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ABSTRACT 
 
 Since the end of World War II, the world has witnessed the rapid integration of 

international economies through trade and other forms of globalization. With this 

unprecedented integration have come policy questions of whether such economic trends 

have positive or negative implications for the political and security realm: Does 

globalization reduce or enhance the likelihood of a country turning to democratic forms 

of governance? Do the effects of trade depend on a country’s level of foreign direct 

investment or foreign debt burden? Finally, do the effects of globalization change over 

time? This paper finds that international trade does not have a proven significant impact 

on countries’ democracy levels, that FDI has a positive effect on democracy that weakens 

over time, and that there is no significant relationship between a country’s debt burden 

and its democracy. 

 
 
 
 
 
 
 
 
 
 



 

1 

INTRODUCTION 

The end of the Second World War ushered in a new era that bore witness to the 

unprecedented growth of global trade. While much of Europe and Japan were in 

shambles immediately following the war, it was not long before a host of historical, 

political and economic circumstances coincided to create a global economic climate ripe 

for interstate commerce. By the 1950’s, foreign direct investment (FDI) from the private 

sector was on the rise in the form of multinational companies that sought to invest in so-

called “less developed countries” in need of capital. Prevailing economic thought in the 

upper echelons of policymaking also gave way to the free-market ideals of the 1980’s. By 

the 1990’s, three big players in North America were creating global headlines as they 

negotiated the historic North American Free Trade Agreement (NAFTA), a trade deal 

that aimed to tear down trade barriers and fundamentally alter trade dynamics among 

them. On top of these trade trends, the rapid development of technology also played a 

role as a catalyst in the democratization of access and communications worldwide.  

But with trade integration, pockets of trepidation about its possible impacts have 

emerged, particularly on the political, social and cultural aspects of trading countries. 

Some of these include income inequality, the survival of domestic industries, indigenous 

rights and the threat to cultural differentiation in the face of increasingly standardized 

consumer products. The focus of this paper, however, is on the political impacts of trade 

on countries — specifically, on their likelihood of practicing democratic governance.  



Additionally, it examines whether factors like FDI inflows and external debt owed to 

multilateral institutions also affect the relationship between trade and democracy.  

Figure 1 illustrates the overall expansion of international trade in the 21st century 

against the concurrent fluctuations in countries’ democracy levels. Trade as a percentage 

of GDP per capita (the red line) has climbed from roughly 40 percent in the 1950’s to 

almost 90 percent toward the end of the 20th century. Such high percentages are 

reasonable because GDP only measures production within a country, whereas the sum of 

imports and exports includes goods that are produced domestically and sold  

 
FIGURE 1  
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internationally, as well as goods that are produced abroad and imported. After the mid-

1980’s, trade rose steadily. Meanwhile, the global average level of democracy (the 

yellow line), measured according to a “polity” index, trended downward throughout the 

Cold war era and up until the late 1980’s, when, perhaps due to the 1989 fall of the Berlin 

Wall and the formal end of the Cold War, the average level of democracy shot up from 

roughly -1.5 to about 2.5 within a matter of a decade. See the REGRESSION MODEL 

section for an explanation of the polity index. 

 

POLICY RELEVANCE 

At a time when global trade is the new frontier for economic growth, a better 

understanding of the relationships among trade, democracy, FDI and debt is critical for 

current policy making. The following is a discussion of each main independent variable 

and the policy relevance of its inclusion in the study of trade and democracy. 

 

Trade: 

The impact of trade openness on democracy is critical, first, because of the light it 

may shed on the debate over free trade agreements. As a trend associated with the past 

decade and a half, free trade agreements are a phenomenon notorious for engendering 

controversy over their economic, social and political impacts. Countries in North and 

South America, as well as the Asia-Pacific and Middle East, are rushing to develop 

bilateral and regional trade agreements with each other, partly to ensure favorable access 

to each other’s markets, but also as a political move to remain relevant and competitive in 
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an increasingly interdependent global economy. The question, however, is whether such 

agreements necessarily have a positive all-around influence on countries beyond their 

economic growth indicators.  

Free trade agreements call for the reduction of tariffs, quotas and other trade 

barriers, with the goal of expanding trade among member countries. Certainly, 

international trade theory trumpets employment growth globally even if local 

employment must suffer in some countries in the short term. Nevertheless, critics deplore 

the inevitable disruptions that trade expansion wreaks on domestic economies when jobs 

are displaced. Such economic transitions may instill instability in economies and 

societies, depending on the infrastructure available to help the unemployed adjust and 

find new jobs. They may also affect the social sphere, as when the rise of women 

working in Mexican maquiladoras fundamentally altered social and cultural dynamics in 

ways that Mexican families were not ready to deal with. This sort of social and economic 

unrest, in turn, may affect countries’ governance methods, particularly those that are 

vulnerable or transitioning to or from democracies. 

In addition to their potential for imposing economic and social disruptions, free 

trade agreements often are criticized and discredited for being negotiated within the 

confines of imbalanced power structures. Such negotiations may lead to agreements that 

are disproportionately less favorable to the less powerful country. As a compounded 

effect, less powerful countries may have less adequate infrastructure to deal with changes 

and thus have greater difficulty addressing sudden unemployment or mass migration of 
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workers. Again, this unrest could impact a country’s domestic political affairs, either 

facilitating or impeding its ability to engage in democratic governance.  

One example of this is the North American Free Trade Agreement (NAFTA), 

which was criticized at the time for its potential impacts on employment, the environment 

and labor rights. Signed in 1994 by the United States, Canada and Mexico, NAFTA was 

an agreement involving a developing country on the one hand, and on the other, a country 

with the world’s largest Gross Domestic Product (GDP) and greatest global influence. To 

this day, critics continue to debate the overall net impacts of NAFTA on the economic, 

social and political aspects of all three countries.  

On a second front, the study of trade and democracy is important because it may 

have implications for policy toward trade partners with questionable human rights 

records. Perhaps most prominent of such partners is the People’s Republic of China 

(PRC), which has managed to achieve incredible rates of sustained GDP growth in recent 

decades, largely due to its massive amounts of exports. High economic growth rates 

historically have been an attribute of capitalist societies, and yet China has defied this 

assumption, maintaining its Communist ideology and vast state control in many aspects. 

Likewise, the government’s heavy hand in maintaining political prisoners and its 1989 

massacre of political dissidents in Tiananmen Square have caused critics to caution 

against China as a trade partner, lest U.S. dollars help reinforce and legitimize a 

government that poses a strategic threat. Opponents of this realist attitude, however, 

argue that trade with China should be encouraged because the greater exposure of China 

to democratic institutions will influence the PRC government in that direction as well. 
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This study will help answer the question of whether the United States would be acting on 

an empirical logic if it decided to curtail trade with China citing human rights concerns or 

if it enhanced trade in hopes of spreading democratic ideas to the Chinese people.  

