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Trust Issues: Political Institutions, Leader Tenure and  

Foreign Direct Investment 

 

Abstract 

 

Foreign direct investment is vulnerable to expropriation, and multinational corporations seek 

credible commitments from leaders to try and ensure that their investments will not be 

threatened. Credibility is determined by a leader’s reputation as well as the strength of the 

country’s democratic institutions, which establish political constraints that limit the executive’s 

ability to expropriate. In the absence of strong democratic institutions, investors must gather 

information about a leader’s preferences from the reputation she gradually develops during her 

tenure in order to determine her trustworthiness. This implies that FDI inflows should increase 

with leader tenure in autocracies. Using panel data and OLS regression analysis, this article 

explores the impact of leader tenure on FDI, distinguishing between autocracies and democracies. 

The findings are consistent with the theoretical model proposed; the duration of a leader’s tenure 

has a statistically significant positive effect on FDI in autocracies only, where leaders face few 

institutional constraints and so investors don’t trust them outright. Tenure has no effect in 

democracies, where institutions give investors the guarantees they seek regardless of a leader’s 

time in office.  

  

 

 

  



Andrea Mariana Islas Regalado                             NYU International Relations 2015 

	   2	  

Introduction 

 

Foreign direct investment by multinational firms has rapidly become a 

fundamental part of the global economy, as it brings substantial benefits to both 

investors and host countries (Jensen 2003). Compared to stocks and bonds, FDI has the 

specific characteristic of being largely illiquid and immobile, which makes it vulnerable 

to indirect or direct expropriation. In this paper, expropriation refers to nationalization, 

coerced sale, intervention or requisition, and forced renegotiation (Tomz and Wright 

2009). Corporations are naturally averse towards the prospect of losing their 

investments and they favor a condition of policy stability where the risk of expropriation 

is low (Jensen 2008). Therefore, they ask leaders for credible commitments that future 

political developments will not threaten their assets once they have already invested. 

However, as investment takes place in an environment of incomplete information, 

multinational corporations cannot be certain of what a leader’s true intentions are in 

spite of her promises (Tomz 2007a). As a result, investors rely on their knowledge of a 

country’s institutions and its leader’s reputation to determine how credible these 

commitments are.  

The recent literature on FDI and regime type finds that democracies receive 

higher inflows than autocracies, and that they possess three important institutional 

elements that impact the credibility of leaders by imposing constraints on the executive: 

accountability and audience costs, transparency, and checks and balances (Jensen 2006, 

Rosendorff and Shin 2012, Li 2009). They establish political constraints that provide 

necessary information about a leader’s preferences and investment conditions, limit the 

executive’s ability to dramatically alter policy and reduce the probability that leaders 

will renege on their commitments, making them more trustworthy in the eyes of 

investors.  
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Research in the field of reputational theories of cooperation indicates the 

importance of a leader’s reputation in determining whether her commitments are 

credible or not, especially in the absence of strong democratic institutions (Rosendorff 

and Shin 2012). A leader’s reputation with foreign investors can be significantly 

damaged by two kinds of acts: expropriation and sovereign default. Both constitute acts 

of what has been called “sovereign theft”, and the occurrence of one is associated with a 

higher probability of the occurrence of the other (Tomz and Wright 2009). Investors 

assume that leaders who have expropriated capital or appropriated funds in the past, 

and so have a bad reputation, will likely do so again and avoid venturing into their 

countries (Tomz 2007a).  

Reputation, by definition, is acquired over time, and investors gradually update 

the information they have on the reliability of a relatively unconstrained leader as her 

tenure advances. This implies that leader tenure should have a positive effect on FDI 

inflows in non-democratic countries, provided that leaders have not tarnished their 

reputation, precisely because they come to gain the trust of investors. It also means that 

autocrats should receive less FDI than democrats until they can demonstrate that they 

are trustworthy. 

This article finds that, controlling for the effect of a bad reputation, leader tenure 

has a significant positive impact on FDI inflows in polities that lack strong democratic 

institutions. In full-fledged democracies, there is a small and statistically insignificant 

effect since institutions give investors the guarantees they seek regardless of how long 

their leaders have been in power. These findings contribute to the literature on FDI and 

political institutions by incorporating reputational theories of international cooperation 

and specifically examining the impact of leader tenure. 
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Literature Review 

  

Over the last decade, scholars have set out to determine why there is mounting 

evidence that democracies receive higher inflows of FDI than autocracies (Jensen 2003). 

A large body of work on the relationship between democracy and FDI inflows 

focuses on specific aspects of countries’ institutional arrangements. For example, the 

enforcement of law and order, the absence of civil war and having a high bureaucratic 

quality, as well as the protection of property rights, have all been found to have a 

positive effect on FDI (Busse and Hefeker 2005, Daude and Stein 2007). Another example 

is corruption, which acts as a tax by increasing the cost and the risk of investing due to 

its illegal nature, thereby negatively impacting FDI inflows (Wei 2000). The study of 

static elements, however, largely ignores the importance of individual country leaders 

and their role in the international cooperative setting in which investment takes place. 

The recent literature on the Selectorate Theory of political institutions and Leader 

Specific Punishment Theory explores the role individual leaders play in the international 

arena and the way domestic political incentives shape their actions. Scholars of 

selectorate politics point out that it is leaders and not the nations themselves who make 

policy, and argue that their primary concern to survive in office shapes the political 

decisions they make within the limits that institutions place on them. The theory 

classifies democracies and autocracies into large and small coalition systems respectively 

(BdM et al. 2003). In a large coalition system, leaders are accountable to a large number 

of people drawn from the general population and their survival depends on their votes. 

