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Democracy, Autocracy, and Tax Incentives to Foreign Direct Investors:
A Cross-National Analysis
Abstract
While offering tax incentives to attract foreign direct investment has become a global phenomenon
and part of economic globalization in the 1990s, it also is political and controversial. But the
political determinants of tax incentive policies have rarely been analyzed. This article fills this gap by
making two contributions. First, I offer a theory that explains how political regime type influences
tax incentive policy in the cross-national setting. Second, I evaluate the theory with a statistical
analysis of 52 developing countries. The findings support my main theoretical expectations.
Countries with better rule of law offer lower levels of tax incentives, and the effect is stronger for
more democratic countries. In democracies, FDI inflows are negatively associated with the level of
incentives. Autocratic regimes maintaining restrictions on foreign entry adopt lower levels of

incentives than those without restrictions. I discuss the policy implications of these findings.



Democracy, Autocracy, and Tax Incentives to Foreign Direct Investors:
A Cross-National Analysis

Offering tax incentives to attract foreign direct investment (FDI) has become a global phenomenon
and part of economic globalization in the 1990s, spreading throughout Europe, Asia and even Africa
(Cannon 1996; Dean 1988; Ashiabor 1996). For example, Korea rewrote its foreign investment law
in 1998, expanding the scope of tax incentives to foreign investors (Yun 2001). Slovakia reduced its
corporate tax from by 20% in the 2000 budget. The Netherlands excludes qualifying subsidiaries
from taxable income (Turkenburg 1993). Singapore offers various preferential tax treatments such
as concessionary tax rates and tax exemptions to attract foreign banks (Tan 1997). Germany allows
companies belonging to the same multinational corporation (MNC) to be taxed on a consolidated
basis (Meister 1993). China also has engaged actively in the competition for FDI by offering tax
incentives (Abrahamson 1996). Taiwan, Iran and Nepal all have offered tax incentives to attract
FDI in chemical, oil industries or public utilities (Westbrook 1996; Rhodes 1999).

Increasingly adopted by developing host countries, tax incentive programs can have
significant economic and political consequences. While tax incentives to foreign-owned
multinationals may arguably increase the short-term employment opportunities and demand for
domestic intermediate inputs, such effect depends on whether the additional FDI attracted by
incentive programs raises the net value of domestic production (Haaland and Wooton 1999). More
important, incentives to foreign investors represent direct government intervention in the capital
market and have distributive consequences for domestic and foreign interests. They affect the
allocation of scarce financial resources, influence government revenues, and favor particular groups
at the expense of others. Unless a sufficiently large number of foreign firms compete for entry,
investment-promotion competition among national governments transfers the rents to a few
multinationals and may reduce market competition. As Moran (1999) and Oman (2000) point out,

FDI promotion programs often cause rent-seeking behaviors in host countries where governments



directly pick winners and losers in the market, discriminate against small and local firms, and design
these programs through behind-the-door negotiations. To the extent that large MNCs pursue
monopoly status in the host, tax incentives strengthen their competitiveness and their ability to
monopolize the host market (Moran 1999). The beneficiaries of these policies may use their
political power to influence the policy process, making incentive programs objects of political
conflict. Despite their economic and political significance, the political causes of tax incentive
policies have not received sufficient scholarly attention. This analysis seeks to further our
understanding of the political determinants of incentive policies both theoretically and empirically.

The existing political economy literature has offered two explanations for the causes of
investment promotion programs, none of which has been tested in a large N analysis. One
explanation argues that the intensifying competition among national governments for limited
investment capital has caused the growing adoption of incentive programs (Guisinger 1985;
Stopford and Strange 1991; Thomas 2000). As capital mobility and financial integration increase,
governments compete with each other to attract and keep capital investment at home as if rival
firms compete in the market. As a result, firms have gained more bargaining power relative to states
(Guisinger 1985; Stopford and Strange 1991). Countries find themselves increasingly involved in an
n-person prisoners’ dilemma type of competition, compelled to offer more and more location
subsidies to attract foreign investors (Thomas 2000). This explanation appears consistent with the
anecdotal examples noted above, the trend in the bidding among states for foreign capital, and the
widespread use of investment incentives.' Interstate competition, however, does not explain how
domestic politics in host countries influences the variations in their levels of tax incentives.

As part of their analysis investigating the causes of FDI inflows to the developing countries, Li
and Resnick (2003) provide one domestic explanation for cross-national variations in fiscal incentives.

They argue that investment incentives represent a transfer of benefits from domestic taxpayers to foreign



investors. Because democratic institutions on average allow a wide range of interests, including groups
hurt by foreign capital, to influence public policy, democratic governments are less likely than non-
democratic ones to obtain the acquiescence of interests opposing to generous incentives. But Li and
Resnick’s argument has several weaknesses. Their analysis does not account for the role of supporters of
FDI and why opponents of FDI do not influence public policy in autocratic countries. Their argument is
only one plausible explanation for how political regime type affects tax incentive policy. Finally, Li and
Resnick (2003) provide no direct empirical evidence for their argument.”

This article makes two contributions to the research on the political economy of fiscal
incentive policies. First, focusing on the role of domestic political institutions, I propose a theory
that specifies the conditions under which different types of political regime offer more or less tax
incentives. Testable hypotheses are derived. Second, based on new data on tax incentive programs,
I conduct a cross-national statistical analysis of the hypothesized effects of regime type. Itis to the

best of my knowledge the first cross-national analysis of the political causes of tax incentives.

Theoretical Argument

Tax incentives to foreign investors refer to preferential host government policies over value added
tax, corporate income tax, property tax, licensing fees, import duties, and sales tax.” I argue that
democratic governments differ systematically from autocratic governments in the level of tax

incentives because of two distinct but related causal mechanisms.

Political Regime Type and the Compensating Effect of Tax Incentives
Tax incentives are designed to lure foreign capital. FDI location decisions are influenced by the

characteristics of host counttries, such as endowment of natural resources and labor, level of



economic development, or macroeconomic and political conditions (e.g., Caves 1996; Dunning
1988, 1993). Tax incentive policy is part of the host characteristics. Shah and Toye (1978) argue
that tax incentives may affect investment decisions via the “illusory compensating effect”. Host
countries that lack appropriate economic conditions such as natural resources, infrastructure and
modern technology often offer generous incentives to compensate those weaknesses. Tax
incentives thus signal to foreign investors about high operating costs in this type of countries.

The compensating effect of investment incentives is not limited to host economic conditions
alone. Janeba (2002), for example, suggests that because host countries with low credibility are not
attractive investment sites, their governments can offer upfront subsidies to compensate foreign
investors for their sunk cost. Foreign investors also value the host institutional environment in
terms of property rights protection and government policy credibility (see, e.g., Porcano and Price
1996; Rolfe and White 1992: Rondinelli and Brupitt 2000; Single 1999). Host countries of better
conditions in these regards provide better investment climate and higher returns. They do not need
to offer as generous tax incentives as those of poorer conditions to be equally attractive. Therefore,
host countries that have weak property rights institutions and low policy credibility tend to offer
generous tax incentives to attract foreign capital.