 

FDI: 

In addition to trade (measured as the import and export of goods and services), the 

inflow of capital into a country may produce phenomena such as income inequality, 

which could have detrimental impacts on economic stability and social unrest. The nature 

of FDI is such that the profits, technological knowledge and entrepreneurial skills 

enjoyed by foreign subsidiaries often do not get transferred, or otherwise are limited in 

their diffusion, to the local community. Critics argue that FDI can exacerbate the income 

divide in the receiving country by enriching only a handful of people. Consequently, FDI 

may create jobs in the early stages but create income gaps over the long term that could 

impact a country’s political governance.  

 

Debt: 

The relationship between debt and democracy may have implications for policy 

specifically toward developing countries. Even as trade and FDI have grown worldwide, 

the debt burdens of developing countries have grown to be a force to be reckoned with. It 

reached a crisis in the 1980’s when countries like Mexico declared an inability to pay 

their debt and initiated a subsequent domino effect of defaulting countries. Since then, 

debts have been refinanced, some have been forgiven and many countries continue to 
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repay their debt little by little. But some argue this burden may impact countries’ ability 

to benefit from their trade revenues because instead of re-investing it in their economies, 

countries are forced to use it toward the debt. The political and social impacts of this debt 

need to be explored to determine if it should be a factor in trade policy. 

The relationship between debt and trade also has implications for policies that, in 

the past, have conditioned aid on promises that the debtor countries liberalize their 

markets.  
 
THEORY AND LITERATURE 

Though globalization may seem largely a question for the 21st century, the issue 

of interstate commerce and its effects on national politics has beleaguered philosophers 

and political theorists, with literature on the subject dating back to the 1700’s. According 

to Montesquieu, “the natural effect of commerce is to lead to peace” (Mansfield & 

Pollins, 2003). Similarly, Immanuel Kant helped to create the enduring foundations for 

the “liberal peace” school of thought, in which trade integration is extolled as a means of 

promoting democracy. The latter half of the 20th century continued to see ongoing 

modifications to the subject, some calling into question whether globalization necessarily 

leads to positive outcomes. For example, political theorist Albert Hirschman argued that 

economic openness may not always be beneficial to a country if the gains from trade do 

not accrue to states proportionately (Schneider, Barbieri & Gleditsch, 2003).  

Additionally, in the midst of growing economic integration in the 1960’s, a new 

school of thought from Latin America called the “dependentistas” began calling out the 

ills of a capitalist world order that had led to the inevitable trade dependency of 
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“peripheral” countries on the “central” or “core” countries. By the 20th century, the 

debate over trade and peace had become enshrined within a dichotomy of liberal and 

realist theory, in which the former believe economic interdependence among nations will 

lead to the incubation of democratic principles, economic prosperity and dependence on 

political stability. The latter insist that a rise in globalization will contribute to global 

political instability or otherwise lend undeserved legitimacy to repressive autocracies that 

violate the basic human rights of their constituents.  

 For perspective, the literature on the broader framework of whether trade 

openness leads to greater peace will be reviewed. This is important because the taste for 

democracy may be intertwined within this broader framework, historically, substantively 

and methodologically. Moreover, the literature on this broader framework of trade and 

peace is relatively more extensive and more unified than is existing literature on trade and 

democracy. The seminal works representing both ends of the trade-peace spectrum are 

studies by John R. Oneal and Bruce Russett (1997, 1999, 2001) and by Katherine 

Barbieri (1996, 1998). In their analysis, Oneal and Russett propose a strong, positive 

relationship between trade interdependence and peace, but Barbieri counters this, saying 

increased trade interdependence actually increases the possibility for conflict. The key 

differences in the two studies lie in their model specifications. Unlike Oneal and Russett, 

Barbieri does not control for the military power of nations in her model and subsequently 

finds the relationship between trade and peace to be negative. Some argue Barbieri’s 

model is unrealistic because, without controlling for military power, it does not take into 
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account the pacifying effect of trade on nations between which the risk of conflict is 

already close to zero (Weede, 2004).  

 Subsequent studies have expounded on the works by Oneal, Russett and Barbieri. 

Harvard Hegre (2000), for example, noted that the impact of trade on peace varies with 

levels of development, and suggested that the pacifying effect of trade is stronger among 

developed countries than among less-developed countries. Michael Mousseau (2003), 

along with Hegre and Oneal, further modified the debate, saying trade has important 

pacifying benefits for all dyads, but the conflict-reducing effect of democracy is 

conditional on states’ economic development. Christopher Gelpi and Joseph Grieco 

(2003) went yet a step further to suggest that trade does not have any effect of pacifying 

relations between autocratic states. 

 Critics claim that the concepts of democracy and peace are too broad to provide 

meaningful results. They assert the findings are not conclusive in either direction. 

Mansfield and Pollins (2003), in fact, argue that empirical analyses can be made to fit any 

particular theory on the relationship between trade and conflict. Instead, they say, future 

research needs to explore other factors within the macroscopic framework of international 

trade and conflict, such as political regime types, that may be driving the true impacts of 

trade on the political realm. Thus, while studies attempt to link two such vastly 

macroscopic issues as international trade and global peace, there may be important 

smaller-picture relationships to be established, namely the relationship between trade and 

democratization and human rights, which may be an important link for the impact of 

trade on peace. 
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 Following in this vein, the analysis here aims to focus on the impacts of trade 

openness on democratization — the latter being a variable that has been overlooked in the 

existing literature but which may have important correlations with peace and conflict. 

Studies have shown that democracy as a political regime type can have a pacifying effect, 

particularly with regard to conflict, between democratic countries (Russett, 2001). In his 

analysis, Russett concluded that democracies rarely fight each other, though democracies 

and autocracies are more likely to go to war than autocracies are with each other. This 

suggests that perhaps an equally important question in the debate over the trade-peace 

nexus is whether trade is associated with to a rise in democratization.  

 

Trade and Democracy: Measurement of ‘Trade Openness’ 

Empirical literature on the link between trade and democracy is relatively less 

extensive than that on trade and peace. It also has greater diversity in how the dependent 

and independent variables are measured. Though detailed case studies on the effects of 

trade on democracy abound, there are relatively fewer cross-national empirical studies on 

the subject (Pevehouse, 2000).  

 Research has not found the relationship between trade and democracy to be 

overwhelmingly in favor of a positive, negative or neutral correlation. The primary 

differences among the studies lie in model specification and methods of measurement — 

the widest variations being in the measurement of the variable “trade openness.” Though 

some studies used indicator variables for membership in international organizations like 

the World Trade Organization to indicate “trade openness,” the standard method of 
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operationalizing the variable has been to calculate the total sum of a country’s exports 

and imports as a percentage of its GDP ((Exports+Imports)/GDP). Furthermore, the 

variable is considered “endogenous” because of the two-way causation between trade 

openness and democracy. In other words, it may very well be that the more democratic a 

country is, the less likely it will be to trade with other countries because of interest group 

opposition, or perhaps the more likely it will be to trade because of greater confidence in 

government transparency or greater trust in trade partners. Regardless of how democracy 

affects trade openness, the fact that it does could bias the results of an analysis of trade 

effects on democracy. However, a number of methodological treatments have been 

applied by researchers, from lagging the variable by one year to creating an instrumental 

variable to predict trade openness based on aspects of trade that are not associated with 

democracy. These measurement differences, along with differences in model 

specifications, have led to some of the variation in findings. 

