financial sector refoas a
determinant of FDI are not merely driven by cowgdrihat receive mostly FDI in the financial sector.
region-wise regressions in the last four columiis, tesult holds for transition economies but otlfatin
America. In fact, the results in two regions aratcasting. For LACs, bank efficiency matters only i
financial FDI while it matters only imonfinancial FDI for TEs. Note that privatization has a limited
effect on FDI in the financial sector.

ForfinancialFDI, in particular, the coefficient of bank efficienisylikely subject to the reverse
causality problem: foreign investors are not atgddy an efficient financial sector but they siynpl
cherry-pick those with an efficient financial sectbA way of dealing with this is to perform IV
estimations. If the importance of financial secforms is due to reverse causality, then we exgect
significance would disappear once we instrumenntirethe GMM estimates.

In Table 6, we present the GMM results in thetsgdimple ohonfinancial FDI andfinancialFDI.
Interestingly, the significance of bank efficiermyfinancial FDI in all countries and LACs remains and its
magnitude is somewhat strengthened, alleviatingtimeern for possible endogeneity. Bank efficieimcy
nonfinancial FDI in LACs becomes statistically significant. Thetfdwat bank efficiency matters in the
non-financial FDI gives support to our answer t® ‘tharadox of finance” issue. Financially-
unconstrained multinational firms care about tHigiehcy of domestic financial market as a betteral
financial market enables local suppliers to be nedfieient.

In sum, financial sector reforms are an importaived of FDI not only in the financial sector but
also in the non-financial sector. Yet the two regie— LACs and TEs— show a contrasting pattern. Bank
efficiency helped increase FDI in the financialteein LACs, which implies that foreign banks magy b
cream-skimming. This tendency is less noticeablE&r and, rather, bank efficiency seems to matter

more to non-financial sector FDI.

38 Detriagiache et al. (2006) find that foreign bamiry can lead to cream-skimming, undermining gbdf local
banks to engage profitably in soft information lewgd
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D. Other robustness checks
So far we find that institutional quality have miied impact on FDI inflows in the data. Namelye th
quality of bureaucracy seems to play a role iraating FDI for all countries while rule of law isportant
only for LACs. As it is well-known that the insitional variables tend to be closely related witle o
another, the inclusion of all institutional variablat once might make it difficult to see whichitagional
attribute is more important.

Table 7 reports results with the institutional géites included one at a time to address this issue.
In addition, we include other institutional variablsuch as corruption, political risk, and indicatb
polity durability. The aspects of institutional djtias that we find are closely related to FDI ovils are
bureaucracy and executive constraints. Durabaitgriother important factor. However, rule of law
remains statistically insignificant (column 3). \Wiel the same sensitivity analysis for both regioougs,
LACs and TEs. Again, the baseline results remdbust In LACs, rule of law is the only institutidna
variable that matters. In TEs, the quality of buacy is the only variable with significante.

Overall, our main findings on structural reformsl amstitutions withstand robustness tests. We
find that the efficiency of the banking sector qunivatization are two areas of structural reforms
important for FDI investors. Good institutions afday a role via the quality of bureaucracy ane rafl
law for TEs and LACs, respectively.

E. Synthetic Counterfacturals
In this subsection, we present an additional sengfirical results with the goal of confirming asllas
illustrating the main conclusions above. We emglagcently developed methodology referred to as
synthetic control methods for causal inferencecimparative case studies, or short, “synthetic

counterfactuals” (See Abadie and Gardeazabal 26@3hadie, Diamond and Hainmueller 2007).

39 Another sensitivity analysis was carried out foe infrastructure variable as one might argueftkatl telephone
lines have lost their importance vis-a-vis more prodechnologies. We alternatively use the numbeomputers
per 1000 people and the use of internet. The nesinlts hold. Results available upon request.
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The main objective of this exercise is to see hawelmDI inflows the country would have
received if it engaged in financial reforms witle ttame intensity as other countries. This syntioetitrol
method is intended to estimate the effect of argiméervention (i.e., financial reform) by compayithe
evolution of an aggregate outcome variable (i.Bl, iRflows) for a country or a group of countries
affected by that intervention to the evolution lod same aggregate outcome for a synthetic comvalpg

This method focuses on the construction of thettsstic control group.” It does so by searching
for a weighted combination of other countries clnagemimic the country affected by the intervention
given a set of predictors of the outcome variable evolution of the outcome for the synthetic coint
group is therefore an estimate of the counterfactinahat would have been the behavior of the ooeo
variable (in our case, FDI inflows) for the affedttountry if the intervention had happened in tias
way as in the control grodfIn our context, the outcome variable is FDI infloand the set of predictors
correspond to the baseline specification of FDédatnants excluding the financial efficiency vateab

This synthetic control approach extends the lipearel data (differences-in-differences)
framework by allowing the effects on unobservedalsdes on the outcome to vary over time. Moreoier,
“allow(s) researchers to perform inferential exeesi about the effects of the event or interverdfon
interest that are valid regardless of the numbeawvaflable comparison units, the number of avadlaiohe
periods, and whether aggregate or individual degaised for the analysis” (Abadie et al, 2007,)p. 3

We present these results as a way of confirmingsénetigthening our findings so far. If we obtain
similar results to the fixed-effects and system GMéfimates as previously reported, this can be agan
powerful robustness check. Moreover, because afek@ability of selecting interesting control and
treatment groups, the results we present shalegeriustrate the workings of the effects we restie.

