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Resumo

O fluxo internacional de capitais em dire¢do a economias em desenvolvimento tem
sido uma area de pesquisa para economistas dés da consolidacdo do arcabouco Push-
Pull na década de 1990. Apesar das muitas contribuicdes recebidas por essa literatura
ao longo dos anos, ha uma visivel falta de trabalhos que explorem como essa dindmica
de capitais internacionais interage com as instituicdes democraticas nos paises
recipientes desse fluxo e suas alteracGes ao longo do tempo. Dado que muitos paises
estdo passando por processos de erosdo em suas democracias no século 21, é de
grande interesse que seja avaliado como essas mudancgas podem impactar a entrada

de capital estrangeiro em economias em desenvolvimento.

Para a realizacéo deste trabalho foi utilizado o método de Projec6es Locais com uma
base de dados contendo 31 paises em desenvolvimento de 2000 a 2020. Foram
selecionados indices para qualidade de instituicbes democraticas visando avaliar a
reacdo da entrada de capitais internacionais, medida por Investimento Estrangeiro
Direto e Investimento de Portfolio. Os resultados mostram que boas instituicdes
democraticas sdo significativas para atrair a entrada do Investimento Estrangeiro
Direto para as economias emergentes, enquanto que no caso do Investimento de
Portfolio, mais volatil por natureza, em geral ndo foi afetado pelos indices

selecionados.

Palavras Chave: Fluxo de Capitais, Push-Pull, Retrocesso Democratico, Projecdes

Locais



Abstract

The international capital flow towards developing economies has been an area of
research in economics since the consolidations of the push-pull framework on the
1990’s. Despite the many contributions this literature has seen throughout the years,
there is visible lack of research when it comes to understanding how this dynamic of
capital inflow interacts with democratic institutions in recipient countries and how
those change through time. As many countries are going through process of erosion
of their democracies during the 21% century, it is of great interest to access how these
changes may impact the capital flow towards developing economies.

In order to make this study the method of Local Projection was used, with a dataset
of 31 developing countries from 2000 to 2020. Many indexes for quality in democratic
institutions were used to evaluate the response of capital inflow, measured by FDI
and Portfolio Investment. The results show that good democratic institutions are
significant attractors for FDI inflow towards developing economies while the more

volatile Portfolio Investment often was not affected.

Key-words: Capital Flows, Push-Pull, Democratic Backsliding, Local Projections
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1. Introduction

Globalization and financial deregulation since the 1990s have led to a significant rise
in the cross-border movement of capital. This phenomenon is mainly driven by the
largest economies in the world, but developing countries have also become more
involved in the global financial market, especially after the 2008 crisis (Ahmed and
Zlate, 2014). Consequently, these economies have gained access to an increased
amount of foreign capital which may be beneficial to their own developing process,
although this dependency also exposes them to a higher risk of negative impacts from
international financial downturns. Understanding the mechanisms that drive foreign
capital inflow towards these developing economies then became an important area of
research for economists, leading to the development of the push-pull framework.

Starting with the empirical work from Calvo et. al. (1993), several of these studies
have assessed the determinants of capital inflow, ranging from external factors
(described as pushing foreign capital towards developing economies) to domestical
factors (responsible to pulling these investments). As the literature review section
shows, much of this empirical research has been largely about economic factors that
play a major role on the inflow towards developing economies as those were the basis
for the consolidation of this framework. This current work, however, addresses the
question of how political risk and democratic institutions affect the allocation of

capital towards developing economies.

One of the most remarkable and worrisome political trends of the 21st century is the
erosion of democracy in many parts of the world. Democratic backsliding, as this
phenomenon has been called, refers to the gradual deterioration of democratic
standards and practices by populist leaders who seek to undermine the opposition, the
media, the judiciary, and civil society. By expanding their executive authority,
weakening the checks and balances of the political system, and manipulating the
electoral process, these leaders pose a serious threat to the quality and stability of
democracy (Bauer and Becker, 2020; Bermeo, 2016). Scholars have pointed out that
a diverse set of countries, such as Turkey, Venezuela, Hungary, Poland, India, United
States and Brazil, have undergone a process of democratic backsliding over the last

years with significant implications for their economic and social development (Luo
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and Pzeworski, 2021; Milhorance, 2022). Therefore, as the process of erosion of
democratic institutions occurs on developing economies it seems relevant to inquire
what effects it will have on their foreign capital inflow as international investors take
into account these political shifts.

Such research is by no means novelty for economists, as the relationship between
democracy and economic development has been extensively studied in economic
literature, with mixed and inconclusive results. Some studies suggest that democracy
fosters economic growth by providing accountability, stability, and protection of
property rights (Acemoglu et al, 2014; Cox and Weingast, 2018), while others argue
that democracy hampers growth by creating political instability, rent-seeking, and
policy uncertainty (Rachdi and Saidi, 2014).

One of the channels through which democracy may influence economic performance
is the attraction of foreign capital, which can provide additional resources,
technology, and know-how to the domestic economy, although few papers explore
this relationship within the context of the push-pull framework, which is one the goals

of this research.

Additionally, it is important to examine how shifts in democratic institutions influence
foreign investors, who are more vulnerable to political uncertainty than domestic
investors, as they face extra challenges of rules and regulations such as capital
controls, different tax regimes and expropriation risk (Julio and Yook, 2016).
However, not all types of foreign capital are equally beneficial or sensitive to the
political environment. Foreign direct investment (FDI) involves the acquisition of
ownership and control of assets in the host country, while portfolio capital inflows
(PCI) refer to short-term and reversible flows of portfolio investment and bank
lending. While FDI can generate positive spillovers and enhance productivity, PCI
can be volatile and prone to sudden reversals, creating macroeconomic instability and

financial crises.

Therefore, it is important to understand how different aspects of the political
environment affect the composition and magnitude of capital inflows. This research
aims to fill this gap by empirically examining how changes in the level of democracy,
measured by some indexes such as political instability, rule of law and the existence

of free and fair elections, affect the responses of FDI and PCI in a sample of 31
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countries classified by the IMF as emerging market economies from 2000 to 2020.
The chosen method of estimation was the Local Projections technique, which allows
to estimate the impulse response functions of FDI and PCI to shocks in democracy
without imposing any restrictions on the dynamic structure of the model.

The results for most of indexes chosen for this work support the notion that political
factors do play a significant and positive role on attracting foreign capital towards
developing economies when it comes to long term productive investments,
represented by FDI inflows. This suggests that FDI is more sensitive to the
deterioration of democratic institutions, which may increase the risk of expropriation,
corruption, and policy uncertainty, while PCI is more attracted by the potential gains
from exploiting arbitrage opportunities, weak regulations, and capital controls.

In addition to this introduction, this work is structured as follows. In section 2, we
review of the theoretical and empirical literature for both push-pull framework and
“Democracy and Growth”, which also includes discussions on how they intersect. In
section 3 the database used and an explanation of the method of Local Projections
utilized in the estimations of Impulse Response Functions are presented. Section 4

presents the empirical results. Lastly, in section 5 comes the conclusion.
2. Literature Review

2.1 The external “push’ and domestic “pull” determinants of capital inflows

The interest in studying the international capital flows rose during the 1990’s as a
response to its expressive increase seen during the period due to globalization and
financial deregulation (Mercado and Park, 2011). Until the consolidation of the push-
pull framework, the theoretical benchmark for these studies was the neoclassical
growth model, based on the law of diminishing returns to the factors of production.
This would result in an intense flow of capital from rich economies to poorer
economies, as the latter would be more labor intensive and therefore would grant
greater returns to capital. The empirical evidence, however, gave little support to the
result expected from the neoclassical model. Although it was observed during the
1990’s an increase of capital flow towards poorer and developing economies, many
authors pointed out it was in a much lower volume than expected from theory (Ding

and Sui, 2021). Lucas (1990) consolidated this inconsistency, coining the notion of
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the “allocation puzzle”, also named “Lucas’ paradox”. As a result, the development
of theoretical explanations to this phenomenon became a point of interest for
economists. Within the neoclassical framework, the explanations were centered on
the existence of market imperfections on the international flow of capital, and the
consideration of the other factors of production not accounted for in the “labor and

capital” growth model (e. g. human capital), as stated by Damasceno (2014).