One reason that democracy and autocracy adopt different levels of tax incentives is because
they differ systematically in terms of property rights protection and policy credibility. Foreign direct
investment involves cross border jurisdiction. Foreign direct investors have to bear a relatively
higher cost of monitoring and enforcing their private property rights in the host country than in
their home countries (see, e.g., Frieden 1994). Their long time horizon leaves them vulnerable to the
obsolescence of their bargaining power vis-a-vis the host government. The possibility of property
rights violations, such as expropriation, seizure of assets, contract repudiation, and government

corruption, weigh heavily in the calculus of FDI decisions (see, e.g., Kobrin 1984). Democratic



institutions, such as the dispersion of power, the constrained executive, the large number of veto
players over public policy, legislative and judicial power, the diversity of views in the legislature, and
the independent judiciary, collectively serve to strengthen the rule of law and secure private property
rights. These institutions constrain the power of the leaders, allow political representation of various
interests, and raise the costs of supplying private benefits, all of which make state commitment to
the rule of law credible (e.g., Bates 2001; North and Weingast 1989; Olson 1993, 2000). Empirically,
more democratic countries are found to have better property rights institutions than less democratic
ones (see, e.g., Clague et al 19906). Better property rights protection reduces the risks of
expropriation, contract repudiation, and government corruption for private businesses, which is
shown to improve the investment environment for foreign investors (Li and Resnick 2003).

Democratic institutions also ensure government policy credibility for MNCs. As Jensen
(2003) argues, because FDI is mobile ex ante but illiquid ex post, foreign investors are concerned not
only about the safety of their private property but also value the credibility of the host government’s
policy regime. Host policies over taxation, trade, foreign exchange, and capital control all impact
firm operations, investment decisions and returns (see, e.g. Guisinger 1985). The host government
may attempt to design or modify these policies in ways that harm foreign investors. In democratic
polity the existence of multiple veto players and institutional constraints make policy reversals
difficult, reducing the political hazard for foreign investors and enhancing the host government
policy credibility (Henisz 2000; Jensen 2003).

To the extent that the rule of law in democratic countries brings about stronger property
rights protection and policy credibility, they only need to offer lower tax incentives to be equally
attractive investment sites as autocratic hosts. If we consider tax incentives as contracts between
host governments and foreign investors, we derive the same theoretical expectation for two reasons.

First, consider such contracts as the outcomes of their negotiations. Their relative bargaining power



determines the level of tax incentives. According to the bargaining model in international business
(see, e.g., Fagre and Wells 1982; Grieco 1982; Kobrin 1987), a better host institutional environment
gives the host government more bargaining power vis-a-vis foreign firms. Because more democratic
countries tend to have more credible rule of law in the eyes of the private sector, they are expected
to be more likely to comply with the agreements they make (Simmons 2000). Therefore, they hold
relatively more bargaining power vis-a-vis foreign firms than less democratic ones, implying less
concession to foreign investors. Second, in more democratic countries, because the risk of contract
repudiation tends to be lower, the risk adjusted returns from the incentive contract should be higher
for investors, given the same level of incentives. Thus, for investors, lower levels of incentives in
more democratic hosts are as attractive as higher levels of incentives in less democratic hosts.
Finally, it is worth noting that the difference in the institutional environment between
democracy and autocracy is often confounded by regime changes. New regimes often are weak in
property rights protection and policy credibility. For example, new democracy may be predatory
over private property rights (Przeworski 1991). Stable autocracy with a long time horizon also may
offer secure property rights (Clague et al 1996; Olson 1993, 2000). In the end, however, it is secure
democratic institutions that are most credible and effective at protecting private property. Olson
(2000) points out that the same institutional mechanisms that are essential for the survival of
democracy, such as limited executive and independent judiciary, inherently implies stronger rule of
law and secure private property rights, an advantage over even stable autocracy. As regime changes
heighten uncertainty for foreign investors and reduce FDI inflows (Resnick 2001), countries that
experience them will need to compensate investors due to credibility deficit.
Hypothesis 1: More democratic regimes tend to have more credible rule of law, which in

turn are associated with lower levels of tax incentives.

Hypothesis 2: Countries experiencing regime changes offer higher levels of tax incentives.



Political Regime Type and Societal Conflict over Tax Incentive Policy

Tax incentive policies have distributive consequences. They intensify the conflict of interest
between the winners and losers FDI inflows produce in the host economy. Democracy and
autocracy resolve such conflict of interest differently, causing variations across regime types in the

level of tax incentives.

How does the entry of foreign capital produce winners and losers in the host economy?
Compared with host firms, MNCs possess ownership-specific advantages in terms of intangible
assets such as product innovations, management skills, marketing techniques and brand names. By
establishing hierarchical control over production facilities across borders, MNCs protect their
intangible assets, achieve economy of scale, and acquire internalization advantages over host firms

(e.g., Caves 1996; Dunning 1988, 1993). These attributes produce competing forces.

On the one hand, certain individuals and groups in the host country benefit from the
presence of multinational firms (see, e.g., Lipsey 2002). MNCs bring into the host capital, advanced
technology, and managerial skills. They also may increase employment in the host country and
mobilize local savings. MNCs also are argued to produce positive spillovers in terms of

productivity, wage, and export in the host countries, especially those abundant in labor.

On the other hand, because MNCs are more productive and competitive, they threaten the
survival of rival host firms (e.g., Gorg and Strobl 2003; Aitken and Harrison 1999). Since MNCs
typically produce at lower marginal costs, they have an incentive to increase output and divert
demand away from competing host firms. Forced to cut production and facing fixed production
costs, host firms end up with higher average costs, lower productivity, and a reduced chance to

survive. In addition, increased production by foreign rivals often causes output prices to decline, at



least in the short run, hurting the profitability and survival of host firms. MNCs may bid up wage
demands in the host economy, again raising the local firm’s average costs. FDI also may increase
tirms’ elasticity of demand for labor, raising the volatility of wages and employment and making
workers feel less secure (Scheve and Slaughter 2004). At the aggregate level, FDI stock, inflows and
financial openness are found to raise income inequality in host countries (Quinn 1997; Reuveny and

Li 2003), which further marginalizes low-income groups.

Tax incentives transfer resources and benefits from domestic tax payers to foreign investors
and to those who benefit from foreign capital inflows. These incentives strengthen the
competitiveness of incoming MNCs and their beneficiaries, but increase the risks and losses for
those individuals and groups that lose due to foreign entry. Since benefits accruing from foreign
entry do not necessarily go to compensate the losers, it is not surprising that tax incentives intensify

the conflict of interest between the winners and losers in the host economy.