We first start by selecting one country from eaaffion. There are clearly various candidates but

we decide to report results for Argentina and fas$ta because they are both large and influential

“’Abadie and Gardeazabal (2003) investigate “whatlévbave been per capita GDP in the Basque courithout
terrorism?” Abadie et al. (2007) present two exaapl'what would have been cigarette consumptio@atifornia
without Proposition 99?” and “what would have bées per capita GDP of West Germany without reuatfon?”
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countries in their respective regions, both haceiked relatively high levels of FDI between 199@ a
2004, and also both have experienced severe ecomises in this time window. In order to make the
exercise more meaningful, we also selected a smaiber of countries for the potential “donor podl.”
For Russia, we selected the Baltics (Estonia, baawid Lithuania) and, for Argentina, we select Braz
Chile, Mexico and Venezuela. We present one setafits for each country and the questions each
answer is as follows: what would have been thel leVEDI inflows into Russia (Argentina) had it
implemented financial reform in the same way a®ifiat Latvia and Lithuania (Brazil, Chile, Mexicoda
Venezuela)?

The predictors we use for the level of FDI infloare the same in the two cases and are based on
our baseline specifications above. They includelle¥ GDP level as a proxy for market size (in loger
capita GDP (also in logs), inflation (in logs), thember of telephone lines as a measure of thétyoél
infrastructure (in logs), energy exports as a sbétetal exports (in logs), three institutionakizdles
(quality of the bureaucracy, constraints on thecatiee, and rule of law) and the structural reform
variables excluding the level of financial efficagn(i.e., trade liberalization, privatization afetsize of
the financial sector). By examining our financieflarm indicator, we selected 1996 as the year iiclwh
the reform trajectories start to diverge from tbateol groups in the two countriés.

Figure 3 reports the results for the synthetic mmbethod. In the first panel for Russia, we find
that the weights of the best combination of coestfor a synthetic Russia counterfactual wouldBBé .
for Lithuania, .108 for Latvia and .007 for Estarde shown in Figure 3, the fit for Russia is gaodhe

pre-intervention period which may not be very sisipg given the fact that all these countries weag

*1 One can argue that the natural initial donor peolld be the whole Latin America for Argentina aafl
Transition economies for Russia, yet we can sulelypetter than that. Moreover, restricting the dgommol in this
framework is actually advisable: “researchers fyio minimize biases caused by interpolating acregfons with
very different characteristics may restrict the alopool to regions with similar characteristicstie region exposed
to the event or intervention of interest. (...), iontrast with more traditional regression methodsictv typically
rely on asymptotic limit theorems for inferencee thvailability of a small number of regions to doust the
synthetic control does not invalidate our inferehgirocedures” (Abadie et al., 2007, p 7-8)

2 The algorithm was implemented in STATA using Aleeet al.’ssynth routine. Our results were generated using
the options that deliver the most statisticallyustresults yet the two most computationally-inteas(nested and
allopt). The former employs a fully nested optimizationgedure (as opposed to a constrained one) wtdléatter
provides a robustness check by running the negttichization three times using three different starpoints.
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of the former Soviet Unioff The root mean square prediction error (RMSPH)dgeéd rather low
(0.00047) indicating a relatively good fit of theodel. For the second panel, the best syntheticriimg
counterfactual, on the other hand, comes from arbafanced combination of countries with México
receiving the highest weight of .397, followed bgnézuela (.283), Brazil (.198) and Chile (.122).
Although the matching before 1996 may seem as uitg good as the one for Russia, the RMSPE is still
quite low at .0036.

The first panel of Figure 3 shows that if Russid maplemented financial reform the same way as
Estonia, Latvia and Lithuania did (or better, haichplemented it like the best combination of thégee
countries did), than the level of FDI inflows it uld have received would have been substantialbetar

The average FDI inflows were about 0.5 percentDPGince 1996. According to our results, had Russia

*3 The following table shows the actual and estichaieerage values for all predictors in the modeRussia:

| Russia nfetic
| Russia
+
log_gdp_ppp_billion | 13.82751 10.01679
log_ngdp_pc_weo | 7.003062 6.649543
log_inflation | 6.251343 080559
log_telephone_lines | 16.97115 13.6341
log_fuel | 3.763755 21073
fdlb | .4734038841832
priv_rev_gdp_index | .0012221 .0262577
bureacracy | 22.007
ruleoflaw | 3.1944444

* The following table shows the actual and estimhaieerage values for all predictors in the modelimentina:

| Argentina  Syetiib
| Argentina
log_gdp_ppp_billion | 12.71237 12.67407
log_ngdp_pc_weo | 8.880356 8.16927
log_inflation | 2.335659 7487093
log_telephone_lines | 15.23147 15.35517
log_fuel | 2.254053221135
fdlb | .5310238069918
tradelib | .9463078381946
priv_rev_gdp_index | .145129 .0504535
bureacracy | 2 2198
ruleoflaw | 3.944443.551
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implemented financial reform like our “Synthetic $ia” this ratio would have increased (more than
tripled) to 1.6 percent of GDP. Moreover, Figureh®ws that the average effect is somewhat mislgadin
because the differential impact is clearly muchéarfor 1996-1998 than for 2001-2004.