 A number of studies have found a positive, statistically significant correlation 

between trade openness and democracy. Pevehouse (2000) found that being a member of 

a democratically run international organization has a positive impact on the likelihood of 

that country undergoing a democratic transition. He used a logistic regression to estimate 

the probability of democratic transition based on a country’s membership in international 

organizations. Cooper (2001) found a positive, statistically significant relationship 

between country membership in the WTO and the probability that it was democratic, 

though the author noted there is little evidence that WTO membership in itself can 

promote democratic transition. Similarly, Griswold (2004) also found a positive 
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correlation between economic freedom (measured as freedom to engage in international 

commerce) and political civil freedom.  

 These studies appear to substantiate the claim that free trade facilitates 

democracy, but critics suggest they are flawed because they do not account for the fact 

that trade and democracy can feed off of each other — that is, more trading promotes 

democracy, while more democracy promotes more trade, or vice versa. Because of this 

two-way influence, ordinary least squares (OLS) regression analysis is not sufficient to 

capture the effects of trade openness on a country’s democratic characteristics. Li and 

Reuveny (2003) addressed the problem by lagging the trade openness variable; they 

found the effects of trade to have a negative and statistically significant impact on 

democracy. However, they too acknowledged the potential bias of their results due to the 

back-and-forth influence of trade and democracy. Lagging the independent trade 

openness variable by one year was only a “partial solution,” the study noted.  

 Some studies addressed the two-way cause and effect by creating an instrumental 

variable (as described earlier) to predict trade openness; however, the results still have 

been inconclusively positive or negative. Using this method, Bussmann (2001) found that 

openness of trade does not have any significant effect on democracy within a country 

when simultaneous effects are considered.  

 In a recent study, Lopez-Cordova and Meissner (2005) contend that the models 

previously described have all been inaccurate in the variables they accounted for and that 

indeed there is a substantive and statistically significant positive impact of trade openness 

on the level of democracy. Like Bussmann, they used instrumental variables to better 
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capture the true effect of trade on democracy. Though Bussmann created an instrumental 

variable for trade openness, Lopez-Cordova and Meissner suggest that the explanatory 

variables used to estimate trade openness are not valid because they were correlated with 

democracy, independent of the trade variable. Instead Lopez-Cordova and Meissner 

created an instrumental variable for trade openness using factors that determine trade but 

were not correlated with any other factors influencing the level of democracy — namely 

variables like population, geographic characteristics and language. Their results showed 

that in the period after World War II, a relatively small increase in trade with other 

countries could bring countries like India, Russia and Venezuela as democratic as the 

U.S., Greece, Britain and France. Additionally, they found that for all three periods of 

time studied, switching from complete economic autarchy to more openness raises the 

level of democracy in the long run.  

 

Trade and Democracy: Model Specification 

 Variations in model specification also have explained some of the different 

findings in the relationship between trade and democracy. Control variables have varied 

from model to model, almost always including GDP and population, but sometimes also 

including inflation, economic growth and prior democracy. Li and Reuveny (2003), for 

example, was the only study to include variables for FDI and portfolio investment. They 

found an initial strong, positive effect of FDI on democracy that weakened over time, and 

an overall negative effect of portfolio investment that strengthened over time.  
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Some studies used regional dummies to estimate differences in the effects of trade 

on democracy, depending on the regional location of the country. According to Lopez-

Cordova and Meissner (2005), increasing trade openness has an additional negative 

impact for countries in the Middle East/North Africa and Sub-Saharan Africa regions. Li 

and Reuveny (2001) ran a separate regression for nonmembers of the Organization for 

Economic Cooperation and Development (OECD) and found that the direction of the 

effects on all variables remained the same but generally were slightly larger in 

magnitude.  

Furthermore, though most studies have focused on the time period after World 

War II, Lopez-Cordova and Meissner looked at differences in the effects of trade on 

democracy across three time periods between 1870 and 2000. They reported an overall 

positive effect of trade throughout all time periods. 

 
REGRESSION MODEL 

It is clear that the existing literature does not provide a preponderance of evidence 

in favor of a positive, negative or neutral relationship between trade openness and levels 

of democracy. This paper will contribute to the existing literature by building off of Li 

and Reuveny’s (2003) model and examining what may be a gap in existing literature — 

the lack of attention to a country’s level of foreign debt.  

The inclusion of foreign debt in the model addresses two concerns. First, as 

mentioned earlier, studies indicating a greater magnitude of effects on non-OECD 

countries seem to suggest that less developed countries are somehow more vulnerable to 
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the liberalization of trade with other countries. Perhaps this is because developing 

countries lack the institutions or state capacity to address the economic disruptions that 

inevitably follow changes in trade composition. But it is important to note that non-

OECD countries are also more likely to carry debt owed to multilateral and bilateral 

lending institutions, which may or may not play a role in the impacts of trade on 

democracy. Perhaps debt, and the financial burdens associated with it, may increase a 

country’s vulnerability to economic instability in the face of trade, thus impacting its 

democratic governance.  

The hypotheses to be explored are: 
 

H1: Greater trade openness is associated with lower levels of  
       democratic governance, and the magnitude and significance of 
       association will change over time, holding constant all relevant factors. 
 

    Greater debt owed to multilateral and bilateral lending institutions  
       is associated with lower polity index scores, holding constant all relevant  
       factors.  
 
H2: Greater FDI inflows are associated with lower levels of  
       democratic governance, and the magnitude and significance of 
       association will change over time, holding constant all relevant factors.  
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EXHIBIT 1 >> Variable Definitions & Sources 
Variable           Definition                                                                 Source 
 
DEPENDENT  
VARIABLE 

  

Polity Score ranking the degree to which regime is 
democratic or autocratic (Range -10 to 10) 

Polity IV 

 
MAIN  
INDEPENDENT  
VARIABLES 

  

Trade Trade openness measured as: 
(Exports + Imports)/GDP  

Penn World Tables 

FDI Net inflows of Foreign Direct Investment, 
measured as:  
Sum of equity capital, reinvestment of earnings, 
other long-term, short-term capital1

UNCTAD 

ExtDebt External debt, measured as: 
Sum of loans and credits owed to multilateral 
and bilateral lending institutions2

Joint BIS/IMF/OECD/WorldBank 

 
ADDITIONAL 
CONTROL 
VARIABLES 

  

GDP Gross Domestic Product, measured as:  
GDP per capita in purchasing-power-parity-
adjusted international prices 

Penn World Tables 

GDP growth  Li/Reuveny (2003) 

Inflation The yearly growth rate of the GDP deflator Li/Reuveny (2003) 

Diffusion The number of democracies in the region to 
which country belongs 

Li/Reuveny (2003) 