Contemporary to these discussions, the push-pull framework emerges guided not by
any economic theory, but dictated mainly by the empirical studies about the
determinants of the international capital flows towards developing economies
(Koepke, 2019)*. According to this branch of the literature, favorable international
conditions such as lower interest rates, higher output growth and lower volatility in
advanced economies may push international capital towards developing countries
where they usually find both higher risks and returns. Pull factors, on the other hand,
represent domestic characteristics of these recipient economies which would attract
foreign capital reducing risk or offering higher returns for their investments, such as
their own interest and exchange rates, financial openness and economic growth. In
short, the focal point of the discussion revolves around the empirical inquiry regarding
the dominant factor between push and pull that influences capital inflow towards
developing economies. The empirical question at hand seeks to unravel the underlying

forces that shape and drive the influx of capital.

The work of Calvo et al (1993) stands out as the starting point of the following
empirical research, establishing the push-pull dichotomy. Observing the rise of capital
inflows towards Latin America in the beginning of the 1990’s, the authors conclude
that this was mainly dictated by a recession in the US economy and low international
interest rates, therefore, this trend would be reversed with a change in this favorable
global scenario. These results, considering developing economies in general, mean
that the capacity to attract foreign capital for these markets would be largely dictated
by external factors beyond their range of policies. A similar result was found by
Fernandez-Arias (1996), supporting the notion that the global financial market is

driven by short-term perspectives, going towards developing countries only in

1 However, it is possible to establish a link between this literature with models from modern
portfolio theory, mainly the works of Markowitz (1952) e and its development for assets in foreign
currency in Grubel (1968).
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specific contexts when they present themselves as a better risk-return option than
advanced economies, easily overturned by changes international conditions (Prates,
1999). However, as the empirical evidence found in Chuhan et al (1993) shows, these
results are by no mean a consensus during the initial studies within this framework,
as the authors found significance to both push and pull factors, even pointing out the
latter as more relevant in Asian developing countries in comparison to Latin America.
These examples represent the incipient efforts from this literature to understand the
international financial market dynamics, establishing its fundamentals.

From the 2000s onwards, the empirical studies conducted in this field have made
remarkable progress due to the utilization of new methodologies and extensive
datasets, which have greatly contributed to the comprehension of the subject matter.
As an example, with a larger time-span available for analysis, Baek (2006) finds
results that reinforce the notion of heterogeneity among developing countries,
although for his case the Asian inflow was more pushed in comparison to the more
pulled in Latin America. Similarly, Fratzscher (2012) points out that during the 2008
financial crisis, even with international factors being the main drivers of international
capital flows, domestic characteristics were relevant for the degree of impact on
developing economies during the crisis and in their following recovery. These studies
exemplify how this framework not only stayed relevant in the early 2000s and beyond,
but also gained more elements of discussion, especially with longer sets of data
available for study. A summary of this empirical research can be seen in Table 1

below.

Table 1: Summary of empirical works from the push-pull literature

Estimation .
Author(s) Sample Method Main Results
Baek (2006) 5 countries from Latin-  Fixed effects "Push" factors were more
America and 4 from prevalent for Asian countries
Asia (1989 — 2002) and "pull" for Latin America
Calvo et.al 10 Latin America Structural VAR "Push" factors were more

(1993) countries (1988 — 1991) prevalent




Chuhan et.al
(1993)

Davis and Zlate
(2019)

Erduman and
Kaya (2016)

Ferndandez-
Arias (1996)

Fratzscher (2012)

Gossel and
Biepke (2017)

Ibarra and
Tellez-Leon
(2020)

Kim and Kang
(2019)

Sarno et al
(2015)

Weiss and Prates

(2017)

9 countries from Latin
America and 9 from
Asia (1988 — 1992)

54 countries including
developed and
developing economies
(1975 — 2015)

23 emerging economies

from Asia, Europe,
Latin America, Africa

and Middle East (2005 —

2013)

13 middle income
developing countries
(1989 — 1993)

50 emerging and
developing countries
(2005 — 2010)

South Africa (1986 —
2013)

Mexico (1995 -2015)

47 developed and
developing economies
(1997 — 2015)

55 countries grouped by

region (Europe, North
America, Latin
America, Africa and
Asia and Oceania)
(1988 — 2013)

42 developing countries

(1990 — 2008)

GLS and Fixed
Effects

Structural VAR

Bayesian method

of Gibbs
Sampling

OLS

OLS

VECM

VAR

OLS

Bayesian method
MCMC (Monte-

Carlo Markov
Chain)

GMM

Both factors were relevant,
especially for the Asian
countries

"Pull’ factors impact on the
effects of "push” factors

"Pull" factors have limited
impact compared to "push"
factors

"Push" factors were more
prevalent

"Push" factors were more
prevalent

"Push" factors are more
relevant for FDI on the short-
term, but "pull" factors have
more impact on the long-run

"Push" factors are less relevant
for FDI in comparison to
portfolio investment.

"Push" factors were more
prevalent but with regional
specificities

"Push" factors were more
prevalent

"Push" factors were more
prevalent

Source: By the author

17

Among these examples one can point out important results for the current

understanding of the dynamics of international capital towards developing economies

within the push-pull framework. As previously stated, from the offset of this literature
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there were studies that shown how there were regional differences between
developing countries that altered the dynamics of push and pull factors. The result
seen in Gossel and Biepke (2017) discuss how differences may also be seen in time,
that is, foreign capital might be pushed on the short term but pulled in the long run.
Also, the discussion present in Ibarra and Tellez-Leon (2020) leads to understand that
there are also differences in response to push and pull factor for different profiles of

international capital.

These results illustrate how the question regarding the dominant factor between push
and pull requires more investigation beyond the push and pull determinants
established in the existing empirical research on this topic2. This notion is the reason
why this work aims to explore, within the push-pull framework, how political and
institutional factors may play a role on attracting international capital towards
developing economies, as these may be one of the underlying reasons that explain
how countries with similar economic profiles can differ in ability on attracting foreign

capital.

In this spirit, a succinct discussion of the interplay between democracy, political

institutions and economic development is provided in the following section.
2.2 On democracy, political institutions, and economic development

The study about the relationship between democracy and economic development
gained relevance during the 1990’s stemming from a critique of the neoclassical
models. Centered on the returns of the factors of production, this framework proposes
that economic growth is determined on the long-run by its rate of technological
progress (Solow 1957), a variable understood as exogenous to the model. Naturally,
the lack of explanation about this parameter led to theoretical proposals which could
overcome such limitation, leading to the development of endogenous growth models.
The work from Romer (1986) was the basis for the proposition of alternatives to the
neoclassical framework, treating long-run growth as driven by externalities from

elements within the economies, such as human capital, expenditure in public

2 As Weiss and Prates (2017) point out, most works within this framework use as “Push” factors the
mainly the US interest rate, the growth rate of the main world economies and indexes for market
volatility, for “Pull” factors are usually considered indicator of macroeconomic stability and also
domestic assets return rates.
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infrastructure and institutional quality (Ghardalhou and Sridi, 2019). The last group
of models used the definition proposed by North (1991) of institutions as the formal
and informal rules that guide economic, political, and social interactions. As pointed
out by North (1994), the political aspects of institutional arrangements have an
important role in economic development by establishing the rules it must follow.

This notion led to the consolidation of the New Institutional Economy (Colagrossi et
al, 2020), a field of study focused on understanding the interaction between political
factors on economic growth and development. Largely, the empirical research
analyzed how the existence of democratic regimes impacted on growth dynamics. As
shown in Sirowy and Inkeles (1990), this is a debate that precedes the New
Institutional Economy, having theoretical arguments for democratic regimes, as both
compatible or as in contrast to economic development. Therefore, the studies from
this literature are dedicated to evaluate if democracies are capable of producing
positive impacts on growth, reducing political instability and ensuring property rights
or rather their liquid effects are negative due to being subjected to popular demands,
having to oblige to short-term decisions in detriment of the long-run (Doucouliagos
and Ulubasoglu, 2008).