That is to say, democracies have large winning coalitions that impose audience costs on 

leaders via the threat of replacement at the polls. This is not the case in autocracies, 

where the winning coalition is small because leaders depend on a restricted number of 

supporters instead of being accountable to a sizeable part of the population. Moreover, 

an autocrat’s coalition will not replace her in spite of public opposition as long as she 
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can provide its members with the exclusive benefits that guarantee their loyalty. For this 

very reason, it is significantly harder for the people to impose audience costs and replace 

an autocrat if they are unhappy with her decisions. If an attempt is made to remove an 

autocratic leader, it usually requires violent means- a considerable departure from 

standing in line to vote (McGillivray and Smith 2008). Accountability, audience costs 

and the ease of leader replacement significantly constrain leaders in large coalition 

systems, and this in turn alters the dynamics of international cooperation.  

International cooperation relies on relations of trust between actors and is 

facilitated by institutional constraints on the executive. Cooperation has been defined as 

“mutual adjustment”, where actors learn from repeated interaction and modify their 

behavior to foster collaboration, committing to forgo the prospective unilateral gains 

from defection (Keohane 1984). Cooperation is built on trust, and when an actor defects 

or “cheats” the others cease to cooperate as they no longer trust that actor to abide by his 

commitments (McGillivray and Smith 2000). In the context of FDI, expropriation breaks 

relations of trust with investors, and they avoid placing their trust on leaders who have 

a reputation for engaging in this kind of opportunistic behavior (Tomz 2007a).  

Leader Specific Punishment Theory also advances that democratic institutions 

lead to better cooperation because voters care about their country’s reputation in the 

international arena, and they are willing to replace leaders who break cooperation in 

order to renew relations with international actors (McGillivray and Smith 2008). 

Investors, in turn, know that democratic accountability obstructs expropriation and so 

consider the commitments democrats make to be more credible than those made by 

autocrats (Rosendorff and Shin 2012). Simply put, a leader for whom the consequences 

of expropriation present a significant challenge is less likely to be lying when she 

promises not to expropriate.  

Supplementary studies on the subject of FDI and cooperation substantiate this 

claim, elaborating on how leaders who are relatively unconstrained often import 



Andrea Mariana Islas Regalado                             NYU International Relations 2015 

	   6	  

regulatory frameworks through international agreements to signal their intention to 

cooperate and aid their credibility. These can take the form of bilateral investment 

treaties or trade agreements, and result in higher inflows of FDI by placing constraints 

on leaders that mimic those of democratic institutions (Büthe and Milner 2008, Arias et 

al. 2014).   

Additional research on the relationship between institutions and FDI identifies 

two aspects of democracy that further aid a leader’s credibility: the need to provide 

transparent information and checks and balances.  

The literature on transparency across regime types considers it to be a crucial 

part of audience costs. Democrats need to offer transparent information to avoid being 

unjustly ousted from office, but this allows the people to use it to hold them accountable 

for their actions (Hollyer et al. 2012). Transparency plays a special role in attracting 

foreign investment, providing necessary information regarding a country’s political and 

economic environment. Most importantly, it acts as a “proxy for both the strength of the 

reputation held by a government, and the quality of its institutions” (Rosendorff and 

Shin 2012), giving investors the opportunity to observe the decision-making process and 

scrutinize past and present policies to determine how likely expropriation is. For this 

reason, relatively unconstrained autocratic leaders find it difficult to convey their 

willingness to cooperate with investors; they provide little information about their 

preferences and choices and can be judged as being unreliable even if this is not the case.  

  Checks and balances have long been identified as one of the central features of 

institutions that impose constraints on the executive (Leeds 1999). Li (2009) argues that 

multinational corporations are attracted to countries with institutional constraints in the 

form of veto players, a concept that is distinct from checks and balances in that it 

incorporates the effect of preference heterogeneity amongst and between the groups of 

actors involved in the decision-making process (Tsebelis 2002). The literature on this 

topic states that investors favor policy stability, and significant departures from the 
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status quo are less likely to occur when there are more veto players (Henisz 2000). Li 

shows that the number of veto players has a positive effect on FDI inflows because they 

constrain leaders and thus make their commitments more credible (Li 2009). 

Nevertheless, he uses the number of veto players as his independent variable, a concept 

that on its own does not capture other kinds of executive constraints. The comparably 

simplified concept of checks and balances in democratic institutions may be more useful 

to investigate the link between regime types and FDI.  

Finally, Li’s discussion on leader tenure investigates the incentives leaders have 

to expropriate. He argues that autocrats in an insecure position that results in a short 

tenure are more likely to renege on their commitments because they are unsure as to 

how long they will be reaping the long-term benefits of FDI inflows (Li 2009). This 

suggests that leaders who only expect to be in power for the short term will choose to 

take advantage of the immediate gains from expropriation rather than invest time and 

effort into building a solid reputation. On the other hand, leaders who expect to rule for 

an extended period of time are more likely to refrain from expropriating to build a 

strong reputation with which to attract greater sums of FDI in the future. Li’s study is 

the only published paper to systematically explore the effect of leader tenure in the 

context of foreign direct investment to the writer’s knowledge, and there appears to be 

no prominent research on leader tenure specifically as a pull factor of FDI.  

 

  Drawing from the literature described, I study the impact of leader tenure on FDI 

inflows incorporating the effect of reputation with a theoretical model rooted in the 

Selectorate Theory of politics. To do this, I explain the impact of accountability and 

audience costs, transparency, and checks and balances on a leader’s credibility to 

account for the differences in FDI inflows over time across regime types.  
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Theoretical Argument 

 

Foreign direct investment (FDI) is defined as the cross-border flow of capital that 

amounts to 10% or more of the value of an enterprise and gives investors managerial 

control. In this respect, FDI is a long term investment. On the one hand, FDI makes new 

technologies and employment prospects available to host countries, especially those that 

are less developed. It also constitutes a large source of external finance and capital 

formation, and can lead to substantial economic growth (Jensen 2003). On the other 

hand, FDI gives multinational companies access to new labor and consumption markets, 

as well as fiscal incentives designed by leaders hoping to attract investors and capture 

the benefits of investment inflows. Compared to stocks and bonds, FDI has the specific 

characteristic of being largely illiquid and immobile. This makes it vulnerable to 

opportunistic behavior by governments such as indirect or direct expropriation, to 

which investors are naturally averse. Corporations therefore ask national leaders to 

credibly commit to maintaining a cooperative stance and refraining from expropriating 

to ensure that their investments aren’t affected by unforeseen developments.  