Year Year Polity IV 
 

                                                           
1 FDI refers to an investment made to acquire lasting interest in enterprises operating outside of the 
economy of the investor. According to the Detailed Benchmark Definition of Foreign Direct Investment: 
Third Edition of the Organisation for Economic Co-operation and Development, a direct investment 
enterprise is an incorporated or unincorporated enterprise in which a single foreign investor either owns 10 
percent or more of the ordinary shares or voting power of an enterprise 
 
2 Multilateral claims include loans from the African Development Bank, Asian Development Bank, and 
Inter-American Development Bank, use of IMF credit, and IBRD loans and IDA credits from the World 
Bank. Bilateral loans include concessional (aid) and other loans provided mainly for developmental 
purposes by the 21 member countries of the OECD Development Assistance Committee and Korea as of 
2000. 
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The regression model will be as follows (See Exhibit 1 for variable descriptions and data 
sources): 
 
Polity = Bo + B1Tradeopen + B2FDI + B3ExtDebt  
                   + B4Inflation  
                   + B5GDPgrowth 
                   + B6GDP 
                   + B7Diffusion 
                   + B8Year 
                   + u  
 

When all variables are included, the years being estimated only range from 1990 

to 1997. This is because data on external debt only reach as far back as 1990 and because 

Li and Reuveny’s data on inflation, GDP growth and regional democracies only extend as 

recently as 1997. However, when external debt is not included, the years range from 1970 

to 1997.  

 

Dependent Variable: Polity Index 

 To measure levels of democracy, “polity values” taken from the Polity IV project 

data set will be used. Polity scores range from -10 to 10, with each country’s Polity score 

calculated as the sum of two 10-point indices for DEMOCRACY and for AUTOCRACY. 

The Polity IV criteria and weights for the DEMOCRACY and AUTOCRACY indices are 

described in Exhibit 2. 

 Taking Bangladesh as an example, in 1974 its democracy score was 2 and its 

autocracy score was -4, giving an overall polity score of -2. Since 1991, however, its 

democracy score has been 6 and its autocracy score 0, giving an overall polity score of 6.  
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EXHIBIT 2 >> Breakdown of Polity IV Index 
DEMOCRACY (0-10) AUTOCRACY (0-10) 

Competitiveness of Executive Recruitment  

Election +2, Transitional +1 

Competitiveness of Executive Recruitment 

Selection +2 

Openness of Executive Recruitment 

Dual/election +1, Election +1 

Openness of Executive Recruitment 

Closed +1, Dual/designation +1 

Constraint on Chief Executive 

Executive parity or subordination +1, 

Intermediate category +3, 

Substantial limitations +2 

Constraint on Chief Executive 

Unlimited authority +3,  

Intermediate category +2,  

Slight to moderate limitations +1 

Competitiveness of Political Participation 

Competitive +3, Transitional +2, Factional +1 

Competitiveness of Political Participation 

Repressed +2, Suppressed +1 

 Regulation of Participation 

Restricted +2, Sectarian +1 

 

This places Bangladesh among countries with relatively high democratic levels of 

governance. However, the Polity IV data set does not provide each country’s scores 

within the individual components of democracy and autocracy, as listed in Exhibit 2. 

Instead, for each component category such as “Competitiveness of Executive 

Recruitment,” it combines the democracy and autocracy scores into one component 

score, making it impossible to determine the democratic versus autocratic makeup of the 

component score. 
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The Polity IV data set includes observations for all countries with populations of 

more than 500,000.  

Figure 2 illustrates the vast changes in the composition of political regimes 

throughout the 1970’s, 1980’s and 1990’s. Democracies are coded as countries with a 

polity score of 4 or above. Autocracies are those with a score of –4 or below, and 

incoherent polities are countries with a polity score anywhere between –3 and 3.  

In the 1970s and 1980s, the percentage of countries that were democracies and 

autocracies remained fairly consistent at 30 and 60 percent, respectively. However, by 

1990 about 60 percent were democracies, compared to about 30 percent that were 

autocracies. This leap perhaps was due in part to the fall of the Berlin Wall and the turn 

to capitalism and democracy as the prevailing methods of governance. 

 

Main Independent Variable #1: Trade Openness  

 Trade Openness will measure the degree to which countries are open to the 

exchange of goods and services with other countries. The variable will rely on the 

straight-forward calculation of trade openness as the sum of exports and imports, taken as 

a percentage of GDP. This way, it captures both the goods and services that countries are 

willing to sell, as well as those they are willing to purchase. 

 As noted in the literature review and by Cordova-Lopez and Meissner (2005), the 

variable for trade openness may pose a simultaneity problem because of the two-way 

causal effect between democracy and the willingness of countries to engage in trade with 

others. In other words, because democracies, by nature, may tend to be more open to 
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trade than autocracies, a regression analysis of the effects of trade on democracy may 

face serial correlation problems and produce biased results. Lopez-Cordova and 

Meissner, Bussman and others have addressed simultaneity by replacing the trade 

openness variable with an instrumental variable (IV). The IV would predict trade 

openness using variables that are not correlated with democracy, except through trade 

openness.  

 This paper, however, will model itself after Li and Reuveny (2003), who used the 

traditional method of measuring trade openness. They too noted the limitations of their 

model due to simultaneity concerns; however they addressed it by including lagged 

variables for democracy, as well as the main independent variables. They note this is a 

“partial solution,” but that many studies have dealt with this problem also through 

variable lags.  

 

Main Independent Variable #2: FDI  

Net inflows of foreign direct investment will serve as a measure of private sector 

investment from abroad. The United Nations Conference on Trade and Development 

(UNCTAD) defines FDI as “an investment made to acquire lasting interest in enterprises 

operating outside of the economy of the investor.” The forms of investment that are 

classified as FDI are equity capital, the reinvestment of earnings and the provision of 

long-term and short-term intra-company loans (between parent and affiliate enterprises). 

 

 



FIGURE 2   
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 Table 1 shows that the level of FDI received by countries across the world 

increased at a rapid rate between 1970 and 1999. While democracies historically have 

had higher levels of FDI inflows, it was autocracies that witnessed larger leaps 

(relatively) in the amount of FDI inflows. Between the 1970’s and 1990’s, the average 

level of FDI among autocracies rose by almost 1,264 percent. This increase may be 

attributed to the fact that private investment for democracies and autocracies alike was 

becoming increasingly desirable and welcome — multinational companies were looking 

to expand abroad, enticing underdeveloped countries with much-needed capital for 

economic development. Furthermore, it could be argued that autocratic governments, 

particularly those committed to free-market ideals, could more easily authorize the inflow 

of FDI into its country than democratic governments with elected government officials 

who were more directly accountable to the interests of local businesses and citizens. 

Average FDI inflows among democracies also increased by about 730 percent during the 

same time period. 

 

               TABLE 1 >> Mean FDI for Democracies and Autocracies  
            
             Democracies and Autocracies (In $US, By Decade) 

 
POLITY 1970-1979 1980-1989 1990-1999 
    

DEMOCRACIES 456.82 1646.22 3787.9. 
AUTOCRACIES 70.76 133.82 965.84 
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Main Independent Variable #3: External Debt 
 

Data on external debt came from the Joint BIS-IMF-OECD-WorldBank Statistics 

and included several categories of debt. For purposes of this paper, the data set is limited 

to two of those categories: multilateral claims and bilateral loans. Multilateral claims 

cover data for the African Development Bank, Asian Development Bank, Inter-American 

Development Bank, IMF and World Bank claims. Bilateral loans include outstanding 

debt on loans (aside from direct export credits) issued by governments which are 

members of the OECD’s Development Assistance Committee (DAC)3. 