The second panel of Figure 3 shows that if Argentiad implemented financial reform the same
way as Mexico, Chile, Brazil and Venezuela (or haehplemented it like the best combination of thes
countries did), then the level of FDI inflows ingentina would have been also much larger. While FD
inflows to Argentina were approximately 1.2 percehGDP since 1996, according to our results had
Argentina implemented financial reform like our f8lgetic Argentina” this ratio would have increased
2.2 percent of GDP. In both cases, the impactlgiéa@s great economic significance, although tifeces
over time are quite different between the two calsesontrast to the Russian case, the differeitiphct
is remarkably constant after 1996 for ArgentinaefEhare of course many possible explanations fey th
yet we believe that the timing of the economiceasisach country suffered may be playing a large rol
here.

There are at least three issues we should highkightrespect to these results. The first is timat,
the original applications of the synthetic courdetfials methodology mentioned above, the usual ot
a number of periods before and after the treatifiasorrs the former, that is, there are at leastevais
many years before treatment than after treatmemut case, we have basically the opposite. Allgvior
a longer pre-treatment window, everything elsestimae, would improve the quality of the matching.

The second issue is that it would be obviously e&dvinterpret the gaps we estimate between
actual and synthetic levels of FDI inflows as dniv®y occurrence of reform in the control groupsista
total absence of it in the treatment countries éita and Russia). We believe that a more nuamte a
surely realistic interpretation would regard thgaps as relative changes in the intensity of fir@nc
reforms in the two groups.

The third issue is the need to recognize the fiskmitted variable biases. The underlying model
is the same as before except for the exclusiomah€ial reform. Thus, the impact of other reforms,

changes in institutions, macroeconomic stabilityaldy of infrastructure and general economic ctods
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are all taken into account. However, it is possthé key variables are still omitted. For example,
possible candidates we have in mind are additi@farms in the areas of fiscal, labor market aratipct

market and even the complementarity or substitlityplbimong our original set of reforms.

V. CONCLUSIONS
Since the late 1980s, structural reforms have baptemented in unparalleled scale across the dpirejo
world while foreign direct investment (FDI) becaome of the main components of private capital flows
The literature has not yet fully investigated threiationship in large part because of the lackeésures
of structural reforms comparable over time and sxregions. More recently, the literature has given
weight to the identification of possible channéliotigh which FDI may be made more effective such as
minimum threshold level of absorptive capacity sasthuman capital in the host country (Borensaein
al., 1998). The implementation of structural refsrcan work in a similar way as structural refooas
improve business conditions and the investmentatim

In this paper we construct the new data set owtstral reform indices for 19 Latin American and
25 transition economies from 1989 to 2004. We gmbd the identification of the effects of selective
individual reforms and try to provide a more contyaesive assessment of these links by asking which
reforms matter vis-a-vis FDI and how the effectsedbrm efforts differ in systematic ways from rafo
outcomes .

Our main finding from the regression analysesrigbaist empirical relationship from structural
reforms to FDI. Also, we find a stronger effectrfrdinancial sector reforms than from privatizatamd
trade liberalization. When we use measures of tefdrm efforts and reform outcomes (e.g., financial
reform), we find that the effect of reforoutcomes is fragile (i.e., financial depth), while that refform
efforts tend to be more powerful. We conclude that tatso$ determinants of FDI inflows—financial
reform, privatization, level of development and lgyaf the infrastructure—is robust to different
measures of reform, different estimators, splitglas) and potential endogeneity and omitted vasimbl

biases.
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We highlight three extensions of our study. Fiosie could further extend the analysis to re-
investigate the long-term effects of FDI on growfter taking into account structural reforms. In
particular, our findings point to the direction tfiaancial sector reform may be a key factor ihamcing
the benefits of foreign capital inflows. Secondyituld be interesting to assess whether our firslhrgd
as well for developed and for other groups of dewielg countries (Africa, Middle East and Asia),
although this would require a substantial dataectibn effort. Third, as previously mentioned, tdheice
of structural reforms can be extended to have admocoverage such as labor market and productetnark

liberalization, tax policy, as well as changeshie tegulatory framework.
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Figure 1. Foreign Direct Investment Inflows over GI[P,
Latin American and Transition Economies, 1989-2004

(both in constant US$ billions)
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Figure 2. Foreign Direct Investment Inflows per Woker,
Latin American and Transition Economies, 1989—2004
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Figure 3. Synthetic Counterfactuals
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Table 1. Determinants of FDI: Baseline Model — Eixdfects Model
Dependent variable = log(FDI/GDP)

1 2 3 4 5 6 7
ALL ALL ALL ALL ALL LAC TE
log(GDP) 0.285 -0.739* -1.127* -1.631** -1.096* -1.042 -0.858

[0.20]  [0.38]  [0.51] [0.55] [0.57] [0.76] [0.97]
log(GDP per capita) ~ 0.817+*1.076%%* 1.478%* 1.338%* 1287+%* 1.154%* 1.611%*
[0.15]  [0.20]  [0.23] [0.23] [0.23] [0.29] [0.46]