FDI takes place in an a cooperative environment of incomplete information, 

where there is uncertainty as to whether national leaders would prefer to protect 

investments or engage in opportunistic behavior in spite of the commitments they make 

(Tomz 2007a). Without a supranational court to enforce agreements and penalize 

governments, foreign investors may find it difficult to obtain redress through the 

domestic courts of host countries if their returns suffer (Tomz and Wright 2009). 

Multinational corporations are therefore attracted to countries where the risk of 

expropriation is minimized by institutional frameworks that constrain leaders (Jensen 

2008). Simply put, a leader who cannot easily expropriate because of institutional 

constraints on her behaviour is less likely to be lying when she promises not to do it. 
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Democratic institutions reduce the risk of investing by limiting the ability of 

leaders to enact sweeping policy changes that threaten FDI and giving investors the 

information they need to make decisions. Democratic institutions impose three main 

kinds of constraints: audience costs, transparency, and checks and balances. 

In a democracy, leaders are accountable to a large winning coalition that can 

easily replace them at the polls (BdM et al. 2003). Voters care about their country’s 

reputation in the international arena, and will replace leaders who tarnish it by reneging 

on their commitments (McGillivray and Smith 2008). Even in cases where expropriation 

is popular, the competitive political process generates audience costs for leaders who fail 

to follow through with their promises and voters eventually punish them (Jensen 2008, 

Tomz 2007b). In this way, democratic accountability constrains leaders by incentivizing 

them not to expropriate on pain of replacement, rendering them more trustworthy in the 

eyes of investors.  

Moreover, democratic accountability creates incentives for leaders to make 

transparent information about policies publicly available (Rosendorff and Vreeland 

2006). Leaders who are accountable to a large electorate are more likely to be unfairly 

dismissed over decisions voters misunderstand or dislike. To avoid this, they need to 

provide access to reliable data that opens up policy decisions to public- and 

international- scrutiny. Multinational corporations favor transparency because it makes 

political developments observable and provides information about the investment 

climate (Rosendorff and Shin 2014). Past transparency also means that investors will 

have gathered information on previous policy choices and their variability, making 

future policies more predictable. For these reasons, transparency is an important 

determinant of the political and economic risks investors face, and so is one of the 

aspects of democracy that makes a leader’s commitments more credible (Rosendorff and 

Shin 2012).   
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In addition, democracies incorporate a complex set of checks and balances into 

the decision-making process that prevents leaders from swiftly and fundamentally 

altering policy (Leeds 1999). Independent judiciaries and legislative chambers that 

represent opposition groups- and members of multi-party coalitions in proportional 

representation systems- have the power to openly oppose and block policy changes 

(Tsebelis 2002). Checks and balances also make it necessary for leaders to go through the 

slow processes of building compromise and consensus when attempting to change 

policy. Strong democratic institutions make significant departures from the status quo 

less likely to occur, reassuring investors of the stability of policies that concern investors 

and the security of their capital (Li 2009).  

Autocratic leaders are relatively unconstrained compared to their democratic 

counterparts. In non-democratic countries, leaders depend on a small coalition of 

supporters for their survival and are not accountable to the general population. Because 

the members of their winning coalition are few, leaders can compensate for deficiencies 

that would see them ousted in democratic regimes via the provision of exclusive benefits 

for their supporters. Thus, leaders have more power to make policy changes that incur 

heavy losses to international investors and damage the country’s reputation. Moreover, 

the lack of public accountability gives autocrats fewer incentives to provide transparent 

information on policy decisions, which prevents investors from observing a country’s 

political and economic environment and restricts information on policy variability 

(Hollyer et al. 2014). Institutional checks and balances such as independent courts, if 

they do exist, are weak in non-democracies or fully dependent on their leaders, and so 

they cannot limit the leader’s discretion to the same extent that they do in democracies. 

Without a democratic institutional framework to preclude leaders from reneging on 

their commitments, autocrats are relatively free to expropriate. This makes their 

commitments dubious, as they have the power to expropriate with relative ease if given 

the incentive. 
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Research has shown that autocrats are indeed more likely to carry out acts of 

expropriation. A survey of indirect and direct expropriation by regime type from 1971 to 

2004 for 123 countries shows that democracies – where accountability, transparency and 

checks and balances are strongest – are significantly less likely to expropriate than non-

democracies. When grouping together regimes with small winning coalitions with 

scores of 0., 0.25 and 0.5, and those with larger or large coalitions scoring 0.75 and 1.0, it 

emerges that the non-democratic regimes have carried out 83.24% of all 937 acts of 

expropriation in the dataset. It is clear that autocrats can and do expropriate, and 

investors have reason not to trust them.  

Tables 1 and 2 here 

 

A leader’s credibility when making commitments depends on her reputation as 

well as on her country’s political institutions (Rosendorff and Shin 2012). Autocrats 

cannot make credible commitments based on political constraints without a democratic 

framework that prevents expropriation. In autocracies, the likelihood that expropriation 

will occur largely depends on each leader’s individual characteristics and preferences. 

Furthermore, in an environment of incomplete information, investors cannot be 

completely certain of what preferences a leader might have, but they can take reference 

from her past actions. Therefore, autocrats must rely on their personal reputation to 

attract foreign capital.  

Companies avoid the increased risk of investing when leaders have a reputation 

for having expropriated FDI (Tomz 2007a, Li 2009). By definition, reputation is 

something built over time as leaders advance in their tenure and investors update the 

information they have according to what they learn, filtering between trustworthy and 

untrustworthy leaders. However, when a new leader comes to power and there is little 

information available regarding her preferences, it could be said that she enters the 

international sphere without a reputation. In the absence of information, multinational 
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companies will only trust new autocrats after concluding that they appear not to prefer 

to renege on their commitments based on their actions. Contrastingly, democrats can be 

considered trustworthy outright as they provide ample information and their 

institutions would likely prevent them from expropriating even if they intended to. 