Figure 3 shows the variation in mean levels of external debt and FDI among 

democracies, autocracies and incoherent polities and across decades. FDI was by far the 

highest among democracies throughout the years between 1970 and 2000. 

Comparatively, the mean levels of FDI were significantly lower among countries of 

incoherent polities (polity score between –3 and 3) during the same time period, and even 

lower among autocracies. However, mean levels of external debt were highest among 

autocratic governments, while democracies bore the lowest mean levels of debt globally.  

 

 

 

 
3 The DAC is the principal body through which the OECD deals with issues related to co-operation with 
developing countries. The DAC is one of the key forums in which the major bilateral donors work together 
to increase the effectiveness of their common effort to support sustainable development. 
  
The DAC Members are Australia, Austria, Belgium, Canada, Denmark, Finland, France, Germany, Ireland, 
Italy, Japan, Luxembourg, the Netherlands, New Zealand, Norway, Portugal, Spain, Sweden, Switzerland, 
United Kingdom, the United States and the Commission of the European Communities 
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Limitations 

An important design issue that needs to be addressed in this paper is the risk of 

heteroskedasticity.4 The presence of heteroskedasticity means that variances in the error 

term are not constant, causing the standard errors to be non-efficient and biased. This is 

to be expected in this model since countries may have different variability in their 

openness to trade, depending on their level of democratic governance. The diagnostic in 

Appendix II indicates that the variance of the error term in fact is not constant. Like Li 

and Reuveny, this paper addresses this problem using a form of the White estimator of 

robust standard errors, which clusters data by country. 

Another design issue has to do with on endogeneity and serial correlation in the 

error term. For more on endogeneity and its treatments, see “Main Independent Variable 

#1: Trade Openness” above. 

Finally, there are some shortcomings in the range of data available on a key 

variable of interest, external debt. When all variables are being estimated, the data are 

limited to the years from 1990 to 1997. Also, the values of external debt for many 

developed countries are not included in the data set, perhaps because they have very little 

debt or because they were intentionally left out of the data set. 

 
4 Appendix II: Heteroskedasticity diagnostics are discussed. 
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METHODOLOGY 

Time-Varying Effects 

Before estimating the model, a preliminary step is to address potential model 

misspecification. Because the effects of some variables may change over time, they 

would need to be accounted for using interaction terms with the variable YEAR. For 

example, the effects of FDI on democracy may be positive in the short term, but may 

decrease in strength over a matter of years, as discovered by Li and Reuveny (2003). The 

overall effect of FDI may also become negative in the long term if its strength 

overwhelms the initial positive effect. To explore which variables have a time-varying 

effect, a process by Li and Reuveny (2003) is used.  

This process estimates pooled time-series cross-sectional models for different 

time periods. Li and Reuveny arbitrarily chose to estimate the models for each of three 

decades between the 1970’s and 1990’s to examine changes in the direction of variable 

effects on democracy over time. For those variables that underwent reversals in their 

signs across the three decades, an interaction term was created between the variable and 

YEAR in order to capture the changes.  

Like Li and Reuveny, the models for the 1970’s and 1980’s were estimated, but 

the 1990’s were separated into two sections. This was to also determine time-varying 

effects in the EXTERNAL DEBT variable, since data are only available for this variable 

from 1990 to 2000. Only the signs of the variables for TRADE OPENNESS, FDI and 

EXTERNAL DEBT will be considered because these are the main variables of interest. 
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As is evident in Table 2, the signs for TRADE OPENNESS and FDI appear to 

fluctuate over time, particularly from the 1970’s to the 1980’s. The sign change for FDI 

is consistent with the findings of Li and Reuveny; however, they found no change in the 

signs for TRADE OPENNESS. 

 

    TABLE 2 >>  Pooled Time-Series Cross-Sectional Models        
                  Check for Time-Varying Variables (By Decade) 

 
VARIABLE 1970-79 1980-89 1990-93 1994-97 
INTERCEPT 653.79 

(4.12) 
37.15 
(0.28) 

-108.41 
(-.19) 

63.21 
(0.13) 

 
TRADE  
OPENNESS 

 
0.0037 
(0.74) 

 
-0.00752 
(-1.50) 

 
-0.0026 
(-0.35) 

 
-0.0084 
(-1.17) 

FDI 0.000037 
(0.11) 

-0.000079 
(-1.68) 

-0.00047 
(-2.64) 

-0.00021 
(-3.20) 

EXTERNAL 
DEBT 

___ ___ -0.00030 
(-0.73) 

-0.00010 
(-0.51) 

INFLATION -0.019 
(-3.22) 

0.00028 
(0.94) 

0.00072 
(1.42) 

0.000092 
(0.45) 

ECONOMIC 
GROWTH 

-0.087 
(-2.17) 

0.0669 
(1.66) 

0.041 
(0.85) 

0.058 
(1.23) 

DIFFUSION 3.24 
(7.48) 

4.26 
(15.81) 

4.68 
(10.66) 

3.94 
(9.02) 

GDP 0.0016 
(12.2) 

0.00068 
(14.19) 

0.00034 
(3.99) 

0.00027 
(4.04) 

YEAR -0.336 
(-4.18) 

-0.024 
(-0.36) 

0.050 
(0.18) 

-0.035 
(-0.14) 

 
R-Squared 

 
0.354 

 
0.466 

 
0.326 

 
0.210 

F-Stat 63.76 114.62 19.74 12.92 

N 822 927 335 400 

      NOTE: The numbers in parentheses are t-statistics. 
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 In the model, TRADE OPENNESS and FDI are interacted with YEAR to capture 

the changing effects of each variable on democracy over time. 

Empirical Results 
 
 In broad terms, the results of the model in Tables 3 and 4 appear to suggest a 

negative and statistically significant relationship between DEMOCRACY and FDI. When 

a time interaction is included for FDI in Table 3, it allows for a positive initial effect of 

FDI on DEMOCRACY that becomes increasingly negative over time. However, the 

results indicate there is no substantive or statistically significant relationship between 

DEMOCRACY and: 1) TRADE OPENNESS 2) EXTERNAL DEBT.  

 Table 3 shows results for a model that does not include external debt. Table 4 is a 

replication of the models in Table 3 except with the addition of the external debt variable. 