log(inflation) -0.161*** -0.105*** -0.0608 -0.0435 -0.0419 -0.116**  0.121*
[0.029] [0.034] [0.040] [0.039] [0.038] [0.049] J063]
log(telephone lines) 0.696*** 0.928*** 1.088** 0.906*** 0.673** 0.764*
[0.17] [0.22] [0.22] [0.23] [0.32] [0.39]
log(fuel) -0.00292 0.00137 0.0157 -0.0249  0.00488-0.123
[0.046] [0.051] [0.050] [0.053] [0.060] [0.15]
Qual. of Bureaucracy -0.167* -0.145 -0.155 -Q05 -0.0466
[0.10] [0.099] [0.095] [0.11] [0.27]
Executive constraints -0.0668 -0.0384 -0.0599 160* 0.0175
[0.075] [0.075] [0.072] [0.091] [0.14]
Rule of Law 0.0377 0.0413 0.0421 0.0286 -0.167
[0.065] [0.063] [0.061] [0.083] [0.13]
Overall fin. development 1.735 1.177 2.793* -476
[1.31] [1.32] [1.59] [2.62]
Bank efficiency 5.119** 5.765** 3.160** 13.13*
[1.32] [1.30] [1.50] [3.34]
Trade liberalization -1.45 1.713 -1.269
[1.42] [2.96] [1.69]
Privatization 1.319**  1.009**  1.290***
[0.30] [0.45] [0.41]
Observations 519 447 315 315 298 182 116
Number of ccode 40 40 33 33 31 15 16
R- squared 0.35 0.28 0.36 0.4 0.46 0.49 0.56

Regressions are the fixed effects model. All regies include a constant term. Robust standardseare
reported in brackets. ***  ** and * denote si§jnance at the 1%, 5%, and 10% level, respectively
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Table 2. Determinants of FDI: Baseline Model — 8gsiGMM
Dependent variable = log(FDI/GDP)

1 2 3 4 5 6 7
ALL ALL ALL ALL ALL LAC TE
log(GDP) -0.167*** -0.515*** -0.432** -0.413** -0.383*** -1.161*** -0.622***
[0.041] [0.096] [0.097] [0.098] [0.096] [0.17] [07]
log(GDP per capita) 0.499*** 0.473** (0.271** (0.285** (0.218** -0.269** 0.17
[0.075] [0.073] [0.089] [0.093] [0.090] [0.13] 9]
log(inflation) -0.237** -0.176** -0.180** -0.139*** -0.153** -0.101** -0.0777
[0.035] [0.035] [0.034] [0.039] [0.038] [0.050] [162]
log(telephone lines) 0.341** 0.252** 0.274** Q@59*** 1.192** (.460***
[0.090] [0.092] [0.092] [0.091] [0.18] [0.15]
log(fuel) 0.0513* 0.0734***(0.0817** 0.0570** 0.0645**  0.0357
[0.028] [0.028] [0.028] [0.027] [0.028] [0.069]
Qual. of Bureaucracy 0.216*** 0.165*  0.155** (@R66 0.185
[0.074] [0.077] [0.078] [0.10] [0.14]
Executive constraints 0.0316 0.0376 0.0851* -Pp¥15 0.074
[0.039] [0.041] [0.047] [0.077] [0.064]
Rule of Law 0.0389 0.0343 0.0241  0.349**  -0.022
[0.040] [0.041] [0.041] [0.063] [0.090]
Overall fin. development -1.105 -1.018 -0.791 1Q0.
[0.82] [0.82] [1.13] [1.54]
Bank efficiency 4.485***  3.048*  4.132** 9.180™
[1.49] [1.43] [1.62] [2.47]
Trade liberalization 1.835 5.582* -1.796
[1.47] [2.88] [1.62]
Privatization 1.133**  1.410** 1.512%*
[0.37] [0.51] [0.47]
Observations 355 315 315 315 298 182 116
Number of ccode 33 33 33 33 31 15 16
Sargan over-id test 0.55 0.64 0.53 0.66 0.27 0.31 0.18
Test for serial correlation
AR(1) 0.006 0.003 0.003 0.004 0.023 0.035 0.10
AR(2) 0.42 0.46 0.39 0.49 0.21 0.65 0.09

Regressions use the syst&MM estimator. All regressions include a constanirt. Robust standard errors
reported in brackets. Instruments used are log(GBBJGDP per capita), log(inflation), log(telepl®lnes),
log(fuel), quality of bureaucracy, executive coastts, rule of law, overall financial developmeink
efficiency, trade liberalization, and privatizatidor the difference equations, all in lagged levahd, for the
level equation, in first difference. *** , ** antidenote significance at the 1%, 5%, and 10% level
respectively. Sargan over-identifying restrictid@st and test for serial correlation report p-ealu
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Table 3. Determinants of FDI: Decomposition of Ficial Liberalization —Fixed Effects Model

[Dependent variable = log(FDI/GDP)]