Hence, autocrats experience a delay in FDI inflows as they build their reputation during 

their tenure, and a mark on their reputation signaling a preference for expropriation will 

cause future inflows to significantly diminish. Democrats do not experience this delay as 

their countries’ institutions provide the guarantees investors need to commit their 

capital regardless of how long they have been in office.  

 

The two main hypotheses derived from the theoretical argument are: 

 

H1: Leader tenure in small coalition systems or autocracies will have a statistically 

significant positive effect on FDI inflows. 

H2: Leader tenure in large coalition systems or democracies will have no statistically 

significant effect on FDI inflows. 

 

In the following section, I describe in detail the data used to test the hypotheses. 
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Data 

 

The data for this study was obtained from multiple sources outlined below. 

 

 Firstly, the dependent variable is the Log of FDI net inflows from the World Bank 

Development Indicators 2014. This measure is equal to inflows minus outflows of 

foreign capital only, and is recorded in constant 2005 dollars.  

Secondly, my two main independent variables are the length of leader tenure 

and winning coalition size. The leader tenure data comes from the Archigos Data Base 

on Leaders, Version 2.9, from which I generate the variable of Log Tenure in years. The 

winning coalition data comes from The Logic of Political Survival (2003) and its W 

index. It divides regimes into 5 categories: 0, 0.25, 0.5, 0.75 and 1, where 1 represents the 

most inclusive kind of polity where a relatively large percentage of all who possess the 

characteristics institutionally required to become part of the winning coalition are in it.  

Thirdly, I separate autocrats who have cheated from those who have not by 

creating counts of the individual instances of expropriation and years spent in sovereign 

default by leader. Both measures come from Tomz and Wright’s Data Set of Sovereign 

Theft (2009). They categorize expropriation as any of the following: nationalization, 

coerced sale, intervention or requisition, and forced renegotiation. Throughout history, 

autocrats have carried out more indirect and direct expropriation acts than democrats. 

Without the control variable Expropriation, the data would be significantly weighted 

against all autocrats obscuring the effect of tenure on those who have a clear reputation 

and should theoretically receive more FDI. The measure of Default focuses on 

transactions with private creditors and constitutes an important part of a leader’s 

reputation for stealing foreign assets, which aren’t always present in the form of direct 

investment. Besides, Tomz and Wright find that 70% of countries that have committed 

one of this acts of “Sovereign Theft” have also committed the other, so investors may 
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have the expectation that a leader who has defaulted is likely to expropriate as well. For 

the regression analysis that includes the interaction effect of both expropriation and 

default with winning coalition size, I use the variable Theft 2, which is the sum of 

individual instances of expropriation and default per leader. To control for the plausible 

effect of hysteresis, I generate the variable Expropriation History that counts the 

instances of expropriation in the polity by all leaders before the incumbent. 

Fourthly, I use different economic indicators that account for factors that attract 

FDI independently of political institutions. These are taken from Jensen’s regression 

model for the determinants of FDI in “Democratic Governance and Multinational 

Corporations: Political Regimes and Inflows of FDI” (2003). These indicators are Log 

GDP, Trade as a percentage of GDP, Economic Growth, Natural Resource rents as a 

percentage of GDP, Government Consumption expenditure as a percentage of GDP, and 

Human Capital in average years of total schooling of the population. They all come from 

the World Bank Development Indicators 2014, except for the Human Capital data 

collected by Barro and Lee (2010). It is important to note that Trade is not only included 

because it has been found to be closely linked with investment (Buthe and Milner 2008), 

but also because it can be used as a measure of political cooperation between national 

leaders since merchants anticipate this cooperation and behave accordingly (McGillivray 

and Smith 2008). Countries that have low levels of cooperation in different areas are less 

likely to have a good reputation in the international arena. I also control for Year effects 

in all regressions to account for global economic shocks that can affect investment. 

Finally, I include a set of additional indicators found in the literature on FDI. 

These are the number of BITs signed by leader, a dummy variable for inter-state and 

intra-state Conflict, and an IMF Participation dummy. The number of BITs signed is 

theoretically necessary as Arias, Rosendorff and Shin (2014) find that BITs significantly 

increase FDI inflows into autocracies by importing aspects of institutions present in 

democracies. Conflict is taken from the PRIO Armed Conflict Dataset and it controls for 
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disruptions in investment caused by war, which could imperil capital or cause economic 

and political instability (Busse and Hefeker 2005). The relationship between IMF 

Participation and FDI is inconclusive but worth taking into account. Brune (2007) argues 

that countries with credibility problems seek IMF participation to signal their 

commitment with economic cooperation, which can change perceptions on leaders, but 

Jensen (2004) finds that countries that sign IMF agreements attract up to 25% less FDI 

than those that don’t. 
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Empirical Analysis 

 

In this section I use time-series, ordinary least squares (OLS) regression analysis 

with country-fixed effects to test the hypothesis that leader tenure has a positive effect 

on FDI inflows in autocracies but no effect in democracies. I include the interaction 

between tenure and winning coalition size in all regressions.   

 

The general regression equation is: 

 
Log FDI Inflows 1971-2004 
 = α + βi (Log Tenure) + βii (Winning coalition) + βiii (Log Tenure * Winning 
coalition) + B…(Control Variables) + εi 
 

For full autocracies where W=0, the equation can be simplified as: 

 
Log FDI Inflows 1971-2004 
 = α + βi (Log Tenure) + B…(Control Variables) + εi 
 

This means that, in the regression output, the coefficient for Log Tenure will show the 

effect of tenure on full autocracies, and the coefficient for the interaction between Log 

Tenure and W will show the effect of tenure in full democracies.  