As for the empirical studies, it is important to mention how the first efforts were
directly influenced by the findings of the important role of institutional quality on
economic growth in Barro (1991) and Sala-I-Martin (1997). Already during the
1990’s, one can observe works dedicated to the effects of democracy on economic
development, with results favorable to both points of view. As an example, both
Rodrick (1997) and Alesina et al (1996) find no statistical difference in growth
between democratic and authoritarian countries. However, the former author points
out how democracies produce more stable growth trajectories, while the latter
arguments are that these regimes can aid on economic development by reducing
political instability. In Barro (1996), the positive effects of democracy are seen mainly
in countries with low indexes of political liberties; this relation diminishes as these

indexes grow, even becoming negative in some cases.

These examples represent the consolidation of the interaction between economic
growth and democratic regimes as a relevant object of study for empirical works from

the following decades. Despite theoretical arguments and early empirical results,
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some authors were able to find a consistent positive effect of democracies on long-
run economic growth, as seen in Acemoglu et al (2014) and Gerrig et al (2005).
Moreover, the discussion in Mathonnat and Minea (2019) focuses on how different
democratic regimes have specifical institutional arrangements, which in turn are
essential to understand the impact of these democracies on growth dynamics. This
notion allows us to understand how works such as Knutsen (2012), Peev and Mueller
(2012) and Rachdi and Saidi (2014), in dealing with different democracies may find

results that at first glance may contradict each other.

These results show the importance of understanding how the many institutional
arrangements possible within a democratic government can affect economic growth
in different manners. As mentioned, one of the many explored aspects in the literature
lies on how democratic regimes may reduce political instability, which in turn
elevates growth; these results are found also in Aisen and Veiga (2012) and Jong-A-
Ping (2008). Additionally, Cox and Weigast (2018) discuss mainly about the

important role governmental accountability plays in fomenting economic growth.
A summary of this empirical literature can be found in Table 2 below:

Table 2: Summary of empirical works from the Democracy and Economic

Development

Estimation .
Author(s) Sample Method Main Results
Acemoglu Group of 175 Fixed Effects and Democratic regimes produce long-run
etal countries (1960 - GMM positive effects on growth
(2014) 2010)
Aisenand Group of 169 GMM Political stability has a greater positive
Veiga countries (1960 — effect on growth compared to the existence
(2012) 2004) of a democratic regime
Alesinaet Group of 113 GLS Political stability has a greater positive
al (1996) countries (1950 — effect on growth compared to the existence
1982) of a democratic regime
Barro Group of 100 Instrumental Strengthening of Democratic regimes
(1996) countries (1960 —  Variables produces positive effects on growth
1990) specially for countries with low political

liberty
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Cox and
Weingast
(2018)

Gerrig et
al (2005)

Jong-A-
Ping
(2008)

Knutsen
(2012)

Mathonat
and Minea
(2019)

Peev and
Mueller
(2012)

Rachdi
and Saidi
(2014)

Rodrick
(1997)

Group of 65
countries (1850 —
2005)

US, Chile,
Botswana and
China (1950 -
2000)

Group of 90
countries (1974 —
2003)

Group of 112
countries (1984 —
2004)

Group of 140
countries (1975 —
2007)

24 transition
economies from
Eastern Europe
(1994 — 2009)

17 countries from
the Middle East
and Northern
Africa (1983 —
2012)

Group of 80
countries (1970 —
1994)

Difference-in-
difference
estimation

Fixed Effects

GMM

OLS, Fixed
Effects and
GMM

Random Effects

Fixed Effects

Fixed and
Random Effects
and GMM

GLS, Fixed
Effects and
Random Effects

Governmental accountability produces
positive effect on economic growth

Democratic regimes produce long-run
positive effects on growth

Political stability has a positive effect on
growth

Democracies had greater growth compared
to non-democracies on Sub-Saharan Africa

Different democratic arranges produce
distinct growth trajectories

Inconclusive liquid effect of democracies
on growth in transition economies

Democratic regimes produced negative
effects on Growth

Democratic countries had more stable
growth trajectories although not better than
non-democracies

Source: By the author

Next, the focus of analysis will be on the discussions regarding the relationship

between democratic institutions and capital flows.

2.3 Democracy and Capital Flows

Within the context of the New Institutional Economy, as some works have shown,

democracies have also been associated with a greater capacity to attract foreign

investment, which in turn leads to economic growth. As Alfaro et. al. (2007) points

out, institutional quality also represents a measure of country risk, therefore,

following the rationale of a foreign investor within the context of portfolio theory, a

country with stable and functional democratic institutions reduces the expected risk
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for their capital, making it a more desirable destination. Likewise, as good institutions
promote economic development they also, indirectly, foster a better environment for
attracting international capital. For these reasons that some studies found both direct
and indirect impacts of democratic regimes on capital inflow (e. g. Gossel, 2018;
Jakobsen and Soysa, 2006; Busse, 2003; Malikane and Chitambara, 2017; Sabir et al
2019).

One must point out though, that these empirical works were not made with the push-
pull framework in mind, as they were focused on the interaction between democratic
institutions and capital inflow, largely disregarding for how push and pull factor
would interact with this dynamic. Some research has been made along those lines,
such as seen in Cavallaro and Cutrini (2019), where the authors find institutional
quality as an important factor to reduce the vulnerability of developing markets’
capital inflow to external shocks. Asongu et al (2018) also explores this idea but
points out how pull factors, other than institutional quality, are better suited to explain
the flow of FDI to BRICS (Brazil, Russia, India, China and South Africa) and MINT
(Mexico, Indonesia, Nigeria and Turkey) countries. Examples like these however are
rarer within the context of the push-pull dichotomy, and in general lack the depth
present in the previously mentioned studies, such as dissecting institutional quality in

more specific arrangements.

Table 3: Summary of empirical works on the relationship between Democracy and

Capital Flows
Estimation .

Author(s)  Sample Method Main Results

Alfaro et. 23 developing OoLS Improvements on institutional quality

al. (2007)  countries (1970 — promote foreign capital inflows.
2000)

Asongu et Brazil, Russia, India, OLS and For the selected countries the main

al (2018) China, South Africa,  Fixed effects "pull" factors for FDI were the size of
Mexico, Indonesia, the economy, existing infrastructure and
Nigeria and Turkey commercial openness
(2001 - 2011)

Busse 69 developing Fixed Effects Democratic regimes attract FDI

(2003) countries (1972 —
1999)
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Cavallaro 9 developed Fixed Effects Institutional quality presents itself as
and Cutrini  economies and 28 relevant for protecting against adverse
(2019) emerging economies external shocks on capital inflow

from Latin America,
Asia and Europe.
(2005 - 2014)

Gossel 30 countries from GMM Democratic regimes attract FDI
(2018) Sub-Saharan Africa
(1985 — 2014)
Jakobsen Group of 98 countries  Panel- Democratic regimes attract FDI
and Soysa (1984 —2001) Corrected-
(2006) Standard-
Errors
(PCSE)
Malikane Group of 8 Southern ~ GMM Better democratic institutions lead do
and Africa countries (1980 greater effects of FDI on growth
Chitambara —2014)
(2017)
Sabiretal  Group of 148 Fixed Effects Democratic regimes attract FDI
(2019) countries (1996 — and GMM
2016)

Source: By the author

Table 3 above summarizes the main concern for this work. As the empirical research
from the New Institutional Economy intersects with the topics from the push-pull
framework it does so in disregard of the discussion and developments from the latter
about the dynamics of international capital towards developing economies. As for the
studies from the push-pull literature, they largely do not take into account the
contributions that New Institutional Economy’s research has provided about the
complexity of how democratic institutions interact with economic factors. The
examples above also focus largely on FDI inflow, which as seen in this literature
review has a particular interaction with pull factors that differs from other profiles of
international capital, which may have their own response to improvements on

institutional quality.

For these reasons that this research aims to reinforce the link between the push-pull
framework with the studies about the effects of democracies and democratic
institutions on economic growth widely discussed in the New Institutional Economy
literature. It is expected that the analysis proposed in this work may contribute to both

literatures, reinforcing the importance of studying them in tandem.
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2.4 Democracy and Capital Flows: Establishing Links

As the final portion of this literature review the focus will now shift away from the
empirical research to explore the mechanisms through which democratic institutions
may affect foreign capital inflow towards developing economies. As will be detailed
in the following section this discussion will center around how these institutions may
attract both FDI and PCI. The following hypotheses summarize the theorical beliefs

surrounding this dynamic.