1 2 3 4 5 6 7 8 9 10
ALL ALL ALL ALL ALL ALL ALL ALL LAC TE
log(GDP) -0.401 -0.518 -0.455 -0.328  -0.657 -1.1950.539 -0.563 0.0216 -2.217*
[0.65] [0.66] [0.65] [0.65] [0.63] [1.06] [0.65] 0[65] [0.89] [0.98]
log(GDP per capita) 1.036**0.982*** 1.019*** 1.099*** 1.238** 2.096*** 0.993*** 0.921*** (0.811** 1.910***
[0.27] [0.27] [0.26] [0.27] [0.26] [0.50] [0.26] 0[27] [0.32] [0.46]
log(inflation) -0.0655 -0.0645 -0.0574 -0.0678* -0.0549 0.0948 -0.0652 -0.0544 -0.146*** 0.154**
[0.041] [0.041] [0.041] [0.041] [0.041] [0.068] .m0] [0.041] [0.051] [0.063]
log(telephone lines) 0.769**0.767** 0.822*** (0.862*** 0.905** 0.727 0.782***0.720*** 0.488 -0.0548
[0.25] [0.25] [0.24] [0.25] [0.24] [0.45] [0.24] 0[25] [0.36] [0.43]
log(fuel) -0.167* -0.161* -0.170* -0.171* -0.0899 -0.334 -0.167* -0.153* -0.175* -0.0559
[0.089] [0.089] [0.087] [0.087] [0.076] [0.25] f[@B7] [0.088] [0.098] [0.22]
Qual. of Bureaucracy -0.276*0.279** -0.286*** -0.300*** -0.216** -0.686*** -0.230** -0.236** -0.0987 -0.589**
[0.11] [0.11] [0.11] [0.11] [0.11] [0.21] [0.11] Of11] [0.13] [0.28]
Executive constraints -0.03530.0356 -0.0637 -0.0303 -0.0921 0.182 -0.0477 -0.0474 -0.163 0.329**
[0.090] [0.089] [0.089] [0.089] [0.089] [0.16] f[@B8] [0.088] [0.11] [0.16]
Rule of Law 0.0261 0.0509 0.0359 0.0534 -0.0223.0478 0.0209 0.0423 -0.0567 -0.0298
[0.068] [0.069] [0.067] [0.069] [0.069] [0.11] f[@67] [0.067] [0.093] [0.11]
Overall fin. development 1.013 1.243 0.687 1.126 692. -2.609 1.257 1.019 2724  -3.291
[1.43] [1.42] [1.44] [1.41] [1.40] [2.30] [1.41] 1f41] [1.71] [2.53]
Trade liberalization -3.026 -2.075 -2.646 -2.056 .71®%* -3.211 -2.929 -2.754 1.365 -2.318
[1.95] [1.89] [1.83] [1.87] [1.90] [2.37] [1.83] 1]83] [3.55] [2.17]
Privatization 1.285***1.280*** 1.303*** 1.249*** 1,180*** (0.939** 1.381** 1.343*** 1.082** 1.446***
[0.32] [0.32] [0.32] [0.32] [0.32] [0.45] [0.32] 0[32] [0.46] [0.41]
competition 0.0676
[0.096]
supervision 0.0972
[0.094]
privatization_bank 0.108
[0.070]
ccontrol -0.118
[0.094]
capitalflows -0.110*
[0.064]
creditceilings 0.482
[0.33]
securitiesmarkets 0.170*
[0.088]
Financial liberalization index 0.960*-0.441 4.126***
[0.51] [0.73] [0.82]
Observations 245 245 245 245 253 113 245 245 145 0 10
Number of ccode 24 24 24 24 25 13 24 24 11 13
R- squared 0.46 0.46 0.46 0.46 0.46 0.54 0.46 0.460.51 0.66

Regressions are the fixed effects model. All regjmrss include a constant term. Robust standards
are reported in brackets. ***  ** and * denoigrificance at the 1%, 5%, and 10% level,

respectively.
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Table 4. Determinants of FDI: Decomposition of Ficial Liberalization —System GMM

[Dependent variable = log(FDI/GDP)]

1 2 3 4 5 6 7 8 9 10
ALL ALL ALL ALL ALL ALL ALL ALL LAC TE

log(GDP)

log(GDP per capita)
log(inflation)
log(telephone lines)
log(fuel)

Qual. of Bureaucracy
Executive constraints
Rule of Law

Overall fin. development

Trade liberalization

-0.475"* -0.297** -0.417** -0.393*** -0.432* -0.615*** -0.356*** -0.335** -1.489*** -0.486***
[0.13] [0.13] [0.12] [0.12] [0.12] [0.17] [0.12] O[12] [0.24]  [0.19]
0.445%0.407** 0.428** 0.416%* 0.366** 1.622** 0.343** 0.363** -0.239 0.917**
[0.11] [0.11] [0.11] [0.11] [0.11] [0.20] [0.12] O[12] [0.17] [0.27]

-0.187%++-0.137%* -0.164*** -0.166** -0.181** 0.0133 -0.169**:0.138** -0.133* -0.0144
[0.036] [0.041] [0.037] [0.038] [0.035] [0.043] [B6] [0.042] [0.056] [0.051]
0.317**  0.13  0.249% 0.238* .2B3* 0.341* 0174 0.167 1.524** 0.124
[0.13] [0.12] [0.11] [0.11] [0.11] [0.16] [0.12] O[12] [0.26]  [0.18]
0.0893* 0.0849** 0.0639* 0.0734** 0.0439 -0.147** 0.0509 0.0603 0.0179  0.102
[0.037] [0.036] [0.037] [0.037] [0.033] [0.063] J[B9] [0.038] [0.044] [0.092]
0.151* 0.133  0.140* 0.178%2@7** -0.440** 0.167* 0.169* -0.0255 -0.106
[0.081] [0.082] [0.081] [0.088] [0.080] [0.13] f[@82] [0.082] [0.12] [0.15]
0.110% 0.112* 0.0948* 0.301 0.0661 0.168** 0.115** 0.0923* -0.173* 0.028
[0.052] [0.052] [0.053] [0.053] [0.053] [0.058] J[W62] [0.053] [0.10] [0.065]
0.012 -0.004820.00198 -0.0163 -0.005740.134* -0.0293 -0.0115 0.320%*0.0377
[0.044] [0.043] [0.043] [0.048] [0.043] [0.072] [M6] [0.044] [0.068] [0.091]
-0.672  -0.94 -1.009 -0.84D.00603 -4.761** -1.149  -1.077  0.82 -4.199%**
[0.98] [0.97] [0.98] [0.98] [0.98] [1.16] [0.98] 0[98] [1.59] [1.50]
1.374  1.665 0431 0.649  1.288.293* 1.17  0.782 5182 -4.940**
[1.70] [1.71] [1.77] [1.82] [1.68] [1.67] [1.69] 1[71] [3.86] [1.84]