The first set of empirical results is presented in Table 3. Model 1 is the base 

economic model with Expropriation and Default. Model 2 is the main regression model 

that also incorporates BITs and is used hereafter for comparison purposes, and Models 3 

and 4 explore the effects of Conflict and IMF Participation. In the table, the first number 

refers to the coefficient and the second to the t-statistic. Even though Year effects are 

included in the regression models unless otherwise specified, I do not include them in 

the tables for brevity and because they are outside of the scope of this article. 

Table 3 here 
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The results in Table 3 show that Expropriation and Default are statistically 

significant and have a negative effect on FDI inflows. As stated in the literature, 

democracies receive higher levels of FDI. Most importantly, the effect of leader tenure is 

consistent with the theory: tenure has a statistically significant, positive effect on FDI in 

autocracies but not in democracies. More concretely, from the main regression model (2), 

a 10% increase in the length of leader tenure leads to a 14.7% increase in FDI. 

Surprisingly, BITs in Model 2 are not seen to be statistically significant but they 

are positively correlated with FDI. Conflict and IMF participation are not significant 

either, and they are negatively correlated with FDI. Although there is some very small 

variation in the regression coefficients, the same pattern can be observed in all the 

models.  

To further examine the impact of a bad reputation on FDI inflows and 

corroborate the validity of the mechanism proposed, I incorporate the interaction 

between winning coalition and a measure of expropriation and sovereign default I call 

Theft 2 into the regression equation. Including this variable allows for the additional 

analysis of the effect of a tarnished reputation on FDI across regime types.  

Table 4 here 

 

 Consistent with the theory, in an autocracy it is possible to see the negative effect 

of “theft” on FDI inflows and the positive effect of tenure. When autocrats ruin their 

reputation investors stop trusting them, but if they prove they are trustworthy they can 

receive growing inflows. As expected, leader tenure has no significant effect on FDI in 

democracies. The effect of “theft” on FDI is not statistically significant in democracies 

either, but the relationship between the two remains uncertain given the small number 

of instances of “theft” by democracies in the sample. 
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Results Interpretation  

 

Having established that, ceteris paribus, leader tenure has a positive impact on 

FDI inflows in autocracies, this section now turns to examine the extent of this effect. 

The following graphs compare FDI inflows across regime types using Model 2 from the 

previous section that incorporates BITs into the analysis. As specified, W divides 

regimes into 5 categories: 0, 0.25, 0.50, 0.75 and 1. A score of 0 represents a full autocracy 

and a score of 1 a full democracy. 

 

To begin, Graph 1 shows the comparison between the average quantity of FDI 

that full democrats attract regardless of tenure and the quantity of FDI that full autocrats 

attract over time. The intersection of the two functions provides an estimate of 22.6 years 

for an autocrat to receive the same level of FDI inflows as a democrat can expect on the 

first day of her tenure. In other words, it takes investors about 22.6 years to entrust full 

autocrats with a good reputation with the same amount of capital as they invest in 

countries with newly elected democratic leaders. This is a striking result that 

demonstrates the importance of executive constraints to a leader’s ability to make 

credible commitments and attract FDI. An example of a regime where W=0 would be 

Pinochet’s Chile in the 70’s and 80’s, whereas in 21st C France and Japan W=1.  

Graph 1 here 

 

 However, there are no more regimes where W=0 according to the data. The last 

one was the Central African Republic under Bozize. It is therefore more relevant to draw 

the same comparison with regimes where W=0.25. Graph 2 shows that it takes about 

18.5 years for multinational corporations to invest the same amount of FDI in one of the 

least democratic polities of 2015 as they invest in a full democracy. Haiti under Duvalier, 
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Libya under Qaddafi, and Rwanda under Kagame are examples of autocracies where 

W=0.25.  

Graph 2 here 

 

 Graph 3 shows the effect of tenure on FDI for all regimes that are not full 

democracies. It is possible to see how the more democratic a regime is, the more 

constrained its leader will be and the more investors will entrust her with their capital. 

From the graph, it would take just 6 years for a leader in a regime where W=0.75 to 

attract the same amount of FDI as a leader in a full democracy could when she takes 

office.  

Graph 3 here 

 

Graph 4 shows a comparison of all regime types. The effect of leader tenure on 

democracies is not statistically significant even to the 10% level, but it allows for the 

visualization of the approximate point where all functions converge. In the graph, it is at 

around 50 years that there is no difference between regimes. Nonetheless, no 

democratically elected leader has ever been in office for 50 years and only 4 autocrats 

have managed to survive for 40 years or more. These are Hoxha of Albania, Hussein of 

Jordan, Kim il-Sung of North Korea and Castro of Cuba, all of whom experienced quite 

uncommon circumstances. An autocratic leader, then, could never catch up with the 

amount of FDI a democracy would attract if the effect of tenure were statistically 

significant and democrats could survive that long.   

Graph 4 here 

 

Overall, the graphs show that it takes about two decades for leaders with small 

winning coalitions and good reputations to attract the same amount of FDI as leaders 

with the largest winning coalitions can attract from the moment they come to power. For 
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leaders in what can be described as weak democracies with winning coalitions of 

W=0.75, it only takes about 6 years to reach such levels of FDI. Investors do not take 

leaders at their word; there is too much at stake. Multinational companies trust leaders 

whose survival would be threatened by enacting policies that hurt foreign direct 

investment and who are constrained by democratic institutions. As the level of 

constraints leaders face diminishes so does the amount of FDI investors are willing to 

venture, unless leaders can substantiate their intent not to harm their interests with 

consistently good behavior.    

 

 

 

 

 

 

 

 

 

  



Andrea Mariana Islas Regalado                             NYU International Relations 2015 

	   21	  

Robustness Tests 

 

 There are many widely-debated factors that have been incorporated into 

different models in the literature with mixed findings on their effect on FDI inflows. In 

Model 6, I omit year effects and eliminate the variables Government Consumption, 

Human Capital and BITs from the analysis, and simply include the Log of Population. 