That FDI threatens rival host firms and raises inequality is not the only source of opposition
to tax incentives to foreign investors. Tax incentives often erode the host tax base by benefiting
investments that would have occurred anyway or by attracting investments that should not have
taken place but occur due to the abuse of relevant laws and regulations (Zee, Stotsky and Ley 2002).
They cause resentment by those who have to pay extra tax because of the revenue loss caused by
incentive programs. Those who oppose the incentives will seek political recourse to their grievance
and lobby against those policies, while the beneficiaries will lobby to support those programs. The

resolution of such conflict of interest differs between regime types.

Democracy and Societal Pressures
Representative democracy implies that free and fair elections are held for the executive and

legislative offices, that citizens have the right to vote and compete for public office and are entitled



to the freedom of association and expression (see, e.g., Dahl 1971, 1998). Politicians need to acquire
enough votes from the electorate to win re-election and stay in office. Consequently, the size of the
winning coalition in a democracy is large and the legislature consists of competing political interests.
Therefore, public policymaking in general and tax incentive policy in particular are exposed to a
wider range of societal influences in democracy than in autocracy. Opponents resort to regularly
held elections, freedom of speech and association, political representation of local interests by
legislators to question, criticize and reject government tax incentive policies (Li and Resnick 2003),
while supporters employ the same means to praise, advocate and champion incentive programs.

The level of tax incentives in a democracy results from the compromise between these two forces.

The relative preference intensity between the opponents and supporters is conditioned on
the level of foreign capital inflows for several reasons. First, more FDI inflows do not necessarily
strengthen the societal support for tax incentives. Where foreign firms pursue market monopoly
and stifle competition, compete with host firms for local financing, and adopt overly capital
intensive technologies, the benefits foreign firms bring to the host will be limited. Empirical
evidence on the positive spillovers of FDI in productivity, wage, and export in the host economy is
largely mixed and rarely robust (for relevant empirical evidence, see the reviews by Lipsey 2002 and
Gorg and Greenaway 2004). These benefits often are shown to accrue to narrow and particular
interests, mostly wholly foreign owned firms or joint ventures (see, e.g., Aitken and Harrison 1999).
To the extent that benefits from FDI are neither robust nor widespread, support for foreign firms in

the democratic host will be weak, and collective action in lobbying may be difficult and ineffective.

Second, the strength of the opposition to tax incentives is sensitive to the level of threat by
foreign firms. More capital inflows bring in more foreign competition and increase the threat to
competing host firms. The more competitive the foreign firms, the greater the threat to rival host

firms, the stronger the opposition. As noted, more inflows also raise worker insecurity and income
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inequality. The concentration and degree of losses increase the intensity of the opposition,
facilitating their collective action in lobbying. Furthermore, those who bear additional financial
burden due to incentive programs may use rising inflows to argue for either merely maintaining or
curtailing the current level of incentives on grounds of equity and fairness. Therefore, on balance,
more FDI inflows strengthen the opposition to incentive policies in the democratic host, reducing

its level of tax incentives.

Hypothesis 3: Democratic hosts that experience greater FDI inflows offer lower levels of tax

incentives.
Autocracy and Elite Preference

Autocratic regimes are characterized by narrow elite control and small winning coalition (see, e.g.,
Linz 2000). Their public policies bias in favor of the ruling elite. In autocracy, the outcome of the
conflict between supporters and opponents of incentive programs depends on the preference of the
ruling elite for foreign capital. While it is beyond the scope of this paper to construct a theory on
the preference of the autocratic ruling elite for foreign capital, it suffices for the purpose of
analyzing the effect of regime type to identify how different types of autocracies have different levels
of tax incentives.

For this analysis, autocratic governments are conceptualized into two ideal types. In the first
type, the ruling elite have a conflict of interest with foreign capital. The entry of foreign capital hurts
the economic interest of the ruling elite. This type of autocratic government maintains restrictions
over FDI inflows. Thus the host control over FDI inflows reveals the preference of the ruling elite.
Where FDI inflows are restricted, it indicates that the ruling elite have a conflict of interest with
foreign capital. Such an autocratic government tends to offer foreign investors little tax incentive or

some incentives with strings attached.

11



In the second type of autocracy, the interest of the ruling elite coincides with that of foreign
capital. This type of autocratic government does not restrict FDI inflows. The absence of
restrictions over FDI inflows signals that the ruling elite take a welcoming attitude toward foreign
capital. Such an autocratic government tends to offer foreign investors generous tax incentives to
please the ruling elite.*

Hypothesis 4: Autocratic governments that restrict FDI inflows offer lower levels of tax

incentives than those that do not.

It is worth noting that the policy over FDI inflows is employed to distinguish variations of
the tax incentive level among authoritarian regimes. This is plausible to the extent that the focus of
the paper is to explain variations of tax incentives across regime types. However, one should be
aware that the policy over FDI inflows and the level of tax incentives are most likely correlates, both
of which reflect the regime’s more general attitude toward foreign investment. The empirical results
should be interpreted accordingly. Future research may usefully explore why authoritarian regimes

have different preferences for foreign capital.

Research Design: Data and Methods
This section discusses the research design for an empirical test of the hypotheses regarding the effect

of regime type on the level of tax incentives to foreign direct investors.

Dependent Variable

A main obstacle in studying investment incentives to foreign capital is the lack of systematic data on
incentive policies. I collect data on tax incentive policies in 52 developing countries for the year
2001 from the U.S. Commercial Service and construct an ordinal measure of the latent level of tax

incentives to foreign investors. The U.S. Commercial Service, founded in 1980, is the global
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business solutions unit within the Department of Commerce. The Country Commercial Guides of
its Non-Agricultural Market Research Reports contain information on the business, economic and
political situation of foreign countries. The 2002 Country Commercial Guide has a chapter on the
investment climate for each of the 52 countries in my sample, with a section on investment
incentives as of 2001. A list of the 52 countries is included in the supplemental appendix posted on
the journal website (www.journalofpolitics.org).

The sample includes only developing countries but excludes the advanced industrialized
countries for several reasons. The industrialized countries tend to be important FDI origins and
recipients at the same time. Investment promotion policies are often coordinated, especially among
the EU members. Investment promotion policies also exhibit much larger variations within those
countries. Hence, the causal process for these countries is likely to be qualitatively different from
that in the developing world, warranting a separate future analysis.’