Privatization 1.010*** 1.056*** 1.067*** 1.089*** 1.004*** 0.675* 1.099** 1.080*** 1.671** 1.067**

[0.38] [0.38] [0.38] [0.38] [0.38] [0.40] [0.38] 0[38] [0.54] [0.47]
competition -0.0922

[0.074]
supervision 0.150**

[0.075]
privatization_bank 0.0777
[0.053]
ccontrol 0.0615
[0.074]
capitalflows -0.0741
[0.059]
creditceilings 0.580*
[0.30]
securitiesmarkets 0.152*
[0.079]
Financial liberalization index 0.733*  -0.499 2.009***
[0.42] [0.66] [0.62]

Observations 245 245 245 245 253 113 245 245 145 0 10
Number of ccode 24 24 24 24 25 13 24 24 11 13

Sargan over-id test

Test for serial correlation
AR(1)

AR(2)

0.23 0.24 0.22 0.24 0.21 0.180.24 0.24 0.23 0.16

0.11 0.10 0.11 0.12 0.10 0.009 0.12 0.10 0.15 0.15
0.3 0.25 0.29 0.27 0.22 0.26 0.27 0.28 0.50 0.33
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Regressions use the system-GMM estimator. All gjoas include a constant term. Robust standaotsesire reported in brackets.
Instruments used are log(GDP), log(GDP per cagitg]jnflation), log(telephone lines), log(fuelygity of bureaucracy, executive
constraints, rule of law, overall financial devetognt, bank efficiency, trade liberalization, antvatization: for the difference
equations, all in lagged levels and, for the legglation, in first difference. *** , ** and * dete significance at the 1%, 5%, and
10% level, respectively. Sargan over-identifyiegtrictions test and test for serial correlatiepart p-value.
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Table 5. Determinants of FDI: Nonfinancial vs. ficéal FDI — Fixed Effects Model
[Dependent variable = log(FDI/GDP)]

NoFinFDI FinFDlI  NoFinFDI FinFDI  NofinFDI  FinFDI
ALL ALL LAC LAC TE TE
log(GDP) -2.201%** -2.840**  -1.702* -2.3 0.239 -0.592
[0.84] [0.89] [0.88] [1.80] [2.01] [2.09]
log(GDP per capita) 1.637** 2.075%* 1.128** 2.046** 2.100*** 0.226
[0.34] [0.56] [0.43] [0.71] [0.61] [1.30]
log(inflation) -0.015 0.177*  -0.105** -0.00657 049# 0.236*
[0.044] [0.099] [0.050] [0.15] [0.081] [0.14]
log(telephone lines) 1.020%** 1, 771**  0.824** 1.208 -0.133 -0.415
[0.33] [0.51] [0.34] [0.91] [0.92] [1.04]
log(fuel) -0.0251  -0.0542 0.0437 -0.191 -0.275 70.3
[0.060] [0.11] [0.061] [0.14] [0.27] [0.52]
Qual. of Bureaucracy -0.471** 0.271  -0.349*** 0.372 -0.36 -0.394
[0.13] [0.21] [0.13] [0.26] [0.46] [0.51]
Executive constraints 0.0515 -0.0688 -0.0994 -0.13 0.11 0
[0.081] [0.16] [0.095] [0.21] [0.18] [0]
Rule of Law -0.074 0.103 -0.187*  -0.0277  -0.001290.0969
[0.089] [0.11] [0.10] [0.16] [0.21] [0.34]
Bank efficiency 4.605**  7.347* 1.322 9.336* 8.641* 6.582
[1.40] [4.07] [1.50] [4.85] [4.77] [15.6]
Overall fin. development 1.091 -0.619 1.946 -2.361 -5.969 1.915
[1.58] [2.98] [1.50] [4.70] [5.53] [6.29]
Trade liberalization -1.085 -1.807 1.577 17.19 56.1 -1.011
[1.41] [4.92] [2.45] [15.7] [1.92] [4.90]
Privatization 2.937**  0.441 2.442*%*  -0.257  4.566*** 0.59
[0.60] [0.37] [0.61] [0.67] [1.41] [0.48]
Observations 181 117 116 66 65 51
Number of ccode 27 21 14 11 13 10
R-squared 0.53 0.4 0.6 0.55 0.65 0.29

Regressions are the fixed effects model. All regimess include a constant term. Robust standardseare
reported in brackets. ***  ** and * denote si§jnance at the 1%, 5%, and 10% level, respectively
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Table 6. Determinants of FDI: Nonfinancial vs dintial FDI — System GMM
[Dependent variable = log(FDI/GDP)]