This variable is statistically significant in the model, yet I find the same pattern as in the 

previous ones.  

Table 5 here 

 

 One potential problem with my results is the eventuality of having old leaders 

who have been in power for a long time, so more FDI inflows would be expected, but 

multinationals anticipate turnover and the policy volatility associated with it and so 

refrain from investing. In Model 7, a control for the age of leaders is introduced. As seen 

below, this variable is not statistically significant and does not alter the significance of 

the effect of leader tenure in autocracies. 

Table 6 here 

 

In order to account for the possibility of hysteresis, where instances of 

expropriation by past leaders could give incumbents a bad reputation, Table 7 shows the 

comparison between Model 2 and Model 8 with the added variable Expropriation 

History. As shown, this variable is only significant to the 10% level and does not alter 

the pattern where tenure has a significant, positive effect on FDI inflows in autocracies. 

In fact, instances of expropriation by previous leaders seem to have a positive effect on 

FDI. The literature explains why this may be the case; leader turnover renews 

cooperative ties with international actors and new leaders who strongly signal their 
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intent to build a good reputation can seem even more attractive when succeeding a 

leader with a bad reputation (McGillivray and Smith 2008).  

Table 7 here 
 
 

 To ensure that the significance of results is not driven by a particular measure of 

executive constraints or democratic institutions, I run Model 2 with the Polcon V and 

Polity IV indexes instead of the W index. Polcon V is the Political Constraints Index with 

intervals going from 0 to 1 developed by Henisz (2000). It represents the number of veto 

players in a polity’s institutions- including the judiciary- and preference heterogeneity 

amongst and between them. Preference alignment and a small number of veto players 

results in a low level of constraints on the executive. Interestingly, full democracies have 

a score between 0.8 and 0.89 but never above 0.9. Polity IV classifies regimes from -10 to 

10, with 10 being the most democratic. For the analysis, Polity IV is re-scaled into 20 

intervals between 0 and 1.  

Table 8 here 

 

Replacing W with Polcon V or Polity IV does not affect the results; tenure is 

statistically significant to the 1% level and - ceteris paribus - has a positive impact on FDI 

inflows of a similar magnitude.  

Graphs 5 shows a comparison between leaders in regimes with levels of 0 and 0.8 

veto players. It takes around 29 years for an unconstrained leader to gain the trust of 

multinational corporations so that they invest as much FDI as they would in the 

countries with the most constrained leaders. Even when using this alternative measure 

of political constraints, based specifically on obstacles during the decision-making 

process and not taking into account audience costs or the provision of information, there 

is significant evidence to support the hypothesis that unconstrained leaders need to 
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demonstrate their reliability for a prolonged period of time before investors grow to 

trust them. 

Graph 5 here 

 

 Similarly, polities with a score of 0 are seen to be at a disadvantage next to 

polities with a score of 1. Graph 6 shows how, using the Polity IV measure of democracy 

instead of W, it takes about 12 years for an unconstrained leader to attract as much FDI 

as a constrained leader. Albeit indicating a shorter period of time, the pattern that 

emerges is consistent with the theory.   

Graph 6 here  

 

In summary, when the relevant economic factors are controlled for, I find that 

institutional frameworks that constrain leaders allow them to make credible 

commitments to investors. When these frameworks are not present, multinational 

corporations rely on the reputation leaders build over time to determine the reliability of 

their commitments. Because building a reputation involves extended periods of time, 

autocrats receive less FDI than democrats until they have demonstrated that they are 

trustworthy. Moreover, autocrats who cultivate a good reputation receive growing 

inflows of FDI as their tenure progresses and investors slowly come to trust them, but 

autocrats who break cooperative ties and ruin their reputation experience lower FDI 

inflows. This idea is supported by statistical tests and is robust to different ways of 

measuring and categorizing democratic institutions.   
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Conclusion 

 

Multinational corporations fear expropriation and cannot rely solely on a 

leader’s promises. Instead, they study whether or not the institutional framework a 

leader operates in allows her to renege on her commitments to judge her credibility. 

Democracies impose high audience costs on the executive for tarnishing the country’s 

reputation, provide credible information about policy decisions and incorporate checks 

and balances that make it difficult for her to renege on commitments. In contrast, leaders 

in autocracies do not face the same level of constraints on their behavior and are thus 

relatively free to take the opportunity to expropriate when it arises. When a new leader 

comes to power and strong democratic institutions are not present to offer guarantees of 

her credibility, investors refrain from transferring their capital until they can observe her 

behavior and inform their beliefs about her credibility.  

 

This article shows how leaders in the most autocratic countries pay a premium of 

about two decades of continued good behavior to attract as much foreign direct 

investment as democrats can at the beginning of their tenure. This pattern is consistent 

using different indexes and controlling for different factors that may affect a leader’s 

credibility or make the country more attractive for economic reasons. More concretely, a 

10% increase in the length of a full autocrat’s tenure leads to a 14.7% increase in FDI, all 

else equal. The empirical results support the idea that corporations favor investing in an 

environment where executive constraints accompany a leader’s commitments.  

