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Signaling as a Causal Mechanism

 Much of the literature on the domestic institutional
determinants of FDI inflows implicitly or explicitly uses
signaling as a causal mechanism

 Do these signals exist, and if they do, which signals leads a
developing country to attract greater FDI?

 The importance of these questions lies in the need to
understand causal mechanism behind the extant literature
connecting better domestic institutions to greater FDI
inflows and the policy implications that follow
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Competing, Complementary, or Substitutable Signals

 Governance Infrastructure
 The core intrastate institutions that facilitate economic competency and

efficiency

 Quality level not dependent on regime type, bureaucratic efficiency, rule of
law, corruption, red-tape, etc

 Regime Type
 Autocracies - can shield investors from public pressure, smaller selectorate, can

be extremely stable

 Democracies – may have higher value placed on property rights, independent
judiciary, institutional constraints lead to policy stability

 Change in Previous FDI inflows
 The best, and most well-known signal concerning a state’s investment climate

and profitability
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Signaling in Costa Rica

 “Intel had conducted in-depth due diligence before choosing a new location, thus paving the way
for other investors to follow the corporation’s lead. The news that Intel had decided in favor of
Costa Rica made international headlines and immediately put Costa Rica on the site maps of
companies around the world in technology and other sectors.” – World Bank (2006)

Intel announces planned greenfield investment

0
50

0
10

00
15

00
20

00
FD

I n
et

 in
flo

w
s 

in
 m

ill
io

ns
 o

f U
S

$

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007
Year



5

Expectations

 A developing state with a higher quality governance infrastructure
should send a stronger signal conveying its private information
concerning its investment climate and ability to limit transaction
costs; thereby attracting greater FDI inflows

 As previous FDI inflows should be a more easily discernable signal to
investors concerning a state’s investment climate and institutional
quality, I expect that once a state has attracted a large enough amount
of previous investment, governance infrastructure should no longer
be a significant determinant of FDI inflows into developing countries

 Regime type is not expected to be a significant determinant of FDI
inflows into developing countries
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Research Design

 Population:  Non-OECD countries w/ a pop > 1 million; years 96, 98, 00, 02 – 07

 OLS regression to assess if hypothesized relationships exist

 SE clustered on country

 Dependent Variable: FDI inflows into a developing country in billions of constant US 
dollars (World Bank’s WDI)

 Key Independent Variables: 

 Change in previous FDI inflows 

 Governance Infrastructure (World Bank’s WGI)

 Change in previous FDI inflows * Governance Infrastructure

 Regime Type (Polity IV) – adjusted scale 0 – 20

 Control Variables:  veto players, regime durability, market size, growth, exchange-rate 
volatility, economic openness, development  level, natural resources, govt consumption, 
inflation, political instability, and  regional dummy variables

 Economic control variables are logged and all variables are lagged by one observational period
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Models

Model 1 Model 2

Change in Previous FDI 0.891*** 1.717***
(0.156) (0.431)

Governance Infrastructure 2.025* 2.273*
(1.210) (1.211)

Change in Previous FDI * Governance -- -0.292**
(0.121)

Regime Type -0.338 -0.341
(0.215) (0.213)

Regime Durability 0.0382 0.0376
(0.0627) (0.0620)

Veto Players -0.00213 -0.00214
(0.00163) (0.00161)

Economic Development 1.710** 1.632**
(0.800) (0.781)

Market Size 3.719*** 3.665***
(1.274) (1.256)

_cons -79.33*** -78.31***
(27.32) (26.92)

N 595 595
R2 0.440 0.446

Standard errors in parentheses and clustered on country.  *** = p < 0.01, ** = p < 0.05,

* = p < 0.10.  Two-tailed test.  Regional Dummies and insignifant controls suppressed.
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The Signal of Governance Infrastructure

Gov. infrastructure is a positive
and significant determinant of

When change in previous FDI inflows is greater than
6 billions dollars, gov. infrastructure is not a significat
determinant of FD netI inflows

FDI net inflows
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Conclusion

 In terms of competing signals from developing countries, change in 
previous FDI and the quality of a state’s governance infrastructure appear 
to send the strongest signals
 Moreover, as expected, previous FDI inflows appear to send the strongest signal

 In terms of substitutability, increasing the quality level of a states 
governance infrastructure appears to send a positive and identifiable 
signal to investors until the change in previous FDI inflows reaches 
approximately six billion US dollars

 Overall, the posited signaling arguments concerning domestic institutions 
and FDI appears to have validity and the signals of institutional quality 
and change in previous FDI inflows appear to be substitutable
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Future Work

 This is a preliminary model and needs to be expanded and filled in
temporally to be able to say anything concrete concerning amounts of
previous FDI that matter
 After expanding and filling in the data, examination of the impact of selectorate

theory is also needed

 While it appears the relationship predicted does exist, much more work
needs to be done to sort out the signals.
 Perhaps a rescaling of the variables that represent potential signals

 A completed formal signaling model is also necessary in order to better
determine the results that should be expected from the statistical models
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Supplemental Models

Model 3 Model 4

Change in Previous FDI 0.891*** 1.749***
(0.156) (0.290)

Governance Infrastructure 2.025* 2.081*
(1.210) (1.232)

Regime Type -0.338 -0.306
(0.215) (0.200)

Change in Previous FDI * Regime Type -- -0.0607***
(0.0173)

Regime Durability 0.0382 0.0360
(0.0627) (0.0591)

Veto Players -0.00213 -0.00225
(0.00163) (0.00158)

Economic Development 1.710** 1.699**
(0.800) (0.782)

Market Size 3.719*** 3.662***
(1.274) (1.226)

_cons -79.33*** -78.08***
(27.32) (26.37)

N 595 595
R2 0.440 0.452
Standard errors in parentheses and clustered on country.  *** = p < 0.01, ** = p < 0.05,

* = p < 0.10.  Two-tailed test.  Regional Dummies and insignifant controls suppressed.
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The Hindering Signal of Democracy?

Regime type is a
positive and
significant
determinant of
FDI net inflows

Regime type is an
insignificant determinant of
FDI net inflows

Regime type is a negative
and significant determinant of
FDI net inflows
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Measuring Governance Infrastructure

 A state’s governance infrastructure is comprised of the core 
institutions which facilitate government competency and 
economic efficiency
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