As a comparison of the tables shows, adding the external debt variable reduces the R-

Squared and F-statistic values of models D and E substantially. However, the statistical 

significance of most variables remained comparable between the two models. Moreover, 

the t-statistics for inflation rose and became statistically significant, and those for GDP 

fell and became not significant when external debt was added. The variable for trade 

openness remained insignificant and fell somewhat, while diffusion, which measures the 

number of democracies in the region to which a country belongs, remained highly 

statistically significant with and without external debt. Finally, FDI remained statistically 

significant whether or not external debt was included in the model. 
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TABLE 3 >> The Effects of Trade and FDI on Democracy: 1970-1997 
 
VARIABLE A B C D E 
INTERCEPT -394.46 

(63.09) 
-146.74 
(-1.86) 

-70.46 
(-0.83) 

83.24 
(1.13) 

-7.72 
(-0.06) 

TRADE 
OPENNESS 

-0.0085 
(-0.85) 

-0.0099 
(-1.00) 

-0.013 
(-1.24) 

-0.0068 
(-0.63) 

1.05 
(0.77) 

FDI 0.000068 
(2.85) 

-0.000046 
(-1.95) 

-0.000096 
(-1.41) 

-0.00011 
(-1.74) 

0.040 
(2.40) 

 
INFLATION 

 
___ 

 
___ 

 
0.00045 
(3.14) 

 
0.00018 
(1.54) 

 
0.00018 
(1.57) 

GDP GROWTH    0.0062 
(0.17) 

0.0094 
(0.26) 

DIFFUSION    4.60 
(5.87) 

4.58 
(5.84) 

GDP ___ 0.00062 
(5.85) 

0.00071 
(5.27) 

0.00052 
(3.90) 

0.00051 
(3.88) 

YEAR 0.20 
(6.29) 

0.073 
(1.85) 

0.035 
(0.81) 

-0.047 
(-1.27) 

-0.0012 
(-0.02) 

YEAR*TRADEOP     -0.00053 
(-0.78) 

YEAR* FDI     -0.000020 
(-2.41) 

 
R-Squared 

 
0.073 

 
0.240 

 
0.239 

 
0.395 

 
0.399 

F-Stat 16.61 39.98 26.01 30.43 29.96 

N 3179 3164 2652 2633 2633 

      NOTE: The numbers in parentheses are t-statistics. 
 

TRADE OPENNESS: Trade openness does not have a substantive or significant 

relationship with democracy. The t-statistic hovered between 0.77 and 1.17 (in absolute 

terms) in the models with and without external debt. This finding is consistent with 

Bussman (2001), who also concluded there is no evidence that trade openness necessarily 
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TABLE 4> > The Effects of Trade, FDI and Debt on Democracy: 1990-1997 
 
VARIABLE A B C D E 
INTERCEPT -357.97 

(-2.41) 
-332.40 
(-2.25) 

-458.43 
(-2.17) 

20.82 
(-0.10) 

-86.24 
(-0.28) 

TRADE 
OPENNESS 

0.0083 
(0.77) 

-0.0020 
(-0.17) 

-0.0066 
(-0.48) 

-0.0063 
(-0.49) 

3.00 
(0.69) 

FDI -0.000047 
(-0.33) 

-0.000096 
(-0.79) 

-0.00017 
(-1.83) 

-0.00024 
(-3.46) 

-0.146 
(-2.61) 

EXTERNAL 
DEBT 

-0.00012 
(-0.73) 

-0.00012 
(-0.83) 

-0.00020 
(-1.05) 

-0.00018 
(-0.92) 

-0.00014 
(-0.77) 

 
INFLATION 

 
___ 

 
___ 

 
0.00034 
(1.96) 

 
0.00018 
(2.51) 

 
0.000188 

(2.47) 

GDP GROWTH    0.035 
(0.90) 

0.0420 
(1.09) 

DIFFUSION    4.34 
(5.74) 

4.39 
(5.75) 

GDP ___ 0.00032 
(1.45) 

0.00033 
(1.29) 

0.00029 
(1.14) 

0.00030 
(1.16) 

YEAR 0.18 
(2.43) 

0.17 
(2.26) 

0.23 
(2.18) 

-0.015 
(-0.14) 

0.0389 
(0.25) 

YEAR*TRADEOP     -0.0015 
(-0.70) 

YEAR* FDI     0.000073 
(2.60) 

 
R-Squared 

 
0.014 

 
0.060 

 
0.060 

 
0.264 

 
0.268 

F-Stat 2.02 1.88 2.00 12.92 10.17 

N 1079 1067 740 735 735 

      NOTE: The numbers in parentheses are t-statistics. 
 

increases or reduces democracy in a country. These findings are not consistent, however, 

with Li and Reuveny’s findings that trade negatively impacts democracy, nor with 

Lopez-Cordova and Meissner’s findings that trade openness enhances the possibility for 

greater democracy in a country. 
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In substantive terms, one cannot state conclusively that trade openness imposes 

costs or benefits that directly influence the level of democracy in a country.  

 
FDI: Net inflows of FDI into a country have a significant impact on the country’s 

democracy score, and the variable has a significant effect over time in the opposite 

direction. However, Tables 3 and 4 indicate two different directions of the relationship. In 

Table 3 without the external debt variable, FDI appears to have a positive effect on 

democracy that becomes increasingly negative over time. In the years up until 2000, FDI 

is predicted to enhance a country’s democracy score, but anytime after that year, it begins 

to detract from democracy. For example, in 1990, an extra thousand dollars of FDI into a 

country is predicted to increase its polity score by 0.0002, all other factors held constant 

(0.04 + [1990 * -0.00002] = 0.0002). By 2001, however, an extra thousand dollars of 

investment is likely to reduce a country’s polity score by -0.00002. 

Table 4 indicates the opposite — that up until the year 1986, FDI has a negative 

impact on democracy, but becomes increasingly positive thereafter. However, it should 

be noted that the sample used in Table 4 is restricted to the years between 1990 and 1997 

because of the limitations of the external debt data. In fact, the number of observations is 

quite low at 735, allowing for less variation and a smaller distribution. Therefore, the 

results of Model E in Table 3 are likely to be more accurate. 

These findings on FDI are consistent with those of Li and Reuveny (2003), who 

found that FDI has a statistically significant positive initial impact on democracy, but the 
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impact loses strength over time because of a negative and significant interaction effect. 

No other studies have linked FDI to democracy. 

 
EXTERNAL DEBT: Our results indicate there is no substantive, significant relationship 

between a country’s debt owed to multilateral and bilateral institutions and its level of 

democracy. Because the variable EXTERNAL DEBT has not been addressed as a main 

independent variable explaining variations in democracy, there is no previous literature to 

compare the results with.  

 
GDP: The variable for GDP per capita is positive and statistically significant in Table 4, 

which is consistent with Li and Reuveny’s findings, as well as other previous studies. 

When external debt is added into the model, the variable becomes insignificant, but this 

may be attributed to the low number of observations.  

 
YEAR: It is interesting to note that the variable for YEAR is generally not statistically 

significant except in the models with fewer control variables. In Li and Reuveny’s 

findings, YEAR was statistically significant at the 1 percent level.  

 
POLICY IMPLICATIONS 

This paper’s findings are important, not only as a contribution to the debate over 

trade and democracy, but also in their confirmation of previous literature that foreign 

direct investment has a strong effect on democracy that can change as time goes on. 

Furthermore, these findings indicate that debt, while perhaps still a factor somehow in the 
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relationship between trade and democracy, does not have a significant impact on 

democracy.  