NoFinFDI FinFDI NoFinFDI FinFDI  NofinFDI FinFDI
ALL ALL LAC LAC TE TE
log(GDP) -0.665*** -0.498** -1.308*** -1.474**  -0.385 -0.22
[0.11] [0.18] [0.19] [0.33] [0.25] [0.37]
log(GDP per capita) 0.106 -0.235* -0.292*  -0.732***-0.0428 -0.0191
[0.11] [0.13] [0.15] [0.21] [0.24] [0.37]
log(inflation) -0.175%** 0.068 -0.149%** 0.0805 -Q25*  0.153**
[0.042] [0.063] [0.055] [0.098] [0.067] [0.072]
log(telephone lines) 0.548**= 0.540**=*  1.367***  18&4*** 0.296 0.289
[0.10] [0.18] [0.22] [0.33] [0.18] [0.39]
log(fuel) 0.0716** 0.111%** 0.026 0.0271 -0.058 O&*
[0.031] [0.040] [0.032] [0.054] [0.12] [0.097]
Qual. of Bureaucracy 0.122 0.202* 0.0363 -0.0495 0.0408  0.288*
[0.088] [0.11] [0.12] [0.18] [0.22] [0.15]
Executive constraints 0.000409 -0.134 -0.148* -8x41 -0.0415 0.104
[0.049] [0.11] [0.083] [0.19] [0.095] [0.23]
Rule of Law 0.148** 0.312*=*  (0.254***  0.600*** 0.7 0.0941
[0.058] [0.072] [0.082] [0.12] [0.13] [0.13]
Bank efficiency 4,91 4%** 8.485*** 3.512* 7.583**  @49** 9108
[1.63] [2.35] [2.05] [3.05] [2.75] [7.50]
Overall fin. development -1.269 2.256 -2.322* 0.267 1.814 3.076*
[0.89] [1.46] [1.20] [2.46] [2.31] [1.87]
Trade liberalization -0.621 4,025** 3.673 5.592 343 4.712*
[1.70] [1.99] [2.87] [7.02] [2.11] [2.01]
Privatization 3.053*** 0.527 3.271%*= 0.18 5.054*** 0.867**
[0.65] [0.38] [0.73] [0.66] [1.34] [0.34]
Observations 181 117 116 66 65 51
Number of ccode 27 21 14 11 13 10
Sargan over-id test 0.29 0.17 0.66 0.12 0.11 0.10
Test for serial correlation
AR(1) 0.09 0.05 0.08 0.19 0.20 0.01
AR(2) 0.53 0.54 0.96 0.97 0.23 0.12

Regressions use the system-GMM estimator. All egjo|s include a constant term. Robust standaodserr
are reported in brackets. Instruments used ar&Ipg(, log(GDP per capita), log(inflation), log(telone
lines), log(fuel), quality of bureaucracy, exewattonstraints, rule of law, overall financial dieyament,
bank efficiency, trade liberalization, and privatinn: for the difference equations, all in lagdeeels and,
for the level equation, in first difference. **** and * denote significance at the 1%, 5%, afddllevel,
respectively. Sargan over-identifying restrictid@st and test for serial correlation report p-ealu
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Table 7. Determinants of FDI: Robustness CheckKifli®ns) — System GMM
[Dependent variable = log(FDI/GDP)]
1 2 3 4 5 6

log(GDP) -0.398*** -0.394*** -0.324*** -0.502*** -0.539*** -0.523***

[0.093] [0.094] [0.10] [0.088] [0.099] [0.099]
log(GDP per capita) 0.214* 0.268*** 0.390*** 0.464*** (0.273** 0.427***

[0.084] [0.077] [0.086] [0.074] [0.10] [0.089]
log(inflation) -0.151*** -0.136*** -0.122*** -0.134*** -0.140*** -0.144***

[0.037] [0.037] [0.041] [0.037] [0.036] [0.039]
log(telephone lines) 0.242*** 0.296*** 0.214* 0.326*** 0.336** 0.301***

[0.088] [0.087] [0.097] [0.085] [0.089] [0.093]

log(fuel) 0.0499* 0.0474* 0.0546* 0.0356 0.0408 450
[0.027] [0.027] [0.029] [0.025] [0.028] [0.031]
Bank efficiency 2.703*  3.712** 5.676** 2.497**  2.288* 3.146**
[1.41] [1.41] [1.59] [1.22] [1.23] [1.31]
Trade liberalization 1.741 1.39 0.725 2.582* -0.3 -0.801
[1.48] [1.48] [1.61] [1.09] [1.48] [1.48]
Privatization 1.243%* 1.254*** 1.163** 0.936*** 1.354** 1.268***

[0.37] [0.37] [0.39] [0.33] [0.37] [0.39]
Qual. of Bureaucracy  0.225***

[0.069]
Executive constraints 0.142%**
[0.041]
Rule of Law 0.0143
[0.044]
Corruption 0.0345
[0.048]
Political Risk 0.0127
[0.0083]
Durability 0.00586**
[0.0027]
Observations 298 298 298 314 244 244
Number of ccode 31 31 31 35 30 30
Sargan over-id test 0.28 0.31 0.44 0.48 0.34 0.45
Test for serial correlation
AR(1) 0.02 0.02 0.02 0.03 0.03 0.03
AR(2) 0.16 0.19 0.2 0.78 0.29 0.32