Hypothesis 1.1: Improvements in the quality of democratic institutions can lead to

an increase in Foreign Direct Investment.

As aforementioned, democratic institutions play a role in attracting foreign capital
since their quality represents a measure of country risk premium for international
investors. For the case of FDI, according to the literature, democracies possess a better
system of checks and balance of governmental power, this results in a strengthening
in property rights, securing investments for the long haul, and greater stability in
policymaking, resulting in a more predictable environment for foreign investment (Li
et al, 2018). Additionally, democratic governments also tend to have freer media,
which allows for better assessment of governmental action, granting investors the
ability to better assess rather the policymaking is favorable for FDI (Choi and Samy,
2008). Lastly, as discussed in detail, democracies are also associated to better and
more stable economic growth, this alone is an important driver for international

capital inflow.

Hypothesis 1.2: Improvements in the quality of democratic institutions can reduce

Foreign Direct Investment.

In contrast, democratic countries might be a less desirable destiny for FDI especially
for being more susceptible to cave to popular demand. Less concerned with voters’
pressure, Authoritarian governments are more capable to protect foreign investors
from workers’ demands of higher wages and legal protection, and from less capital
friendly taxation (Li and Resnick, 2003). They may also offer less legal resistance to
international firms in the extractive industry or those highly depend of natural

resources (Asiedo and Lien, 2011). It is for those reasons that there is some
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uncertainty on the net effect of democratic institutions on FDI inflow towards
developing countries, justifying the interest on this research agenda.

Hypothesis 2.1: Improvements in the quality of democratic institutions can lead to

an increase in Portfolio Capital Inflow.

Likewise, PCI presents itself as an important object of study. Despite its distinct
nature from FDI, it similarly benefits from the positive effects democratic
governments have on economic performance and stability. Additionally, transitions
towards democratic governments are strongly, although not necessarily, associated
with increase in economic freedoms, exemplified with varying degrees in the case of
the former Soviet Union countries (Peev and Mueller, 2012). As liberalization grows,
the more attractive the economy becomes to the more volatile and speculative profile
of capital represented by foreign portfolio investment.

Hypothesis 2.2: Improvements in the quality of democratic institutions can reduce

Portfolio Capital Inflow.

As a profile of foreign investment strategy with a focus on short-term gains, PCI is
less affected by institutional quality, having a stronger response to changes in fiscal
policies (Ahlquist, 2006). This means that, although attracted by how democratic
governments improve economic performance and promote more stable environments
for international investment, PCI might have a greater negative response to
democracies’ possibility to a governmental shift towards less capital friendly fiscal

policies and taxation.

Thus, this section has explored the transmission channels through which changes in
democratic institutions may have an impact on capital inflows towards developing
economies. For this study it is mainly expected to be found evidence that support
Hypothesisl.1. Following this discussion will be the presentation of the data set and

empirical technique used in this study.
3. Data and methodology

This section will present the dataset, the empirical model, and the estimation method

used for this study. It starts with the estimation method, which is Local Projection, a



26

distinctive feature of this research that sets it apart from other empirical studies in the

push-pull framework.
3.1 Local projections

For this empirical analysis, the method of Local Projection for generating Impulse
Response Functions was chosen with two reasons in mind. First, as Table 1
exemplifies, most empirical research in the push-pull framework uses either
traditional methods of linear regression for panel data (Pooled OLS, Fixed Effects,
Random Effects or GMM) or generates Impulse Response Functions through VAR
modeling. Therefore, this study aims to present the method of Local Projection as an
analytical alternative for future research. The second reason, comes from the fact that,
as aforementioned, democratic backsliding is a gradual process. Therefore, the
response of international stakeholders to changes in the political landscape may occur
with a lag, as they perceive, process, and adjust their investment strategies
accordingly. By generating Impulse Response Functions, the Local Projections
technique allows us to observe the possible effects of changes in democratic

institutions on foreign capital inflow through time.

The following presentation of the method of Local Projections is based on Adamer
(2019). A more detailed explanation about this method and how it differs from VAR

estimation can be found in Appendix A.

The method of Local Projections, as proposed in Jorda (2005) is an alternative
approach to estimate impulse response functions. The method for panel data consists
of OLS regressions with robust standard errors using the approach by Newey and

West (1987) for each forecast horizon of the following equation:
Fipsn - Fieeq =a™ + ByPye + v, Xip + €een b = 0,1,..,H — 1, (1.1)

where, in the case of this study, F;, represents the measurement of capital inflow for
country i on year t; Pyt is the shock variable which accounts for the domestic political
variable being analyzed; X;, = {E;; D;;} account for the controls wherein E,
represents a vector of (external) push factors, common to all economies each year,
and D;. is the vector of economic (domestic) pull factors for each country. The

cumulative impulse response functions are estimated using the difference between
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lagged F; . and each forecast horizon as the endogenous variable. The coefficient S,
corresponds to the deviation of F;, at time t + h with respect to F;, at time t -1 to the

shock variable P;, at time t. The impulse responses are the sequence of all estimated

B
The next section will detail the dataset of the following empirical exercise.
3.2 Data and Econometric model

Aiming to examine how capital inflow towards developing economies is impacted by
their domestic political and democratic factors, the dataset used in this study contains
yearly data from 31 countries classified by the IMF as emerging market economies
from 2000 to 2020, the full list can be found in Appendix B. As it will be discussed
in more detail along this section, the choice of variables was made according to the
standard from the empirical research within the push-pull framework, with the
addition of the proposed political indicators.

For measuring capital inflow towards developing economies, it was used data from
the Financial Account of the Balance of Payments available through the IMF. In the
light of the results found in Gossel and Biepke (2017) and Ibarra and Tellez-Leon
(2020), the choice was to use the net inflow of foreign owned FDI and PCI towards
developing economies. Both these variables are used separately as the dependent
variable of the econometric model. This distinction is relevant for this analysis as FDI,
due to its long-term nature® (IMF, 2009), will be treated as a representation of
productive investment; in contrast, PCI will be seen as a proxy for speculative
investment likewise, due to its more highly negotiable nature. This will allow to
understand how these profiles of capital inflow differ in response to political changes

in the recipient countries.

For the independent variables, the first set represents the international “push” factors
common across all countries. It was used the US interest rate, world GDP growth and

VIX index. Respectively, these variables represent the competing rate against

3 From the BPM6 “Direct investment is a category of cross-border investment associated with a
resident in one economy having control or a significant degree of influence on the management of
an enterprise that is resident in another economy.” and “Because there is control or a significant
degree of influence, direct investment tends to have different motivations and to behave in different
ways from other forms of investment.(...) Direct investment tends to involve a lasting relationship(...)”
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international investment in developing economies, level of international economic
activity and risk of international investment. The second group represents domestic
“pull” factors, GDP growth rate, real interest rate and share of public debt by GDP,
representing favorable returns for capital inflow towards developing economies and

their risk factors.

Lastly, a set of “Political-Institutional Pull factors”. Those were chosen from the V-
Dem Project (Pemstein et al, 2022), a database with consolidated methodology for
measuring democratic indexes worldwide. The full choice of variables can be seen on
Table 4, but in general, the selection of these political factors was made with their
direct and indirect effects on capital inflow in mind, and also, aiming to, collectively,
represent different measurements of democratic quality. A general index for
democratic quality was also included as a starting point for discussion. As will be
explained further, the effects from these indexes on capital inflow will be valuable for
the analysis, both individually and as a group, allowing an evaluation of the relation

between democratic governments and capital inflows.

Table 4: List of variables from the dataset

Variables Classification Description Source

FDI Dependent Net inflow of foreign owned Foreign Direct IMF - Balance of
Investment in millions of dollars (constant) Payments
PCI Dependent Net inflow of foreign owned Portfolio IMF - Balance of
investment in millions of dollars (constant) Payments
RIR Domestic Domestic Real Interest Rate World Bank - World
Development
Indicators
GDPg Domestic Domestic GDP growth rate IMF - World
Economic Outlook
Debt Domestic Share of public Debt by GDP IMF - World
Economic Outlook
LibDem Domestic General index for quality of Liberal V-DEM
Democracy. Higher values indicate better
institutional quality
Client Domestic Index of how much politics is based on V-Dem

clientelistic relationships. Lower values
indicate better institutional quality.
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RoL

FreFair

HorAcc

GenPp

Inst

VIX

GDPgW

RIRUs

Domestic

Domestic

Domestic

Domestic

Domestic

External

External

External

Index of how effective and equalitarian is law
enforcement. Higher values indicate better
institutional quality.