Data on six types of tax incentives are collected, including value added tax, corporate income
tax, property tax, licensing fees, import duties, and sales tax.’ For each host country, each of the six
incentive types receives a value of 1 or 0, based on the presence or absence of a particular type of
incentive in the country. Incentives on sales tax and value added tax may be applied to imported
goods only (mostly capital goods for the manufacturing industry), or to exported goods only, or to
all products or goods in general. In my empirical analysis, I focus on incentives that apply to all
products because these policies affect a broader range of interests. Focusing on the general scope
tax incentives also partially helps to resolve the problem that the incentive programs may carry
restrictions with them. Robustness tests based on alternative constructions of the variable are
conducted and presented in the supplemental appendix on the journal website

(www.journalofpolitics.org).
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I measure the level of tax incentives of each host country by summing its values on the six
types of incentives into an index. The index ranges from 0 to 6, with larger values indicating higher
levels of incentives. Because my focus is on the underlying continuum of the level of tax incentives,

studying the index is more appropriate than investigating the disaggregated types separately.’

Independent Variables

To test Hypothesis 1, I use the 7u/e of law indicator for year 2000 from Kaufmann, Kraay and
Mastruzzi (2003), which measures the degree to which agents have confidence in and abide by the
rules of society, including perceptions of a large number of enterprise, citizen and expert survey
respondents in industrial and developing countries of the incidence of violent and non-violent
crime, the effectiveness and predictability of the judiciary, and the enforceability of contracts. It is
widely used in previous cross-national research as an indicator of property rights protection and
governance quality (see e.g., Oliva and Rivera-Batiz 2002; Kaufmann and Aart 2002).

The variable #ransition for testing Hypothesis 2 is coded 1 if a country has experienced a
major regime change, defined as a three-point change in the POLITY score, in the last three years
before 2001, and 0 otherwise. It is based on the durability variable from the POLITY IV database
(Marshall and Jaggers 2000).

Testing Hypotheses 3 and 4 requires separating democratic and autocratic countries. A
country is defined for year 2000 as a democracy (or autocracy) if the widely-used composite
indicator of regime type from POLITY IV (Marshall and Jaggers 2000), computed as the difference
between the 10-point democracy index (DEMOC) and the 10-point autocracy index (AUTOC), is
greater than or equal to 6 (or smaller than or equal to -6)." The variable democracy is coded 1 if a
country is democratic and 0 otherwise. The interaction term between democracy and the level of FDI

inflow” into the host country is created. These two terms together test Hypothesis 3. Auntocfdir is
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coded 1 if a country is an autocracy and maintains restrictions on FDI inflows and 0 otherwise,
while autocfdio is coded 1 if a country is an autocracy but has no restriction on FDI inflows and 0

otherwise."” These two variables allow us to test Hypothesis 4.

A Latent Variable Model of the Level of Tax Incentives

Conceptually, the level of tax incentives has an underlying continuum and should be a continuous
variable, but the continuum is unobservable and latent. What is observable is the additive index
from 0 to 6 that measures the rank order of the level of tax incentives. The observable variable does
not imply equal distance between index values like an interval measure and hence, should be treated
as an ordinal indicator.

The latent model is specified as follows:

9, = B, + B Raule of Law, + B, Transition, +[3;Democracy, + [3,(Democracy;*Inflow,) + BiInflow, +

B Autocfdir, + B.Autocfdio; + [ .Control, + &
where ;" is the continuous latent variable—the level of tax incentives of country 7, Bis the vector of
unknown parameters for the independent variables and various control variables, and &, is the error
term, normally distributed with mean zero. S, measures the effect of the rule of law on the level of
tax incentives, while f, measures the difference in the level of tax incentives between a country
going through regime change and one that does not. [, should be negative based on Hypothesis 1,
while 3, should be positive based on Hypothesis 2.

The total effect of being a democracy, relative to the excluded reference semi-regime (semi-
democratic ot semi-autocratic) country, is (B;+ 8 Inflow), that is, conditional on the level of FDI
inflows. Since the inflow variable is centered, f; is the difference in the level of tax incentives

between a democracy at the mean level of inflows and the semi-regime country. [, is the effect of
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FDI inflows on the level of tax incentives in democracies. f; and f, in patticular should be negative
based on Hypothesis 3. f; is the effect of FDI inflows for the semi-regime countries (i.e., when the
variable democracy equals zero). As the model is interactive, FDI inflows by itself also needs to be
included. Countries that experience more inflows and are more open to foreign capital are more
likely to respond to tax competition (Mutti 2003), offering higher levels of tax incentives. f; should
be positive.

B, is the difference in the level of tax incentives between an autocracy that restricts FDI
inflows and the excluded reference—the semi-regime country, while £, is the difference between an
autocracy that does not restrict foreign entry and the semi-regime country. Hypothesis 4 leads us to
expect that £, < f3..

Instead of y,, we observe an ordinal indicator of the level of tax incentives, denoted as y,

which is related to y,” as follows:

0 =0y S

=1y <y, <K

=20 <y SH,

=3 <0, S

=4 i< <y

=5y SHs

=6 i ps<y;
where y; is the observed index of tax incentives, g is a vector of unknown threshold parameters to be
estimated together with the fvector, with 7 ordered categories from 0 to 6. Hence, ordered probit
is employed to estimate the effects of the explanatory variables on the latent variable."" Since the
hypotheses are directional, one-tailed test is applied.

Huber/White robust standard errors adjusted for clustering over region ate estimated.

These estimated standard errors are robust to both heteroskedasticity and to a general type of

correlation within region (Rogers 1993; Williams 2000). Policy behaviors of states with the same
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region often affect each other. The robust standard errors clustered over region remain consistent

in the presence of such correlation.

Control Variables

I use two variables external pressure and external pressure’ to directly model the effect of interstate
competition. As noted, as countries bid offers to attract foreign capital, their tax incentive policies
become interdependent. Such competition often occurs among countries in the same geographical
region because they share similar resource endowments and cultural conditions (e.g. Guisinger 1985;
Sweeney 1993)."> But because tax incentives are costly, implying an immediate loss of revenues, the
host has to deal with resource scarcity and budget constraint. This implies that the host government
is not able to respond to international competition with unlimited tax incentives. Thus, its tax
incentive provision is likely to decline once above a threshold. To model the non-linear effect of
international competition, the average level of the tax incentive index of all countries in a country’s
region' external pressure and its squared term are applied. The external pressure should have a positive
effect while its squared term should have a negative effect.