 

For future research, it would be worthwhile to take into account term limits in 

democracies and investigate the impact of political party continuity. Unlike individual 

leaders whose tenure may be interrupted by the occurrence of elections or their own 

natural limitations, parties can stay in power for decades. Consider, for example, the 
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case of Mexico in the 20th C where the P.R.I. party ruled for over 70 years. Analyzing the 

effect of party continuity could shed light on new features of the issue of reputation in 

the context of FDI.  
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Table 1. Analysis of Expropriation by Regime Type  
 
Key: 

Frequency 
Row Percentage 
Column Percentage 

 
 

 
Pearson chi2(36) = 790.4153   Pr = 0.000 
 
  

Expropriation Winning Coalition Size Total 
0 0.25 0.5 0.75 1.0 

0 269 
7.24 

66.42 

486 
13.07 
60.45 

730 
19.63 
69.13 

1,169 
31.44 
90.83 

1,064 
28.62 
96.46 

3,718 
100 

79.87 
1 82 

17.86 
20.25    

147 
32.03 
18.28   

127   
27.67 
12.03   

78 
16.99 
6.06 

25 
5.45 
2.27 

459 
100 
9.86 

2 21 
11.54 
5.19 

46 
25.27 
5.72 

80 
43.96 
7.58 

25 
13.74 
1.94 

10 
5.49 
0.91 

182 
100 
3.91 

3 17 
12.32 
4.20 

60 
43.48 
7.46 

49 
35.51 
 4.64 

8 
5.80 
0.62 

4 
  2.90 
0.36 

  138 
100 

  2.96 
4 6 

19.35    
1.48 

3 
9.68 
0.37 

18 
58.06 
1.70 

4 
12.90 
0.31 

0 
0 
0 

31 
100 
0.67 

5 8 
9.64 
1.98 

55 
66.27 
6.84 

17   
20.48 
1.61 

3 
3.61 
0.23 

0 
0 
0 

83 
100 
1.78 

6 1 
4.55 
0.25 

2 
9.09 
0.25    

19 
86.36 
1.80 

0 
0 
0 

0 
0 
0 

22 
100 

  0.47 
7 1 

12.50 
0.25 

2 
25.00 
0.25 

5 
62.50 
0.47 

0 
0 
0 

0 
0 
0 

8 
100 

  0.17 
8 0 

0 
0 

2 
15.38  
0.25 

11 
84.62 
1.04 

0 
0 
0 

0 
0 
0 

13 
100 
0.28 

9 0 
0 
0 

1 
100  
0.12   

0 
0 
0 

0 
0 
0 

0 
0 
0 

1 
100 
0.02 

Total 405 
8.70 
100 

804 
17.27 
100 

1,056   
22.69 
100 

1,287   
27.65 
100 

1,103 
23.69 
100 

4,655 
100 
100 
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Table 2. Frequency of Expropriation by Regime Type  
 

Expropriation Winning Coalition Size Total 
0 0.25 0.5 0.75 1.0 

Total Frequency 136 318 326 118 39 937 
Percentage 14.51 33.93 34.79 12.59 4.16 100 

Grouped Percentage 83.24 16.75 100 
 
 
Pearson chi2(36) = 790.4153   Pr = 0.000 
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Table 3. The Effect of Leader Tenure on FDI  
 

 (1) (2. BITs) (3. Conflict) (4. IMF) 
VARIABLES Log FDI Log FDI Log FDI Log FDI 
     
Log Tenure 1.446** 1.447** 1.443** 1.435** 
 (2.260) (2.262) (2.255) (2.235) 
W 4.384** 4.575*** 4.379** 4.492*** 
 (2.548) (2.618) (2.544) (2.594) 
Log Tenure*W -1.058 -1.174 -1.056 -1.051 
 (-1.176) (-1.278) (-1.173) (-1.164) 
Expropriation -0.493* -0.497** -0.494* -0.513** 
 (-1.958) (-1.971) (-1.960) (-2.027) 
Default -0.482*** -0.481*** -0.480*** -0.471*** 
 (-4.505) (-4.495) (-4.475) (-4.339) 
Log GDP 0.427 0.401 0.427 0.207 
 (0.402) (0.377) (0.401) (0.192) 
Trade 0.0203* 0.0199* 0.0203* 0.0217* 
 (1.719) (1.682) (1.710) (1.817) 
Economic Growth 0.0898** 0.0890** 0.0896** 0.0880** 
 (2.423) (2.401) (2.415) (2.358) 
Natural Resources 0.0446 0.0464 0.0448 0.0419 
 (1.037) (1.076) (1.041) (0.969) 
Gov Consumption -0.0504 -0.0498 -0.0498 -0.0541 
 (-0.977) (-0.964) (-0.961) (-1.043) 
Human Capital 0.356 0.325 0.355 0.348 
 (0.929) (0.840) (0.925) (0.906) 
BITs  0.0169   
  (0.627)   
Conflict   -0.0668  
   (-0.116)  
IMF Participation    -0.622 
    (-1.391) 
Constant -2.889 -2.151 -2.871 2.467 
 (-0.117) (-0.0868) (-0.116) (0.0980) 
     
Observations 2,929 2,929 2,929 2,914 
R-squared 0.072 0.072 0.072 0.073 
Number of Countries 123 123 123 122 

t-statistics in parentheses 
*** p<0.01, ** p<0.05, * p<0.1 
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Table 4. The Effect of Leader Tenure and “Sovereign Theft” on FDI 
 

 (5. Theft 2) 
VARIABLES Log FDI 
  
Log Tenure 1.215** 
 (2.024) 
W 3.748** 
 (2.272) 
Log Tenure*W -1.139 
 (-1.280) 
Theft2 -0.689*** 
 (-3.638) 
Theft2*W 0.512 
 (1.480) 
Log GDP 1.407 
 (1.438) 
Trade 0.0172 
 (1.578) 
Economic Growth 0.0620* 
 (1.898) 
Human Capital 0.241 
 (0.647) 
Natural Resources 0.0833** 
 (2.083) 
Gov Consumption -0.0427 
 (-0.928) 
BITs 0.0209 
 (0.788) 
Constant -24.53 
 (-1.082) 
  
Observations 3,175 
Number of Countries 126 
R-squared 0.069 

t-statistics in parentheses 
*** p<0.01, ** p<0.05, * p<0.1 
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Graph 1. FDI Inflows Over Time when W=0  
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Graph 2. FDI Inflows Over Time when W=0.25  
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Graph 3. FDI Inflows Over Time Across Regimes  
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Graph 4. Effect of Tenure Across All Regimes  
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Table 5. The Effect of Leader Tenure on FDI, Alternative Model  
 