Index measuring electoral fairness and
freedom. Higher values indicate better
institutional quality.

Index measuring horizontal accountability of
ruling government. Higher values indicate
better institutional quality.

Index of female participation in politics.
Higher values indicate better institutional
quality.

Political instability Index. Lower values
indicate a more stable political scenario.
Yearly mean VIX index

World GDP growth rate

US Real interest rate

V-Dem

V-Dem

V-Dem

V-Dem

World bank
Governance
indicators in V-Dem

Chicago Bord
Options Exchange

IMF - World
Economic Outlook

IMF - Balance of
Payments

Source: By the author

Table 5: Summary statistics of variables from the dataset

Variables  Mean Median  Stand. Error Minimum  Maximum g/lti)s;ing
FDI 9,668.21 3,594.55 15,893.21 -6,839.04 117,851.02 O
PCI 4,447.74  712.96 11,645.47 -33,557.80  85,039.53 3
RIR 7.54 5.25 10.08 -12.86 93.92 150
GDPg 3.47 3.96 4.09 -15.10 14.81 0
Debt 43.38 40.05 22.24 1.54 147.20 0
LibDem 0.51 0.52 0.22 0.04 0.85 0
Client 0.43 0.45 0.22 0.04 0.86 0
RoL 0.77 0.81 0.18 0.15 0.98 0
FreFair 0.68 0.75 0.27 0.00 0.97 0
HorAcc 0.72 0.85 0.70 -1.08 2.04 0
GenPp 0.84 0.89 0.16 0.06 1.00 3
Inst -0.17 -0.13 0.79 -2.37 1.30 31
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VIX 19.95 17.54 6.50 11.09 32.70 0
GDPgW 3.48 3.55 1.94 -2.81 5.57 0
RIRUs 2.83 2.44 1.46 1.14 6.84 0

Source: By the author

As an illustration of the data base and a precursor to the econometric modeling,
Figure 1 shows the scatter plot of the average capital inflow for each country in the
data base against their average democracy index. Although the plot for FDI shows no
correlation between those variables, a positive correlation is seen for Portfolio

Investment.

Figure 1: Average FDI (left) and PCI (Right) against the average Liberal Democracy

Index for each country.
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A simple correlation analysis presented in Figure 1 shows an intriguing result by
suggesting the absence of a relationship between democracy and FDI and PCI.
However, the correlation analysis does not allow us to separate the confounding
factors, nor to capture the dynamic effects of the relationship between these variables.

For this, we will proceed to the estimation of the econometric model.
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4. Results

This section will present the results from the Impulse Response functions estimated
using local projections, the tables of estimated coefficients can be found in Appendix
C. For each political variable it will be made a comparison between its effect on net
inflow of both FDI and PCI. Understanding that political factors generally have
greater impact on the long run rather than the short term, it is expected that they will
be more impactful on the flow of FDI following results found in other empirical

works, which is seen below.

Starting with the more general index for Liberal Democracy, Figure 2 presents the
expected result in which, for both measures of capital inflow, this index has in general
a positive and significant effect.

Figure 2: Impulse Response Functions of shocks in Liberal Democracy index in FDI
(Left) and PCI (Right).
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Source: By the author

Although the results presented in Figure 2 corroborate Hypotheses 1.1 and 2.1,
suggesting a positive correlation between Liberal Democracy and both FDI and PClI,
this may obscure the nuanced responses of FDI and PCI to variations in the quality of

specific aspects and institutions constituting democratic regimes. Therefore, a
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comprehensive analysis is warranted to explore how FDI and PCI are influenced by
the quality of various fundamental components of democratic systems.

This then leads to the following analysis, focused on Horizontal Accountability,
where it is expected that this variable would have a positive impact on capital inflow
towards developing economies. The rationale being that, as a mechanism of control,
a higher index of accountability results in less erratic governmental decisions and
expenditure, making foreign investment less risky therefore incentivizing it, as
previously discussed. Figure 3, shows that this result is clearly observed for FDI, but
for PCI little statistical significance is found for most of the forecast horizons.
Although one could expect Portfolio Investment would also benefit from a less
arbitrary governmental decision-making process, these results may align with the
hypothesis that these investors focus more on economic performance, being less

concerned on political nuances, therefore having little response to these changes.

Figure 3: Impulse Response Functions of shocks in Horizontal Accountability in FDI
(Left) and PCI (Right).
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Moving on to the index of Clientelism, it is important to point out that, in contrast
with the previous index, the higher the clientelism index, the worst the level of

institutional quality. Regarding how clientelistic relationships in politics may lead to
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inefficient policymaking, one can expect it would make a country less attractive for
foreign capital as it can make their investment riskier or less profitable. Once again,
the Impulse Response Functions shows that this relation, however, occurs more
strongly for FDI inflow as seen in Figure 4. The repetition of this pattern in both
Figure 4 and 3 reinforces the main expected result of this work, with FDI holding a
stronger tie with democratic institutions than portfolio investment, something also

seen in other empirical research.

Figure 4: Impulse Response Functions of shocks in Clientelism in FDI (Left) and
PCI (Right).
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The next set of graphs seen on Figure 5 and Figure 6 also allows some observations.
Starting with the index of Free and Fair Elections, its increase represents a
strengthening of democracy, thus leading to greater political stability as elections are
not contested. As expected, this index has a positive impact on FDI inflow, albeit seen
only for some forecast horizons, which indicates its affinity with solid democratic
institutions. For the case of PCI, however, the results are more inconclusive,
reinforcing the idea expressed in Hypothesis 2.2 in which the positive impacts from
good democratic institutions may be counterbalanced by the risk from governmental

shifts caused by electoral outcomes, leading to no significant impact.
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Figure 5: Impulse Response Functions of shocks in Free and Fair elections in FDI
(Left) and PCI (Right).
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The case for the index for Female Participation in Politics is less straightforward as it
impacts capital inflow through indirect means. This index may account for the quality
in civil rights and is also associated with less corrupt governments (Swamy et. al
2000; Forgues-Puccio and Erven Lauw, 2021), both impacting somewhat on a
country’s attractiveness to foreign capital. As Figure 6 shows, however, this index’s
impact on capital inflow might not be as strongly associated with capital inflow as for
both FDI and PCI its results were mostly not significant, albeit some positive effect
is seen for the case of FDI. As stated, in being a index with a more indirect effect, this
is not a surprising result and neither does it speak against the main hypothesis of this
work, as some indexes are expected to have no statistical impact. Moreover, Figure 6
allows to point out how, while some positive effect was seen for FDI it does not

happen for PCI, which on itself is a important result.
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Figure 6: Impulse Response Functions of shocks in Female Political Participation in
FDI (Left) and PCI (Right).
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Next, like the Clientelism index, the Political Instability index has higher values
associated to worst institutional quality. It is also expected to hold a negative impact
on capital inflow towards developing economies, as it not only represents a more
elevated country risk factor, but also because political turmoil is associated with

worse economic performance as shown in the literature review.

This reasoning explains how on Figure 7 it is seen how political instability produces
a negative impact on FDI inflow, although, unexpectedly, not for most of the forecast
horizons. Also as a surprise, for PCI the effect is largely not statistically significant,
which may indicate that the mechanism through which political instability impacts
capital inflow may not be as certain as expected, discussing this point in depth

however goes beyond the main goal of this current empirical study.
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Figure 7: Impulse Response Functions of shocks in Political Instability in FDI (Left)
and PCI (Right).
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Lastly, the index of Rule of Law indicates institutional quality regarding the law
enforcements and access to rights. Regarding foreign capital, this indicator represents
a better guarantee of protection of the investment according to domestic laws,
especially for the case of productive capital. With this in mind, there is no surprise
how it has a positive effect on FDI inflow as seen in Figure 8. As was mostly the case
for other political variables, PCI was also not affected by this index adding to the

conclusions regarding by how this profile of capital little interacts with politics.
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Figure 8: Impulse Response Functions of shocks in Rule of Law in FDI (Left) and
PCI (Right).
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In general, these results support the hypothesis that political factors are relevant for
pulling foreign capital toward developing economies. The findings suggest that the
inflow of international productive investment, measured through the FDI inflow, is
positively associated with a better quality of democratic institutions. Conversely,
although the main democracy index had a positive impact on PCI inflow, in
examining the more specific mechanisms little support was found to this association.
These results seem to reinforce how, for this profile of capital inflow there is not a

clear response to better democratic institutions.