I also control for the size of the host economy and its level of economic development. The
size of the host economy may be related to the level of tax incentives in multiple ways (Guisinger
1985, 35-6). Large countries tend to have large markets that attract investors and possess more
bargaining power vis-a-vis foreign investors. In addition, large countries may have multi-level
government agencies (national, regional, and local) that each have some regulatory power, rendering
the coordination of incentive policies among them difficult. In contrast, small countries have
smaller markets and have to pursue foreign capital actively. They also have centralized authority and
are able to coordinate their incentive policies internally. Hence, the size of the host economy can be

negatively related to the level of tax incentives. The size of the host economy is measured by its
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gross domestic product, an indicator of market size in many studies of FDI (e.g., Chan and Mason
1992). The variable is converted to international dollars using purchasing power parity rates (PPP)
and log transformed. Data are from the World Bank’s World Development Indicators. The possible
effect of federalism is directly assessed in the robustness test, which is discussed in detail later.
Economic development may have competing effects on tax incentives. On the one hand,
only countries with the ability to be highly productive can afford to use tax holidays (Bond and
Samuelson 1986). More developed countries are able to offer more generous incentives. On the
other hand, more developed countries have better infrastructures and investment environments.
Since tax holidays signal to potential investors the high nontax costs in operating a subsidiary in the
holiday-granting country (Shah and Toye 1978), more developed countries are as attractive as less
developed ones with lower levels of incentives. The level of development is measured as logged,

PPP-based GDP per capita. Data are from the World Bank’s World Development Indicators.

Findings
Table 1 presents the statistical results. Model 1 includes the ru/e of law and transition variables, Model
2 adds democracy, inflow and their interaction term, Model 3 further adds autocfdir, autocfdio, and their
inequality test, and Model 4 is Model 3 plus the controls. The model specification follows a specific-
to-general approach.
[Table 1 about here]

The findings for the key variables are consistent across the models. The effect of the rule of
law is statistically significant and negative as expected. Countries that have better rule of law offer
foreign investors lower levels of tax incentives. A regression of the rule of law variable on the level

of democracy, reported in the footnote, shows that more democratic countries have better rule of
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law, as expected in the literature."* These results support Hypothesis 1 that more democratic
regimes have more credible rule of law and as a result are associated with lower levels of incentives.

The effect of regime change is not statistically significant in any of the models in Table 1.
The result does not support Hypothesis 2. Countries that have recently experienced major regime
changes do not necessarily offer more generous tax incentives. The finding is not surprising. Since
Hypothesis 2 is temporal in nature, it may need to be tested in a pooled design."

The coefficient of the democracy variable is statistically significant and negative. A democracy
with mean level FDI inflows offers a lower level of tax incentives than the semi-regime country.
More important, the coefficient for the interactive term is statistically significant and negative, as
expected. Democratic countries that experience more FDI inflows have lower levels of tax
incentives than those with less FDI inflows. The result supports Hypothesis 3.

The effect of FDI inflow by itself is positive and significant as expected. FDI inflows in the
semi-regime countries lead to higher levels of tax incentives. The result is consistent with Mutti’s
(2003) finding from a sample of 59 countries that those with open trade and investment policies
tend to reduce both statutory and effective corporate tax rates. One possible interpretation is that
more success in attracting foreign capital reinforces the push for more generous incentives.

The difference in the level of incentives between an autocracy that restricts foreign entry and
one that does not is statistically significant. The finding supports Hypothesis 4 that autocratic
governments that restrict FDI inflows offer lower levels of tax incentives than those that do not. In
addition, the difference in the level of tax incentives between an autocracy that restricts FDI inflows
and the semi-regime country is not statistically significant in Model 3, but is significant and negative
when the control variables are included in Model 4. Not surprisingly, an autocracy that restricts FDI

inflows adopts less generous tax incentives than the semi-regime country. In contrast, there is not a
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statistically significant difference in the level of incentives between an autocracy that does not
restrict foreign entry and the semi-regime country.

The control variables also produce interesting results. The interstate competition variables
behave as expected. External pressure is positive and significant while its squared term is negative
and significant. As countries in a region adopt more generous tax incentives, the competitive
pressures will lead a country to follow suit. But the effect of such competitive pressures is not linear
and tends to decline once above a threshold level. The result supports the general expectation in the
literature, with the qualification that the effect is non-linear.

Country size and the level of development are statistically insignificant. Larger countries do
not appear to offer higher levels of tax incentives than smaller ones. More developed countries do
not appear to offer more generous incentives than less developed ones. One possible interpretation
of the latter result is that the negative compensating effect of favorable nontax cost conditions in a
more developed country may have cancelled out the positive effect from that the country also
possesses more resources to extend generous incentives.

Extensive robustness tests are conducted to verify the main results reported in Table 1
above. These tests are reported in the supplemental appendix on the journal web site. Here I
provide a brief summary of those tests. Interested readers should consult the appendix for details.
First, some may suspect that the results on the democracy-related variables are an artifact of the
failure to control for federalism. I use two different measures of federalism in the robustness test.
Second, one may wonder if the labor endowment conditions in a country have confounded the
effects of regime type reported in Table 1. I construct a measure of the labor-capital ratio for each
country to test this possibility. Third, it is suggested that the natural resource endowment conditions
may confound the effects of regime type reported in Table 1. I employ a resource variable to test

this possibility. Fourth, national governments sign a lot of bilateral investment treaties, which may
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correlate with the rule of law and affect tax incentives. In the robustness test, I control for the
number of bilateral investment treaties by each country. Fifth, I test whether the results in Table 1
are sensitive to the alternative measure of tax incentives that also includes incentives that apply to
imported or exported goods only. Finally, the dichotomous coding for each tax incentive type does
not measure the magnitude of each particular incentive. I test whether the results in Table 1 are an
artifact of this possibility. Throughout these robustness tests, the effects of all the key variables (ru/e
of law, transition, democracy, FDI inflow, their interaction term, autocfdir, antocfdio and their inequality test)

remain largely robust and broadly consistent with those reported in Table 1.

Conclusion
While tax incentives to foreign investors have been widely discussed, adopted and debated, scholars
know very little about the political mechanisms that generate such policies. This analysis argues that
the nature of host political system affects the level of tax incentives. Evidence from a cross-national
analysis of 52 developing countries supports my main theoretical expectations. Countries with
better rule of law offer lower levels of incentives, an effect that is more pronounced in more
democratic countries. In addition, in democratic countries, FDI inflows are negatively associated
with the level of tax incentives. Furthermore, autocratic regimes that maintain restrictions over
foreign entry adopt lower levels of incentives than those without such restrictions. These results are

robust in a battery of sensitivity analyses.

Analysis in this article sheds light on several debates on tax incentives to foreign investors.
As discussed in various studies and the media, tax incentives involve controversial issues (see, e.g.,
Broadway and Shah 1995; Oman 2000; Thomas 2000; Zee, Stotsky and Ley 2002). First, investment
incentives represent a form of state interference with the capital market. If the market is perfectly

competitive and behaves efficiently, investment incentives distort the efficient allocation of
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resources in the host economy. Second, there often is the concern that re-election oriented
politicians favor generous tax incentives because they pursue the latter’s financial support, rather
than for the sake of maximizing social welfare. Also, bureaucrats may engage in corruptive practices
because incentive programs are not monitored closely and their costs remain unknown to the public.
Third, tax incentives also involve equity issues. Capital income is treated more favorably than labor
income, worsening the income inequality between capital and labor. Fourth, the bidding war for
foreign capital causes a race to the bottom phenomenon in tax incentive policy, shrinking the
financial resources of the host countries and hurting their interests in the long run. Finally, tax
incentives appear to be part of the global trend toward cutting corporate taxes, which shifts tax
burdens to the middle class and the poor, weakening the political power of these groups and
undermining democratic governance.