 

 (6. Alternative) 
VARIABLES Log FDI 
  
Log Tenure 1.163** 
 (2.011) 
W 3.625** 
 (2.277) 
Log Tenure*W -0.599 
 (-0.719) 
Expropriation -0.448** 
 (-2.021) 
Default -0.446*** 
 (-4.598) 
Log GDP 1.387* 
 (1.736) 
Trade 0.0292*** 
 (2.763) 
Economic Growth 0.0919*** 
 (3.106) 
Natural Resources 0.0289 
 (0.909) 
Log Population 5.196*** 
 (3.611) 
Constant -106.7*** 
 (-7.121) 
  
Observations 3,256 
Number of Countries 144 
R-squared 0.049 

t-statistics in parentheses 
*** p<0.01, ** p<0.05, * p<0.1 
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Table 6. The Effect of Leader Tenure and Age on FDI  
 

 (2. BITs) (7. Age) 
VARIABLES Log FDI Log FDI 
   
Log Tenure 1.447** 1.318** 
 (2.262) (2.018) 
W 4.575*** 4.343** 
 (2.618) (2.464) 
Log Tenure*W -1.174 -1.113 
 (-1.278) (-1.209) 
Expropriation -0.497** -0.498** 
 (-1.971) (-1.975) 
Default -0.481*** -0.493*** 
 (-4.495) (-4.580) 
Age  0.0210 
  (0.984) 
Log GDP 0.401 0.427 
 (0.377) (0.401) 
Trade 0.0199* 0.0197* 
 (1.682) (1.663) 
Economic Growth 0.0890** 0.0901** 
 (2.401) (2.428) 
Natural Resources 0.0464 0.0463 
 (1.076) (1.073) 
Gov Consumption -0.0498 -0.0451 
 (-0.964) (-0.871) 
Human Capital 0.325 0.303 
 (0.840) (0.783) 
BITs 0.0169 0.0148 
 (0.627) (0.545) 
Constant -2.151 -3.585 
 (-0.0868) (-0.144) 
   
Observations 2,929 2,929 
R-squared 0.072 0.072 
Number of Countries 123 123 

t-statistics in parentheses 
*** p<0.01, ** p<0.05, * p<0.1 

 

 

 

 

 
 

 

  



Andrea Mariana Islas Regalado                             NYU International Relations 2015 

	   36	  

Table 7. The Effect of Leader Tenure on FDI accounting for Hysteresis 

 (2) (8) 
VARIABLES Log FDI Log FDI 
   
Log Tenure 1.447** 1.419** 
 (2.262) (2.217) 
W 4.575*** 4.323** 
 (2.618) (2.468) 
Log Tenure*W -1.174 -1.086 
 (-1.278) (-1.181) 

Expropriation -0.497** -0.485* 
 (-1.971) (-1.924) 
Expropriation History  0.683* 
  (1.866) 
Default -0.481*** -0.499*** 
 (-4.495) (-4.650) 
Log GDP 0.401 0.594 
 (0.377) (0.556) 
Trade 0.0199* 0.0206* 
 (1.682) (1.737) 
Economic Growth 0.0890** 0.0858** 
 (2.401) (2.313) 
Natural Resources 0.0464 0.0496 
 (1.076) (1.150) 
Gov Consumption -0.0498 -0.0490 
 (-0.964) (-0.950) 
Human Capital 0.325 0.231 
 (0.840) (0.593) 
BITs 0.0169 0.0150 
 (0.627) (0.555) 
Constant -2.151 -6.442 
 (-0.0868) (-0.259) 
   
Observations 2,929 2,929 
R-squared 0.072 0.073 
Number of Countries 123 123 

t-statistics in parentheses 
*** p<0.01, ** p<0.05, * p<0.1 
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Table 8. The Effect of Leader Tenure on FDI with Different Indexes 
 

 (1. W) (2. PolconV) (3. PolityIV) 
VARIABLES Log FDI Log FDI Log FDI 
    
Log Tenure 1.447** 1.748*** 1.953*** 
 (2.262) (4.347) (3.979) 
W 4.575***   
 (2.618)   
Log Tenure*W -1.174   
 (-1.278)   
Polcon V  7.427***  
  (4.403)  
Log Tenure* Polcon V  -2.632***  
  (-3.373)  
Polity IV   4.999*** 
   (3.236) 
Log Tenure* Polity IV   -2.040*** 
   (-2.849) 
Expropriation -0.497** -0.680*** -0.685*** 
 (-1.971) (-2.793) (-2.786) 
Default -0.481*** -0.616*** -0.584*** 
 (-4.495) (-6.155) (-5.845) 
Log GDP 0.401 -0.626 -0.242 
 (0.377) (-0.630) (-0.243) 
Trade 0.0199* 0.0167 0.0148 
 (1.682) (1.394) (1.239) 
Economic Growth 0.0890** 0.103*** 0.107*** 
 (2.401) (2.818) (2.939) 
Natural Resources 0.0464 0.0285 0.0305 
 (1.076) (0.671) (0.718) 
Gov Consumption -0.0498 -0.0541 -0.0560 
 (-0.964) (-1.052) (-1.087) 
Human Capital 0.325 0.301 0.287 
 (0.840) (0.768) (0.731) 
BITs 0.0169 0.0226 0.0209 
 (0.627) (0.832) (0.772) 
Constant -2.151 22.40 13.32 
 (-0.0868) (0.973) (0.574) 
    
Observations 2,929 3,006 3,006 
R-squared 0.072 0.078 0.075 
Number of Countries 123 124 123 

t-statistics in parentheses 
*** p<0.01, ** p<0.05, * p<0.1 

 

 

 
 
 
 
 
  



Andrea Mariana Islas Regalado                             NYU International Relations 2015 

	   38	  

Graph 5. FDI Inflows Over Time when Polcon V=0  
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Graph 6. FDI Inflows Over Time when Polity=0  
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