In a summary, the results support the belief that while FDI is attracted by better
regulated environments with solid democratic institutions, while PCI seems to
disregard this aspect. This implies that, as countries adopt policies that strengthen
their democratic arrangements, they may impact their composition of foreign capital
inflow towards a less volatile profile, with greater interest in the long run. This in turn
alleviates the constraints imposed by the risk of short-term downturns in foreign
capital inflow over domestic policy making from incumbent governments (Bordo and

James, 2015). Moreover, as initially discussed, the results shown also indicate that
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through the process of democratic backsliding, developing countries may also be
augmenting their exposure to international financial crisis as they would lose
attractiveness to stable and long-term foreign investment, beyond the social and
political effects this process has.

There is a vast literature showing how the international financial market can impose
a market-friendly agenda on developing countries, thus reducing their policy space
and their ability to conduct social and redistributive policies with the aim of meeting
the voters’ demands and electoral promises (Campello 2009;2015). This impact is
accentuated by the fact that international financial markets have a more consistent and
coherent policy agenda than the diverse and conflicting preferences of voters. This
makes the markets more influential and persuasive in achieving their goals
(Karwowski, 2019; Crouch, 2016). The increasing inability of policymakers to meet
voters’ demands is seen as a key cause to the recent rise of populist, and, often
authoritarian governments in western democracies (Crouch, 2019). Those, in turn,
under the banner of representing popular demand, will often undermine democratic

institutions as part of their political agenda.

The results and arguments suggest that stable foreign capital inflows prefer good
democratic institutions, which can also enhance and safeguard the quality of these
institutions. Conversely, volatile foreign capital inflows can harm the economy as

well as the institutional quality of the receiving countries, both directly and indirectly.
5. Conclusion

The aim of this work was first to establish a link between two consolidated economic
literatures, those being the push-pull framework and New Institutional Economy
study of democracy and economic growth. This objective was successfully
accomplished, both in exploring how these literatures stemmed from critiques of the
neoclassical model, and by analyzing variables often used in the latter within the

structure of empirical works of the former.

A second objective, in finding support of how these political variables affect capital
inflows was also accomplished. As expected from other empirical studies, FDI, due
to its nature more associated with the long term in comparison with PCI, showed

significant and positive responses to better institutional quality. Further research may



39

explore this result in depth associating to a larger array of variables and other good
metrics for democratic quality.

Lastly, it was of great interest to be able to also discuss, the interplay between politics
and international capital inflow towards developing economies. As briefly discussed,
the results from this empirical work indicate that as some countries go through the
process in democratic backslide it may also result in a shift towards a more volatile
foreign capital inflow, making their economies more exposed to negative impacts
from international financial crises. Moreover, the evidence suggests that, on the
interest on promoting a stable inflow of foreign capital, developing economies may
pursue policies that strengthen their democratic institutions.

Some limitations of this research worth to point out is that the choice of years
available for the data base was dictated by the availability of information, especially
concerning political indexes, therefore is a limitation that can be dealt with in
repetition of this empirical work through time. Also, as the aim of this study was to
assess rather political factors impact capital inflow towards developing economies
there was no interest in discuss how these results may differ according to the chosen

methodology, being also a possible research agenda.

In summary, the discussion and results from this research show how the push-pull
framework can benefit from incorporating discussions present in the political
economy, as much as it may also be a useful tool in understanding the dynamics

between international market of capitals and domestic politics.



40

REFERENCES

ACEMOGLU, Daron; NAIDU, Sursh; RESTREPO, Pascual; ROBINSON, James A.
Democracy Does Cause Growth. National Bureau of Economic Research. NBER
Working Paper Series. 2014. Available in:
https://www.nber.org/system/files/working_papers/w20004/w20004.pdf. Accessed
in 11/15/2023

ADAMMER, Philipp. Ipirfs: An R Package to Estimate Impulse Response
Functions by Local Projections. The R Journal. Vol 11/2. December 2019

AHMED, Shaghil; ZLATE, Andrei. Capital flows to emerging market economies:
A brave new world?. Journal of International Money and Finance. 48. p 221-248.
2014

AHLQUIST; John S. Economic Policy, Institutions, and Capital Flows: Portfolio
and Direct Investment Flows in Developing Countries. International Studies
Quarterly. Vol 50. P 681 — 704. 2006

AISEN, Ari; VEIGA, Francisco José. How does political instability affect economic
growth?. European Hournal of Political Economy. Vol 29. P 151 — 167. 2013

ALESINA, Alberto; OZER, Sule. ROUBINI, Nouriel; SWAGEL, Phillip. Political
Instability and Economic Growth. Jiournal of Economic Growth. Vol 1. "P 189 —
211. June. 1996

ALFARO, Laura; KALEMLI-OZCAN, Sebnem; VOLOSOVYCH, Vadym. Capital
Controls and Capital Flows in Emerging Economies: Policies, Practices and

Consequences. University of Chicago Press. May. 2007

ASIEDU, Elizabeth; LIEN, Donald. Democracy, foreign direct investment and

natural resources. Journal of International Economics. Vol 84. P 99 —111. 2011

ASONGU, Simplice; AKPAN, Uduak S; ISIHAK; Salisu R. Determinants of
foreign direct investment in fast-growing economies: evidence from the BRICS
and MINT countries. Financial Innovation. P 4 — 26. 2018

BAEK, In-Mee. Portfolio investments flows to Asia and Latin America: Pull, push

or market sentiment. Journal of Asian Economics. 17. p 363-373. 2006


https://www.nber.org/system/files/working_papers/w20004/w20004.pdf

41

BARRO, Robert J. Economic Growth in a Cross Section of Countries. The
Quarterly Journal of Economics. Vol 106. No 2. P 407 — 443. May.1991

BARRO, Robert J. Democracy and Growth. Journal of Economic Growth. Vol 1. P
1—27. March.1996 1

BAUER, Michael W; BECKER, Stefan. Democratic Backsliding, Populism and
Public Administration. Perspectives on Public Management and Governance. Pp 19-
31. 2020

BERMEO, Nancy. On Democratic Backsliding. Journal of Democracy. Vol 27. No
1. P 5-19. January.2016

BORDO, Michael; JAMES, Harold. Capital Flows and Domestic and
International Order: Trilemmas from Macroeconomics to Political Economy and
International Relations. National Bureau of Economic Research. NBER Working
Paper Series 21017. March 2015

BUSSE, Matthias. Democracy and FDI. HWWA Discussion Paper 220. 2003

CALVO, Guillermo A.; LEIDERMAN, Leonardo; REINHART, Carmen M. Capital
Inflows and Real Exchange Rate Appreciation in Latin America: The Role of
External Factors. IMF Staff Papers. V 40. N°1. 1993

CAMPELLO, Daniela. Do Markets Vote? A Systematic Analysis of Portfolio
Investors’ Response to National Elections. Department of Plitics. Princeton

University. January. 2009

CAMPELLO, Daniela. Institucionalizacdo Partidaria e Consisténcia
Programatica: A Resposta da Esquerda a Ataques Especulativos na Ameérica Latina.
Revista de Ciéncias Sociais, Vol 58. No 2. P 427 — 460. 2015

CAVALLARO, Eleonora; CUTRINI, Eleonora. Distance and beyond: What drives

financial flows to emerging economies?. Economic Modeling. 81. p 533-550. 2019

CHOI, Seung-Whan, SAMY, Yiagadeesen. Reexamining the Effect of Democratic
Institutions on Inflows of Foreign Direct Investment in Developing Countries.
Foreign Policy Analysis. Vol 4. P 83 — 103. 2008