One implication of this analysis is that to the extent that FDI is conducive to the host
economy, the more cost-effective strategy to attract foreign capital is by building and strengthening
the governance institutions in a country. Improving the rule of law is a first-best policy choice. It
improves the investment environment for domestic as well as foreign investors. It also helps to
reduce the severity of possible economic and political problems the adoption of tax incentives may
bring about. These implications are consistent with the spirit of the increasingly large literature in
political economy regarding the fundamental role of governance institutions in many issue areas.
This paper contributes to that burgeoning literature by looking at an issue area where the effect of
the rule of law has never been investigated before.

Another important implication of this analysis is that democratic countries are more likely to
avoid some of the pitfalls created by investment promotion programs. More likely to provide better
rule of law, the democratic country can offer a lower level of incentives without reducing its

attractiveness to foreign investors. The negative effect of democracy conditional on the level of
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inflows, however, further dampens the generosity of incentive programs by the democratic
government. While these effects together may lead to an incentive package less attractive to foreign
investors, the political gain is that the forces opposing to foreign firms may not be as alienated as in
other regimes. It also shows that institutional checks and balances are at work and prevent an all-
out race to the bottom. Furthermore, these democratic countries may experience less state
interference in the capital market, less misallocation of resources, less rent-seeking behaviors of
politicians and bureaucrats, and less income inequality, all of which arguably are associated with
generous incentive programs.

This analysis also highlights the importance of variations among autocratic countries in an
important policy area. Not all autocracies adopt the same incentive policy. The evidence shows
how elite preference drives policy outcomes across autocratic regimes. The absence of checks and
balances accounts for both the low level of incentives in the autocratic country that restricts foreign
entry and the high level of incentives in the autocracy that permits free foreign entry.

The race to the bottom effect is shown to be more complex than commonly believed. The
effect of interstate competitive pressures exhibits a curvilinear pattern that has largely been
overlooked in the literature. A country’s level of tax incentives rises with growing external pressures,
but the effect is non-linear. The evidence is consistent with the view that the state still retains some
policy autonomy in the presence of growing external influence.

Analysis in this article is by no means final on this important policy issue. Future research
could fruitfully address many related issues. For example, scholars could consider constructing a
panel dataset of tax incentives to test whether the proposed theory explains temporal variations in
tax incentive policies. Scholars also could look at whether countries such as Brazil, Argentina, and
Chile offer different levels of tax incentives before and after their respective democratic transitions.

One could also examine the policy differences among parliamentary and presidential democracies
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and investigate the effects of the ruling party’s ideology, the intensity of partisan competition, the
autonomy and power of the state’s administrators, and the extent of a welfare safety net. To address
these questions, new theoretical arguments need to be constructed and new data have to be
collected. These future efforts will help us better manage an important policy instrument and better

understand broader political implications of economic globalization.
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Table 1 Effect of Political Regime Type on Level of Tax Incentives

Variable Model 1 Model 2 Model 3 Model 4
Rule of law -0.337** -0.376%* -0.422%* -0.417**
(0.098) (0.204) (0.214) (0.198)
Transition -0.275 -0.391 -0.413 -0.120
(0.496) (0.658) (0.748) (0.723)
Democracy - -0.906** -0.990%* -0.551**
(0.168) (0.232) (0.245)
Democracy*Inflow - -0.133%* -0.141** -0.223%*
(0.039) (0.049) (0.043)
Inflow - 0.123** 0.131** 0.210**
(0.019) (0.0206) (0.022)
Autocfdir -- - -0.397 -1.817**
(0.768) (0.794)
Autoctdio - -- 0.072 0.693
(0.782) (0.851)
Autocfdir < Autocfdio - - 21.07** 39.84x*
External pressure - - - 1.042**
(0.148)
External pressure’ -- -- - -0.033**
(0.005)
Development - - - 0.120
(0.188)
Size -- -- - 0.053
(0.110)
Mo -0.806 -1.562 -1.653 7.220
(0.289) (0.296) (0.363) (1.570)
%y -0.278 -1.054 -1.142 7.782
(0.282) (0.242) (0.348) (1.678)
s 0.732 0.058 -0.058 9.043
(0.214) (0.352) (0.399) (1.880)
s 1.374 0.820 0.728 9.953
(0.152) (0.331) (0.339) (2.001)
[y 1.714 1.334 1.251 10.534
(0.259) (0.295) (0.353) (2.195)
Ms 2.006 2.533 2.446 12.018
0.419) (0.312) (0.265) (1.904)
N 53 52 51 51

*k p<0.05; * p<0.1. Robust standard errors in parentheses.
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Endnotes:

" In the public finance literature, a lot of theoretical work (e.g., Kenyon 1997; Rauscher 1998; Oates
2001; Breton 1991) uses Tiebout type of models to examine interjurisdictional tax competition
among state and local governments in the US or among member nations in the EU. Future research
may study how this type of models helps us understand interstate competition over tax incentives.

? Broadly related conceptually, Levy and Prakash (2003) examine the role of MNCs in international
governance by looking at the MNC preference for both market-enabling and regulatory regimes, as
well as the location of authority at international, national and private levels.

’ Other non-tax investment promotion incentives include financial incentives (e.g. government
grants, preferential credits) and non-financial ones (e.g., dedicated infrastructure and services). 1
focus on fiscal incentives because they are most prominent both in the public policy circle and the
academic literature. They also are more comparable cross-nationally than other types of incentives.
* Arguably some autocracy may welcome foreign capital that can strengthen their own domestic
interest (e.g., forming joint ventures in the ruling-elite controlled industry), but oppose to offering
incentives to all foreign companies alone. This type of autocracy, however, will most likely allow
foreign entry selectively and offer conditional incentives only, thus still belonging to the first ideal
type. However, I acknowledge that while the conceptualization of two ideal types of autocracies is
useful for this analysis, it is not perfect, but delimiting in nature.

> See Oman (2000) for further discussion.

° Two separate coders are used to ensure that the coding of the dependent variable is consistent.