While recognizing that the relationship between trade openness and democracy is 

still subject to substantial debate, policymakers should take into account these findings 

which demonstrate there is no significant relationship between trade openness and 

democracy. As stated earlier, the determination of this relationship is important in helping 

policymakers understand the consequences of their actions in trade policy. While free 

traders push for greater trade and freer market policies toward other countries, they 

should know whether their interests in economic expansion are engendering greater 

democracy or not. Furthermore, it is important for policymakers to know that their 

economic policies are consistent with their government’s strategic interests, particularly 

in the times of security concerns when the desire to spread democratic ideals may be 

deemed critical to global political stability. Some argue the rise of open trade will help 

the spread of democratic ideas, thus exposing other countries to such ideals. 

Protectionists argue that trade will merely help legitimize countries whose governance 

has trampled on human rights and other democratic ideals. 

This study, like Bussman’s, shows that trade policy does not have a significant 

impact on democracy. As such, strong arguments in favor or against trade, based 

specifically on its impacts on global democracy, are unfounded. Decisions to sign free 

trade agreements or promote free-market policies likewise should not be couched in 

terms of their impacts on democracy.  
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FDI, however, does have a demonstrated positive short-term and negative long-

term effect. In making policy toward private sector investment, governments should take 

into account the immediate ability for such investment to provide a source of much-

needed capital, create jobs for citizens and establish the country as an attractive area of 

investment. This can improve social stability and welfare, while cultivating greater 

demand from citizens for access to information, goods and services from abroad. 

However, because of the oft-criticized tendency for FDI enterprises not to transfer 

knowledge and management to the local community, its positive impacts may wane over 

time. It may create domestic income inequality or generate resentment over the long run, 

thereby contributing to social unrest and leading to the government’s loss of control over 

foreign enterprises. In some countries, FDI enterprises created a backlash within the 

recipient country against the investor over income gaps, the restriction of benefits from 

the masses and the practice of many companies to send profits back to headquarters in the 

originating country.  

In making policies to provide or accept FDI, policymakers should consider that 

the sustainability of positive FDI effects over the long term is in want of attention. 

Research should be conducted into how foreign subsidiaries can be used to help promote 

long-term, sustainable growth and development in the countries in which they set up 

shop. For both the investor and the recipient country, it is not enough to rely on short-

term benefits of FDI if it is to serve as a sustainable path toward economic development. 

Not only will businesses suffer from bad practice, but economic problems can extend into 
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the social and political sphere, creating resentment against the country where the 

company originated. 

Policy toward debt also can be made with some assurance that debt burdens do 

not necessarily have a significant direct impact on democracy in either direction. From 

the perspective of lending institutions, they also can continue to provide loans without 

concern that debt burdens may have a debilitating effect on democracy in debtor 

countries. 

The basis of the initial hypothesis that debt may play a role in democracy was in 

the potential impacts that the debt burden may have on political and social stability within 

a country. As government officials scramble to throw funds into paying off the debt, it 

may lead the social and economic aspects of the country slip by the wayside, thereby 

contributing to social unrest. Negative sentiments against the lending institutions among 

the masses also may instigate more unrest, which may translate into impediments to 

democracy. 
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APPENDIX I 

  TABLE A.  Mean Values of Polity, Openness, FDI, External Debt       
        
          1970-2000 for Polity, Openness, and FDI; 1990-2000 for External Debt (130 COUNTRIES) 

 
COUNTRY Polity  

(index: -10 to 10) 
Openness  

(percent) 
FDI  

(in thousands) 
Ext Debt  
(in thousands) 

Albania -4.5 47.2 65.5 68.3 
Algeria -7.0 71.1 158.1 514.6 
Angola -6.2 88.2 427.2 46.8 
Argentina 2.1 17.6 5656.2 1561.8 
Armenia 3.4 88.7 79.7 77.2 
Australia 10.0 28.6 3999.1 — 
Austria 10.0 63.2 1136.6 — 
Azerbaijan -4.7 71.8 587.1 81.1 
Bahrain -9.5 193.6 273.0 — 
Benin -2.3 76.9 24.3 64.3 
Burkina Faso -4.7 43.8 6.2 68.1 
Bhutan -8.0 77.7 2.2 5.5 
Belarus -0.7 106.8 157.3 28.7 
Bangladesh -0.6 21.2 56.0 437.8 
Bolivia 3.0 42.7 314.1 167.4 
Botswana 7.6 92.0 36.6 -15.5 
Brazil 1.5 13.9 10345.4 997.1 
Bulgaria -1.7 116.5 375.1 254.8 
Canada 10.0 53.0 7808.1 — 
Cameroon -2.4 45.1 20.2 217.9 
Central Af. Rep. -3.8 31.9 3.0 22.7 
Chile 0.5 47.8 2620.3 -353.8 
China -7.2 30.5 26149.2 2913.2 
Colombia 7.8 27.0 1471.7 -94.3 
Comoros -1.9 60.6 0.83 4.8 
Congo -5.3 132.5 94.4 52.5 
Costa Rica 10.0 79.6 284.5 -15.7 
Croatia -2.8 95.3 681.0 56.9 
Cuba  -7.0 36.2 4.2 7.7 
Cyprus 9.6 90.6 280.1 -7.1 
Denmark 10.0 55.0 2575.1 — 
Djibouti -6.8 99.4 1.8 15.8 
Dominican  
Republic 

3.9 66.1 359.9 48.0 
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COUNTRY  Polity Openness FDI Ext Debt 
Ecuador 5.0 49.8 397.1 99.9 
Egypt -6.2 54.6 718.5 407.2 
Eritrea -6.0 41.3 49.1 182.5 
Fiji 6.5 107.1 32.6 -3.9 
Gabon -7.3 101.4 -54.65 57.3 
The Gambia 4.6 124.4 13.7 13.3 
Germany   10.0 44.6 11367.6 — 
Ghana -3.0 65.6 71.3 243.8 
Guinea-Bissau -4.8 98.5 2.5 21.1 
Greece 7.0 32.7 578.2 — 
Georgia 4.6 38.9 123.5 93.0 
Guatemala 0.7 43.3 144.4 59.9 
Guinea -6.5 43.1 13.8 109.0 
Guyana -0.7 201.9 38.1 29.7 
Haiti -5.1 38.7 7.3 44.7 
Honduras 3.6 101.6 73.6 100.3 
Hungary -0.6 76.8 2874.6 -236.6 
India 8.3 20.6 1223.0 950.8 
Indonesia -6.0 50.3 1049.7 3109.5 
Ireland 10.0 99.2 2212.4 — 
Iran -6.0 57.2 58.0 95.1 
Israel 9.1 71.2 1070.1 -127.0 
Italy 10.0 36.0 2601.7 — 
Jamaica 9.7 103.5 183.0 -33.6 
Japan 10.0 15.3 1215.7 — 
Kenya -5.9 65.5 34.2 74.0 
Kuwait -8.4 93.9 19.6 — 
Kyrgyzstan -3.0 75.3 56.1 119.6 
Kazakhstan -3.6 65.6 1177.6 186.4 
Laos -7.0 63.6 40.3 82.8 
Lesotho -4.5 121.8 18.7 20.5 
                                                           
5 For associates and subsidiaries, FDI flows consist of the net sales of shares and loans (including non-cash 
acquisitions made against equipment, manufacturing rights, etc.) to the parent company plus the parent 
firm’s share of the affiliate´s reinvested earnings plus total net intra-company loans (short- and long-term) 
provided by the parent company. For branches, FDI flows consist of the increase in reinvested earnings 
plus the net increase in funds received from the foreign direct investor.  