42

CHUHAN, Punam; CLAESSENS, Stijn; MAMINGI, Nladu. Equity and Bond
Flows to Asia and Latin America: The Role of Global and Country Factors. Workd
Bank. Policy Research Working Paper. July. 1993. Available in:
https://documentsl.worldbank.org/curated/en/551091468753025200/pdf/multiOpage
.pdf. Accessed in 11/15/2023

COLAGROSSI, Marco; ROSSIGNOLI, Domenico; MAGGIONI, Mario A. Does
democracy cause growth? A meta-analysis (of 2000 regressions). European Journal
of Political Economy. 61. 2020

COX, Gary W; WEINGAST, Barry R. Executive Constraint, Political Stability,
and Economic Growth. Comparative Political Studies. Vol 51. No 3. P 279 — 303.
2018

CROUCH, Colin. The March Towards Post-Democracy, Ten Years On. The
political Quarterly. Vol 87. No 1. 2016

CROUCH, Caolin. Post-Democracy and Populism. The political Quarterly. Vol 90.
No 1. P 124 —137. 2019

DAMASCENO, Aderbal Oliveira. Padrao dos fluxos de capitais: teoria, evidéncia
e puzzle. Economia e Sociedade. Campinas. Vol 23. No 1 (50). P 63 — 105. April.
2014

DAVIS, J. Scott; ZLATE, Andrei. Monetary policy divergence and net capital
flows: Accounting for endogenous policy responses. Journal of International Money
and Finance. 94. p 15-31. 2019

DING, Xiaochen; SUI, Lu. The Complexity of Global Capital Flows. Evidence

from G20 Countries. Discrete Dynamics in Narute and Society. 2021

DOUCOULIAGOS, Hristos; ULUBASOGLU, Mehmet Ali. Democracy and
Economic Growth: A Meta-Analysis. American Journal of Political Science. Vol 52.
No 1. P 61 — 83. January. 2008

EDURMAN, Yasemin; KAYA, Neslihan. Time varying determinants of bond
flows to emerging markets. Central Bank Review. 16. p 65-72. 2016


https://documents1.worldbank.org/curated/en/551091468753025200/pdf/multi0page.pdf
https://documents1.worldbank.org/curated/en/551091468753025200/pdf/multi0page.pdf

43

FERNANDEZ-ARIAS, Eduardo. The new wave of private capital inflows: Push or
Pull?. Journal of Development Economics. 48. p 389-418. 1996

FORGUES-PUCCIO, Gonzalo F; LAUW, Erven. Gender inequality, corruption
and economic development. Review of Development Economics. Vol 25. P 2133 —
2156. 2021

FRATZSCHER, Marcel. Capital flows, push versus pull factors and the global
financial crisis. Journal of International Economics. 88. p 341-356. 2012

GERRIG, John; BOND, Philip; BARNDT, William T; MORENO, Carola.
Democracy and Economic Growth: A Historical Perpective. World Politics. Vol
57. No 3. P 323 — 364. April. 2005

GHARDALLOQOU, Wafa; SRIDI, Dorsaf. Democracy and Economic Growth: a
Literature Review. Journal of the Knowledge Economy. 11. P 982 — 1002. 2020

GOSSEL, Sean J; BIEBKE, Nicholas. Push-Pull effects on South Africa’s Capital
Inflows. Journal of International Development. 29. p 751-767. 2017

GOSSEL, Sean J. FDI, democracy and corruption in Sub-Saharan Africa. Journal
of Policy Modeling. Vol 40. P 647 — 662. 2018

GRUBEL, Herbert G. Internationally Diversified Portfolios: Welfare Gains and
Capital Flows. The American Economic Review. Vol 58. No 5. P 1299 — 1314.
December. 1968

IBARRA, Raul; TELLEZ-LEON, Isela-Elizabeth. Are all types of capital flows
driven by the same factors? Evidence from mexico. Empirical Economics. 59. p
461-502. January. 2020

IMF, International Monetary Fund. Balance of Payments and International
Investment Position Manual Sixth Edition (BPM6). International Monetary Fund.
Available in: https://www.imf.org/external/pubs/ft/bop/2007/pdf/bpm6.pdf. Access
in 11/15/2023

JAKOBSEN, Jo; SOYSA, Indra de. Do Foreign Investors Punish Democracy?
Theory and Empirics, 1984 — 2001. KYKLOS. Vol 59. No 3. P 383 — 410. 2006


https://www.imf.org/external/pubs/ft/bop/2007/pdf/bpm6.pdf

44

JONG-A-PIN, Richard. On the measurement of political instability and its impact
on economic growth. European Jounal of Political Economy. Vol 25. P 15 —29. 2009

JORDA, Oscar. Estimation and Inference of Impulse Response Functions by
Local Prohections. The American Economic Review. Vol 95. No 1. P 161 — 182.
March 2005

JULIO, Brandon; YOOK, Youndsuk. Policy uncertainty, irreversibility and cross-
border flows of capital. Journal of International Economics. Vol 103. P 13-26. 2016

KARWOWSKI, Ewa, How financialization undermines democracy. Development
and Change. Vol 50. No 5. P 1466 — 1481. 2019

KIM, Kyunghun; KANG, Tae Soo. Push vs pull factors of capital flows revisited:
A cross-country analysis. KIEP working paper. 2019

KNUTSEN, Carl Henrik. Democracy, State Capacity and Economic Growth.
World Development. Vol 43. P 1 — 18. 2013

KOEPKE, Robin. What drives capital flows to emerging markets? A survey of the
empirical literature. Journal of Economic Surveys. Vol 33. N 2. p 516-540. 2019

LI, Quan; RESNICK, Adam. Reversal of Fortunes: Democratic Institutions and
Foreign Direct Investment Inflows to Developing Countries. International
Organization. Vol 57. P 175 — 211. 2003

LI, Quan; OWEN, Erica; MITCHELL, Austin. Why Do Democracies Attract More
or Less Foreign Direct Investment? A Metaregression Analysis. International
Studies Quarterly. Vol 62. P 494 —504. 2018

LUCAS, Robert E. Jr. Why Doesn’t Capital Flow from Rich to Poor Countries.
The American Economic Review. Vol 80. No.2. p 92-96. May. 1990

LUO, Zhaotian, PZEWORSKI, Adam. Democracy and its vulnerabilities:
Dynamics of democratic backsliding. Quarterly Journal of Political Science.
December. 2021



45

MALIKANE, Christopher; CHITAMBARA, Prosper. Foreign Direct Investment,
Democracy and Economic Growth in Southern Africa. African Development
Review. Vol 29. No 1. P 92 — 102. 2017

MARKOWITZ, Harry. Portfolio Selection. The Journal of Finance. Vol 7. No 1. P
77 —91. March. 1952

MATHONNAT, Clément; MINEA, Alexandru. Forms of democracy and economic
growth volatility. Economic Modeling. Vol 81. P 594 — 603. 2019

MERCADO, Rogelio; PARK, Cyn-Young. What Drives Different Types of Capital
Flows and Their Volatilities in Developing Asia?. Asian Development Bank
Working Paper Series on Regional Economic Integration. No.84. July. 2011

MILHORANCE, Carolina. Policy dismantling and democratic regression in
Brazil under Bolsonaro. Coalition Politics, ideas and underlying discourses. Review
of Policy Research. 39. Pp 752-770. 2022

NEWEY, Whitney K; WEST, Kenneth D. Hypothesis Testing with Efficient
Method of Moments Estimation. International Economic Review. Vol 28, No 3. P
777 — 787. October 1987

NORTH, Douglass C. Institutions. Journal of Economic Perspectives. Vol 5. No 1.
P97 -112.1991

NORTH, Douglass C. Institutions Matter. Technical Report University Library of
Munich, Germany. 1994.. Available in:
https://dlc.dlib.indiana.edu/dlc/bitstream/handle/10535/3768/9411004.pdf?sequence
=1%26isAllowed=y. Accessed in 11/15/2023

PEEV, Evgeni; MUELLER, Dennis C. Democracy, Economic Freedom and
Growth in Transition Economies. KYKLOS. Vol 65. No 3, P 371 — 407. August.
2012

PEMSTEIN, Daniel; MARQUARDT, Kyle L; TZELGOV, Eitan; WANG, Yi-Tting;
MEDZIHORSKY, Juraj; KRUSSEL, Joshua; MIRI, Farhad; ROMER, Johannes von.