" Different types of tax incentives can be substitutes or complements. One may argue for examining
different types of incentives separately. For the purpose of this paper, a disaggregated analysis does

not bring much value added, but complicates the analysis unnecessarily.
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® The cutoff value follows the conventional practice in the political science literature (see, e.g., Dixon
1994).
’ FDI inflows are those investments that acquire a lasting management interest (10 percent or more
of voting stock) in an enterprise operating in an economy other than that of the investor. Data are
for year 2000 from the World Development Indicators. To reduce collinearity and facilitate
interpretation, the variable is centered following the suggestion of Aiken and West (1991).
" Data on FDI inflow restriction for year 2000 are collected from IMF (2001).
" See Greene (2000), Long (1997) and Long and Freese (2001) for discussions of treating the ordinal
regression model as a latent variable model.
"> While region is chosen as the grouping basis here, there may be other ways to group countries.
For example, countries may compete more vigorously with those in the similar development stage.
Future research should take a closer look at these issues. See Simmons and Elkins (2004) for a
discussion of various mechanisms of liberal economic policy diffusion, including regional pressures.
" The regions include Europe, Middle East, Africa, Asia, and North and South America.
" The OLS regression of the rule of law for the developing countries is as follows, with ** denoting
5% level statistical significance and robust standard errors in parentheses:

Rule of Law = -0.455 + 0.036*Level of democracy + 0.279*Regime durability - 0.015*Population

(0.916) (0.016)** (0.093)** (0.044)

15 Alternative measures of regime changes, such as continuous regime duration or only regime

changes passing the democratic regime cutoff on the POLITY score, do not change this finding.
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Web Appendix for
Democracy, Autocracy, and Tax Incentives to Foreign Direct Investors:

A Cross-National Analysis

This web-appendix reports a number of additional tests for verifying the robustness of the results
reported in Table 1. The sensitivity analyses are reported in Table 2.

First, one may argue that in federalist countries, subnational governments often compete
with each other and with the central government in offering incentives. If democracies are more
likely to be decentralized than autocracies, the empirical finding that democracies offer lower levels
of incentives could be an artifact of fiscal decentralization and the competition between the central
and local governments and among the local governments.! Models 1 and 2 test this possibility using
two different measures of federalism, respectively. The first measure federalism1 is coded 1 if a
country has a constitutionally guaranteed division of power between central and regional
governments with autonomy in at least one area for each level of governance and 0 otherwise,
following Treisman (2000). The second measure federalism?2 is coded 1 if the provincial level
government has authority over taxing, spending, or legislating and 0 otherwise, taken from Beck et
al. (2001). Federalism1 is statistically insignificant in Model 1 while federalzsm?2 is statistically significant
and positive in Model 2. The findings are reasonable. A general type of federalism is not associated
systematically with tax incentives. But fiscal decentralization itself brings about higher levels of
incentives, a result consistent with the theoretical proposition of Flochel and Madies (2002). More

important, with decentralization controlled for in both models, the effects of all the key variables

" In a theoretical model of tax competition between two overlapping governments (federal and local)
sharing the same tax base, Flochel and Madies (2002) show that interjurisdictional tax competition
reduces the global tax rate set by both federal and local governments. Tung and Cho (2001)
empirically show that areas in China that offer lower tax rates and higher tax incentives attract more
FDIL



(rule of law, transition, democracy, FDI inflow, their interaction term, autocfdir, antocfdio and their inequality
test) remain robust and consistent with those in Table 1.

Second, one may suspect that the labor endowment conditions may have either confounded
or motivated the regime type results in Table 1. On the one hand, many of the developing countries
in the sample are labor abundant. Because the abundant factor labor arguably benefits from FDI in
terms of more jobs, higher productivity and wage rates, labor may support tax incentives that
encourage FDI inflows. Democratic governments that seek labor’s political support will adopt more
generous incentive programs. Hence, the results on democracy in Table 1 should be stronger once
we control for labor endowment. On the other hand, in some democratic developing countries,
opposition to FDI may also come from labor unions, thus resulting in populist government policies.
The regime type effects in Table 1 may have originated from labor opposition in democracy. I need
to evaluate whether it is labor’s influence that drives the regime type results. Furthermore, MNCs
may be attracted to labor abundant countries because they can exploit low-cost labor and use these
countries as export platforms. This may motivate a type of compensating effect similar to that
produced by the rule of law. To assess whether labor endowment affects the findings in Table 1,
Model 3 employs the commonly-used measure, the labor-capital ratio, which is computed as a
country’s population between ages 15 and 64 divided by its total physical capital stock in 1987
constant dollars, log transformed to address skewed distribution.” High values of labor-capital ratio
imply capital scarcity and labor abundance while low values suggest capital abundance and labor

scarcity. Model 3 shows that the labor-capital ratio is statistically significant and negative. Countries

? Data on the total physical capital stock in 1987 constant domestic price and the population
between ages 15 and 64 are collected from Nehru and Dhareshwar (1993). The total physical capital
stock in 1987 constant domestic price is converted into the 1987 constant US dollar. The labor-
capital ratio for 1990 is used in analysis because the 1990 data on physical capital stock are the most
recent from Nehru and Dhareshwar’s comprehensive database. While not perfect, the measure is a
reasonably good proxy, given data availability, because factor endowment conditions tend to be
stable over time.



that are abundant in labor tend to offer lower levels of tax incentives than those scarce in labor. The
result is plausible because abundant labor may not be effectively organized to lobby for more
incentives but scarce domestic capital may put up more effective opposition. Or low labor cost
eliminates the need for more generous incentives to compensate the investors. The most important
findings in this test are that the effects of all the key independent variables remain robust and
consistent as those in Table 1, showing that they are not an artifact of alternative mechanisms
related to labor. The labor-capital ratio result also is consistent with an earlier observation that rival
host firms are not the only source of opposition to incentives to foreign firms.

Third, one reviewer suggests that some countries with abundant natural resource
endowment such as oil and minerals offer tax incentives to attract large amounts of FDI. The
governments of these countries often are autocratic and suffer from credibility deficit due to past
expropriations of foreign assets (Kobrin 1984). The rule of law effect on tax incentives in Table 1
may arguably be driven by the presence of natural resource endowment. I measure natural resource
endowment using the logged resource variable from Jensen (2003), which is the share of fuel and
mineral exports in merchandise exports. Model 4 shows that the resource variable is negative but
statistically insignificant. In contrast, the rule of law variable remains negative and highly significant.
The effect of the rule of law is not an artifact of natural resource endowment. The effects of other
regime type variables remain robust as in Table 1, with one minor exception. The autocracy without
restriction over foreign entry now offers a significantly higher level of incentives than the semi-
regime country.

Fourth, governments often sign bilateral investment treaties with property rights guarantees
for foreign investors and through this channel, communicate expectations and information about
capital account openness (Simmons and Elkins 2004). These treaties therefore may provide an

alternative explanation for the effect of the rule of law variable. Model 5 includes the total number



of bilateral investment treaties (#ofalbi?) for each country, collected from the Country Commercial
Guide. The effect of fotalbit is statistically significant and positive. One interpretation of this result
is that the number of bilateral investment treaties by a country signals its desire to actively pursue
foreign capital under the influence of policy diffusion, thus positively associated with its level of tax
incentives. The results for the key variables are consistent with those in Table 1, with one minor
exception. The democracy at mean level of FDI inflows now offers the same level of incentives as
the semi-regime country.