Regressions use the system-GMM estimator. All gjoas include a constant term. Robust
standard errors are reported in brackets. Instrtsnesed are log(GDP), log(GDP per capita),
log(inflation), log(telephone lines), log(fuel), ity of bureaucracy, executive constraints,
rule of law, overall financial development, banka@éncy, trade liberalization, and
privatization: for the difference equations, allagged levels and, for the level equation, in
first difference. *** , ** and * denote signifigece at the 1%, 5%, and 10% level,
respectively. Sargan over-identifying restrictit@st and test for serial correlation report p-
value.
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Appendix 1. Summary Statistics

Variable Obs Mean Std.Dev. Min Max
log(FDI/GDP) 582 -4.73 1.12 -8.3 -2.2
log(GDP) 704 10.62 1.39 8.3 14.2
log(GDP per worker) 704 7.51 1.00 3.4 9.7
log(inflation) 563 2.70 1.65 -3.0 8.9
log(telephone) 638 13.84 1.38 10.6 17.6
log(fuel) 523 1.39 1.94 -4.6 4.5
Executive constraints 543 5.44 1.80 1 7
Qual. of Bureaucracy 498 1.93 0.86 0 4
Rule of Law 498 3.51 1.19 1 6
Overall fin. development 672 0.52 0.08 0 1
Bank efficiency 672 0.78 0.09 0 1
Trade liberalization 571 0.93 0.07 0 1
Privatization 704 0.05 0.11 0 1
Financial liberalization Index 473 0.58 0.23 0 1
competition 478 2.28 0.97 0 3
supervision 478 1.02 0.90 0 3
privatization_banks 478 1.23 1.18 0 3
securitiesmarkets 478 1.62 1.00 0 3
creditceilings 286 0.81 0.39 0 1
capitalflows 476 1.72 1.06 0 3
creditcontrols 474 1.87 1.00 0 3
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Appendix 2. Data Descriotion and Sources

Variable Definition Source

log(FDI/GDP) Log of FDI to GDP ratio WEO

log(GDP) Log of GDP WEO

log(GDP per worker) Log of GDP per capita WEO

log(inflation) Log of annual inflation WEO

log(telephone) Log of number of main telephone lines World Development Indicators
log(computer) Log of number of computers World Development Indicators

log(fuel)

Executive constraints
Qual. of Bureaucracy
Rule of Law

Overall fin. development
Bank efficiency

Trade liberalization
Privatization

Corruption
Political risk

Durability
competition

supervision

privatization_bank
securitiesmarkets

creditceilings
capitalflows

Financial liberalization indexA composite index of financial liberlization usibgnk entry, credit controls, securities marketgrist rates and bank

Log of fuel exports as % of total exports World Development Indicators

Executive constraints, openafide facto indepndence of chief executives polity IV
The extent to which the bureaucracy has the stneang expertise to govern without drastic changgmlicy or ICRG
interruptions in government services.
Agreggate governance indicator measuring the quafiicontract enforcement, the police, and the tsp@s well as the  ICRG
likelihood of crime and violence.
Overall financial development index based on thegerlying variables, the ratio of liquid liabié§ to GDP, the ratio of Author's calculations

private sector credit to GDP, and the ratio of caruial bank assets to the total bank assets

Index of bank efficiency based oe thtio of overhead cost to total bank assets ahihterest margin Author's calculations

Arithmetic average of normatizeverage tariff rate and tariff disperision Author's calculations
Government's privatization proceeds Kikeri and Kolo (2005)
Corruption indicator. Component of the politicskrrating, counting for 6 of the 100 points. ICRG

Political risk rating measuring political stabiliging political and social attributes, from 0 (iasky) to 100 (least risky). ICRG
Composed of 12 weighed variables: government gigtsbcioeconomic conditions, investment profitgernal conflict,
external conflict, corruption, military in politicseligion in politics, law and order, ethnic tesrss, democratic
accountability, and bureaucracy quality.

The number of years the dictator is ineo polity IV

Policies to lower banking sector entry barriersfdieign banks allowed to enter?, (ii) new dontebtnks allowed to enterRetragiache and others, forthcorr
(iii) restrictions on branching?, (iv)allow bankséngage in a wide range of activities?

Policies to enhance banking sector supervisior ipuntry adopted capital adequacy ratio baseBasie standard, (ii)
banking supervisory agnecy indepndent from exeeutifluence, (iii) does bankinhg supervisory agecmyduct effective
supervisions? , (iv) does supervisory agency calldinancial institutions?

Privatization of banks or the state involvemerthie banking sector; =3(FL) if no state banks exg{LL) if most banks aréetragiache and others, forthcorr
privately owned, =1(PR) if major banks are stiltstowned, =0(FR) if major banks arfe all state @dvn

Policies to develop securities in stock markejsa @ountry took measures to develop securitieketsyr (i) stock market Detragiache and others (2007)
open to foreigners

Ceilings on expansion of bank créujtosed by the CB; =0 if yes, =1 if no.

Capital acocunt restrictions: (i) eteranified?, (ii) restrict capital inflow?, (iiijestrict capital outflows?

Detragiache and others, forthcorr

Detragiache and others (2007)
Detragiache and other720
Detragiache and others (2007)

privatization