The V-Dem Measurement Model: Latent Variable Analysis for Cross-National and


https://dlc.dlib.indiana.edu/dlc/bitstream/handle/10535/3768/9411004.pdf?sequence=1%26isAllowed=y
https://dlc.dlib.indiana.edu/dlc/bitstream/handle/10535/3768/9411004.pdf?sequence=1%26isAllowed=y

46

Cross Temporal Expert-Coded Data. V-Dem Working Paper. No 21. 7th edition.
University of Gothenburg. Varieties of Democracy Institute. 2022

PRATES, Daniela M. A abertura financeira dos paises periféricos e o0s
determinantes dos fluxos de capitais. Revista de Economia Politica. VV 19. P 58-76.
1999

RACHDI, Houssem; SAIDI, Hichem. Democracy and Economic Growth:
Evidence in MENA countries. Procedia — Social and Behavioral Sciences. Vol 191.
P 616 — 6221. 2015

RODRIK. Dani. Democracy and Economic Performance. Harvard University.
December. 1997. Available in:

https://drodrik.scholar.harvard.edu/sites/scholar.harvard.edu/files/dani-

rodrik/files/democracy-economic-performance.pdf. Accessed in; 11/15/2023

ROMER, Paul M. Increasing Returns and Long-Run Growth. Journal of Political
Economy. Vol 94. No 5. P 1002 — 10037. October. 1986

SABIR, Samina; RAFIQUE, Anum; ABBAS, Kamran. Institutions and FDI:
evidence from developed and developing countries. Financial Innovation. P 5 — 8.
2019

SALA-I-MARTIN, Xavier X. I Just Ran Two Million Regressions. The American
Economic Review. Vol 87. No 2. P 178 — 183. May. 1997

SARNO, Lucio; TSIAKAS, llias; ULLOA, Barbara. What drives international
portfolio flows. Journal of International Money and Finance. 60. p 53-72. 2012

SIROWY, Larry; INKELES, Alex. The Effects of Democracy on Economic
Growth and Inequality: A Review. Studies in Comparative International
Development. Vol 25. No 1. P 126 — 157. 1990

SOLOW, Robert M. Technical Change ang the Aggregate Production Function.
The Review of Economics and Statistics. Vol 39. No 3. P 312 — 320. August. 1957

SWAMY, Anand; KNACK, Stephen; LEE, Young; AZFAR, OMAR. Gender and
Corruption. CDE Working Paper Series. August. 2000


https://drodrik.scholar.harvard.edu/sites/scholar.harvard.edu/files/dani-rodrik/files/democracy-economic-performance.pdf
https://drodrik.scholar.harvard.edu/sites/scholar.harvard.edu/files/dani-rodrik/files/democracy-economic-performance.pdf

47

WEISS, Mauricio A; PRATES, Daniela M. Analise tedrica e empirica dos
determinantes dos fluxos de capitais financeiros para o0s paises em

desenvolvimento no contexto da globalizagdo financeira. Nova Economia. V27. p
85-117. 2017



48

APENDIX

A- VAR and Local Projections

From Adémer (2019):

A Structural VAR (SVAR) with n variables can be written as:

B(l)l B(l) V1 1 1 gt 1 L 14 1 1
o P <s>:(i>+<“? an)(%) (B ‘%">(¥) () @
B?ll B%n Yn On Bhr - Bhn) \Wn/ s Bfa Bfm I/ ey \en/y

Which can be written as:
BOYt = at + B(L)Yt + Et (A2)

The residuals ¢, are assumed to be white noise with zero mean. This representation
results in structural shocks being contemporaneously uncorrelated, and the variables
in Y, having effects on each other in t. This effect is measured by the square matrix
B,. Estimating this, SVAR however requires further assumptions, as it is not possible
to estimate the system because of simultaneous identification problem even by

assuming orthogonality of the structural shocks.

The SVAR in reduced form (henceforth VAR) is written as:

Y, =@+ BL)Y, + u, (A.3)
Where:
& =By 'a, B(L) = B, 'B(L) (A.4)
And
E luu']={(cf .. 0%, i~i a4 ..02),fort= 10,else. (A.5)

The coefficient matrix B (L) is a nonlinear function of the contemporaneous parameter
matrix B, and the structural parameter matrix B(L). In contrast to the SVAR, the
VAR residuals u; are contemporaneously correlated, which impedes an unbiased
economic interpretation. The VAR residuals are assumed to be linked to the SVAR

shocks by the following:
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Uy = BO_let JE[uu'1=2, = Bo_lBo_ll- (A.6)

Given the covariance matrix &, being equal to the identity matrix, it is necessary to
impose n(n-1)/2 restrictions to estimate the structural form. The most general
approach is to separate the residuals into orthogonal shocks by calculating a Cholesky
decomposition of the covariance matrix X,,. The first variable in this system responds
to its own exogenous shock, the second variable responds to its own plus the first’s,
and so on. The results, therefore, depend on the ordering of the variables. By Wold’s
theorem, being covariance-stationary, the coefficients of a VAR(p) can be written
recursively as the coefficients of an infinite-order moving-average vector. Impulse
Response Functions are then estimated iteratively by rewriting VAR(p) into its

companion form, a VAR(1):
TR(0) = B, ! (A.7)
TR(1) = @' B, !

TR(2) = @2 B, !

Where the matrix contains the coefficients of the VAR (1).

The method of Local Projections, as proposed in Jorda (2005), presents as an
alternative approach to estimate impulse response functions. The first step consists of

OLS regressions for each forecast horizon:
=a" + Bl + -+ B} +ul,,h=01,..,H-1 (A.8)
Yt+n 1Vt-1 p Vt—p t+h s ey

Where a" is a vector of constants, and B* are parameter matrices for lag p and forecast
horizon h. The vector elements ul,, are autocorrelated and/or heteroscedastic
disturbances. The collection of all regressions of Equation (A.1) are called Local
Projections (LP). The slope matrix B! can be interpreted as the response to a reduced

form shock in t. Structural impulse responses are then estimated by the following:
IR(t, h,d;) = B!d;, (A.9)

Where d; = B, *. As in the SVAR approach, the shock matrix d; must be identified

from a linear VAR. The LP approach thus does not overcome the problem of
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identification. Given the serial correlation of u?,, Jorda (2005) proposes to estimate

robust standard errors using the approach by Newey and West (1987).

This method can also be easily extended to cases in which exogenous shocks are
identified outside an auto regressive system. Once an exogenous shock is identified,
impulse responses can be directly estimated using OLS regressions:

Vesn = @l + Bpshock, + ®&x, + ul,,,h=01,..,H-1 (A.10)

where a”* denotes the regression constant, x, is a vector of control variables and
shock, is the identified shock variable. The coefficient ;, corresponds to the response
of y at time t + h to the shock variable at time t. The impulse responses are the
sequence of all estimated 3, . As above robust standard errors can be estimated using

the approach by Newey and West (1987).

This method is also easily applied to panel data, which is the case for this study.

Estimating impulse responses for data frames as such goes as follows:
Yit+h = ai’h + ﬁhShOCki,t + YnXit + Eit+h h= 01,..,H-1 (All)

where o denotes cross-sectional fixed effects, x;, is a vector of control variables,
and shock;, denotes the identified shock variable. As it is often used for panel data
cumulative impulse response functions are estimated using the difference between
lagged y; . and each forecast horizon as the endogenous variable, Equation (A.11) is

then rewritten as:

Yiesn - Vig—1 = a" + Bpshock;, + VpXit T Eietn (A12)



B- Dataset

Table B1: List of countries from the dataset
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List of countries in the dataset

Argentina
Armenia

Brazil

Bulgaria
Colombia
Croatia

Czech Republic

Estonia

Georgia
Guatemala

India

Indonesia

South Korea
Kyrgyz Republic
Lithuania

Malasya

Mexico
Moldova
Paraguay
Philippines
Poland
Romania
Russia

Saudi Arabia

Slovak Republic
Slovenia

South Africa

Sri Lanka
Thailand
Ukraine

Uruguay

Source: By the author
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C- Local Projections coefficient tables
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