Fifth, as noted, the dependent variable includes only incentives that apply to all products,
which is most appropriate for testing the theoretical argument. One may ask whether the results in
Table 1 are sensitive to the alternative measure that also includes incentives that apply to imported
or exported goods only. Model 6 presents this analysis. The results for the key variables are
consistent with those in Table 1, except for some interesting differences. These differences suggest
that both democracies and autocracies are selective in choosing tax incentives. First, the democratic
country at mean level inflows adopts incentives of all types at the same level as the semi-regime
country. Even though rising FDI inflows above the mean level still raise societal opposition, the
level at which societal pressures affect policymaking is much higher for these narrow, selective tax
incentives. Democratic governments may take more time designing incentive programs that cause
less societal opposition. Second, the autocracy that retains restrictions over foreign entry now offers
the same level of incentives as the semi-regime country. The difference between the two types of
autocracies is much weaker with respect to the alternative dependent variable measure. This is
consistent with the notion that even authoritarian regimes that have conflicts of interest with foreign
capital may use tax incentives selectively to strengthen their own interest. While they oppose general
tax incentives that may hurt their own interest, they remain strategic and flexible in utilizing foreign

capital to their own advantage.



Finally, the dependent variable measure may be argued to suffer from the same problem as
many other quantitative indicators of policy outcomes. Within each of the six incentive types, there
is only one dichotomous choice. The coding of 1 or 0 is based on the presence or absence of a
particular type of incentive by a host country. A generous corporate tax break, for example, is coded
as 1, and so is a small corporate tax break. One implication is that a package of 3 types of incentives
with larger magnitude, for example, could be at the same level on the latent continuum of incentives
as a package of 4 or even 5 types of incentives with smaller magnitude. The possibility is more
probable for adjacent scores and the high end values on the index. Despite the weakness, one
justification for using the ordinal index is that different types of incentives appear to be
complements with positive correlations between them in the sample (with correlation mostly
between 0.1 and 0.4). More types imply higher levels on the latent scale. A second justification is
that an incentive offer that is generous only in one type may be weakened by limitations and
restrictions on other dimensions, especially when it is up to the bureaucrat to interpret the laws and
regulations. As such, a package of more types of incentives is likely to be an offer at a higher level
on the latent scale, because less interference and restriction by the government is involved. Still, it is
worth investigating the robustness of the results in Table 1 to the possibility that adjacent index
values (such as 1 and 2) or high values on the index reflect equally attractive offers. I therefore
collapse the 0-6 scale into a 0-2 scale (merging 1 and 2 into 1, and merging values 3 and above into
2).” The results are presented in Model 7. It is reassuring that the effects of all the key variables

remain consistent with those in Table 1.

> The results are not sensitive to other alternative coding schemes.



Table 2 Effect of Political Regime Type on Level of Tax Incentives: Sensitivity Analyses

Variable Model 1 Model 2 Model 3 Model 4 Model 5 Model 6 Model 7

Rule of law 04167 -0.455%F  -0.561F  -0.512%F  -0.730%  -0.935%F  _(0.574%*
(0.210) (0.204) (0.180) (0.277) (0.143) (0.227) (0.237)

Transition -0.139 -0.104 0.152 -0.775 -0.076 -0.277 -0.394
(0.743) (0.680) (1.069) (0.541) (0.608) (0.775) (0.688)

Democtracy -0.554%x  _0.672%F  -1.136%¢  -0.707* -0.368 0.049 -0.280*
(0.218) 0.174) (0.425) (0.429) (0.342) (0.281) (0.206)

Democracy*Inflow -0.233%F  _0.260%F  -0.350%k  -0.248*%¢  _0.222%FF  _0.118%k  -0.129**
(0.047) (0.031) (0.064) (0.070) (0.048) (0.047) (0.055)

Inflow 0.213%k  0.227%  (0228*%F  (0.236%  0.232%«  (0.150%F  (.119%*
(0.024) (0.015) (0.047) (0.041) (0.018) (0.031) (0.021)

Autocfdir 177706 S1.860%0F 2,731k J1.659%F  _2.130%F  -0.016 -1.120%*
(0.851) (0.716) (1.599) (0.772) (0.762) (0.747) (0.678)

Autocfdio 0.523 0.813 0.295 1.021**  0.602 0.401 0.685
(0.875) (0.887) (1.350) (0.569) (0.771) (0.588) (0.975)

Autocfdir < Autocfdio  6.10%* 36.32%% 59,70k 1777 36.43%  229% 5.86%*

Federalism1 0.288 - - - - - -
(0.9606)

Federalism?2 - 0.793%* - - - - -

(0.382)
Labor/Capital -- -- -0.216%k - - -- --
(0.0406)
Resource - - - -0.050 - - -
(0.112)
Totalbit - - - - 0.023%* - -
(0.012)

External pressure 1.061**  1.046*%F  0.868 1.161%x  1.401%F  0.649%  1,132%*
(0.131) (0.192) (0.854) (0.147) (0.276) (0.109) (0.323)

External pressure? -0.034*x  -0.033*%F  -0.029 -0.037%x  _0.044*%F  -0.018%  -0.036**
(0.004) (0.0006) (0.023) (0.005) (0.008) (0.003) (0.010)

Development 0.127 0.047 -0.071 -0.037 0.172 0.494*¢  0.262
(0.189) (0.131) (0.367) (0.330) (0.305) (0.298) (0.291)

Size 0.026 0.028 0.195 0.051 -0.098 -0.186*%  0.122
(0.176) (0.108) (0.153) (0.075) (0.156) (0.077) (0.142)

o 6.717 5.892 8.750 5.721 6.916 3.018 10.780
(3.095) (3.167) (10.272)  (2.550) (1.817) (2.056) (2.860)

B 7.280 6.478 9.272 6.432 7.495 3.349 12.539
(3.174) (3.217) (10.349)  (2.488) (1.957) (2.075) (2.975)

w2 8.547 7.789 10.685 7.655 8.807 4.479 -
(3.399) (3.463) (10.036)  (2.390) (2.062) (1.943)

w3 9.458 8.699 12.067 8.779 9.750 5.597 -
(3.551) (3.637) (9.921) (2.051) (2.197) (1.836)

M4 10.034 9.270 12.793 11.473 10.352 6.116 -
(3.559) (3.633) (10.349)  (2.211) (2.221) (2.009)

s 11.501 10.871 14.013 - 11.980 7.266 -
(3.439) (3.405) (9.940) (2.112) (1.860)

N 51 51 42 42 51 51 51

* p<0.05; * p<0.1. Robust standard errors in parentheses.
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