FDI flows with a negative sign (reverse flows) indicate that at least one of the components in the above 
definition is negative and not offset by positive amounts of the remaining components. 
http://www.unctad.org/Templates/Page.asp?intItemID=3165&lang=1  
 

http://www.unctad.org/Templates/Page.asp?intItemID=3165&lang=1
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COUNTRY  Polity Openness FDI Ext Debt 
Lithuania 10.0 121.7 308.1 54.9 
Macao -6.7 97.6 5.8 50.6 
Macedonia 6.0 98.7 47.2 36.8 
Malaysia 3.7 136.5 3245.0 -62.9 
Malawi -5.4 66.0 13.0 117.6 
Mexico -1.2 50.1 7418.9 -415.6 
Moldova 6.6 113.8 53.7 47.1 
Mali -2.9 48.3 19.4 105.0 
Mongolia -1.6 91.5 19.5 76.3 
Morocco -7.8 47.0 323.5 61.1 
Mozambique -1.2 55.0 66.2 163.6 
Namibia 6.0 118.8 80.7 11.9 
Nepal -1.9 41.0 5.7 133.9 
New Zealand 10.0 43.1 1156.8 — 
Nicaragua -0.5 88.3 78.6 206.4 
Norway 10.0 66.0 1235.9 — 
Netherlands 10.0 88.0 8157.1 — 
Oman -9.7 73.5 78.4 1.1 
Pakistan 1.4 40.5 337.6 905.2 
Panama -0.7 88.1 409.5 14.5 
Paraguay -2.7 64.7 90.1 54.6 
Peru 1.2 25.8 1175.6 524.5 
Philippines 0.1 66.1 960.9 758.9 
Papua New 
Guinea 

10.0 98.2 181.6 47.7 

Poland -1.2 38.4 3264.3 356.0 
Portugal 7.2 47.6 971.4 — 
Qatar -10.0 68.3 82.2 31.3 
Republic of 
Korea 

-0.4 51.8 2359.6 1865.0 

Romania -2.5 81.9 785.2 195.7 
Russia 4.6 41.7 2597.5 3872.6 
Rwanda -6.5 29.5 6.9 61.5 
South Africa 5.3 44.2 736.3 -32.9 
El Salvador 3.7 49.9 129.8 100.0 
Saudi Arabia -10.0 76.7 730.9 -11.4 
Senegal -2.2 82.1 40.9 90.0 
Sierra Leone -6.0 57.1 2.6 56.5 
Slovak Republic 7.8 122.4 578.1 -12.4 
Slovenia  10.0 119.7 153.7 -15.1 
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COUNTRY  Polity Openness FDI Ext Debt 
Spain 6.8 30.2 6327.0 — 
Sri Lanka 5.9 76.9 115.8 224.3 
Sudan -5.6 27.9 64.5 19.9 
Swazilan -8.8 83.8 39.4 2.1 
Switzerland 10.0 56.9 5198.9 — 
Syria -8.9 90.8 462.8 26.6 
Tajikistan -4.0 122.7 16.5 33.6 
Taiwan -1.8 79.6 1328.2 -7.5 
Thailand 3.3 70.7 2333.2 1604.6 
Turkmenistan -8.9 98.2 118.2 7.0 
Togo -5.6 76.0 15.6 41.2 
Trinidad  
& Tobago 

8.7 90.9 359.5 14.7 

Tunisia -6.5 87.1 316.3 98.8 
Turkey 6.1 39.0 547.9 157.5 
Uganda -4.4 26.1 52.5 164.1 
UK 10.0 46.8 18710.5 — 
Ukraine 6.5 71.4 488.8 467.1 
Uruguay 2.6 35.2 114.1 129.4 
USA 10.0 17.0 50762.5 — 
Uzbekistan -9.0 61.4 93.1 105.2 
Venezuela 8.6 58.7 1886.4 -4.1 
Vietnam -7.0 79.3 919.9 460.4 
Yemen -2.0 62.1 25.0 119.6 
Congo, Dem. 
Republic 

-8.9 49.5 16.0 45.0 

Zambia -4.4 99.4 100.2 183.3 
Zimbabwe -0.9 67.5 59.9 110.6 
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APPENDIX II 
 
Plot of studresids*predicted.  Legend: A = 1 obs, B = 2 obs, etc. 
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     NOTE: 6537 obs had missing values. 



 44 
 

APPENDIX III 
 
P earson Correlation Coefficients – Diagnostic for Multicollinearity 
Variable Openness Debt FDI Inflatn Growth GDP Diffsn Year 
Openness 1.000 -0.135 

<.0001 
-0.0335 
0.0417 

0.0032 
0.8611 

0.0338 
0.0672 

0.170 
<.0001 

-0.0892 
<.0001 

0.1256 
<.0001 

Debt -0.1351 
<.0001 

1.000 
 

0.2023 
<.0001 

-0.0152 
0.6404 

-0.0103 
0.7533 

-0.025 
0.353 

0.0280 
0.373 

-0.015 
0.519 

FDI -0.0335 
0.0417 

0.2023 
<.0001 

1.000 
 

-0.0172 
0.3360 

0.0129 
0.480 

0.392 
<.0001 

0.1775 
<.0001 

0.135 
<.0001 

Inflation 0.0032 
0.8611 

-0.0152 
0.6404 

-0.0172 
0.3360 

1.000 -0.141 
<.0001 

-0.289 
0.1168 

0.0693 
<.0001 

0.0705 
<.0001 

Growth 0.0338 
0.0672 

-0.0103 
0.7533 

0.0129 
0.4798 

-0.141 
<.0001 

1.000 
 

-0.049 
0.0085 

-0.132 
<.0001 

-0.136 
<.0001 

GDP 0.170 
<.0001 

-0.025 
0.353 

0.3923 
<.0001 

-0.0289 
0.1168 

-0.0487 
0.0085 

1.000 0.3621 
<.0001 

0.395 
<.0001 

Diffusion -0.892 
<.0001 

0.0280 
0.3726 

0.1775 
<.0001 

0.0693 
<.0001 

-0.132 
<.0001 

0.362 
<.0001 

1.000 
 

0.416 
<.0001 

Year 0.126 
<.0001 

-0.0154 
0.519 

0.1346 
<.0001 

0.0705 
<.0001 

-0.136 
<.0001 

0.395 
<.0001 

0.416 
<.0001 

1.000 

      NOTE: The top numbers are correlation coefficients. The bottom numbers are p-values. 
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