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Introduction
Quan Li and Adam Resnick’s study of democratic institutions and foreign direct investment addresses
a problem that remains important for developing countries: democracy can make investment safer
while also limiting some privileges that multinational firms may prefer. Courts, legislatures, elections,
and constraints on executive power can strengthen property rights and reduce the risk of arbitrary
expropriation. Yet the same institutions can empower workers, domestic firms, communities,
opposition parties, and voters to demand taxes, environmental safeguards, labor protection,
competitive markets, or limits on exclusive concessions. The relationship between democracy and FDI
is therefore not a simple question of whether democratic or authoritarian governments attract more
capital. Li and Resnick’s analysis of 53 developing countries from 1982 to 1995 separates these
competing mechanisms and shows why earlier studies could produce contradictory results. Their
central contribution is theoretical disaggregation: democratic institutions affect several parts of an
investor’s expected return at the same time, and the net result depends on which effects dominate in
a particular institutional and economic setting.

Property Rights, Credibility, and Investor Risk
Foreign direct investment usually involves assets that cannot be withdrawn easily after a project
begins. Factories, mines, distribution networks, and supplier relationships create sunk costs, leaving
firms exposed if a host government later changes taxes, contracts, ownership rules, or licensing
conditions. Democratic institutions can reduce this risk when independent courts, legislative
constraints, transparent procedures, and regular political succession make arbitrary policy reversal
more difficult. This logic resembles Mancur Olson’s argument that institutions with a longer time
horizon may protect productive activity because future prosperity expands the tax base. Li and
Resnick find that stronger property-rights protection is associated with more FDI, supporting the idea
that credible rules matter to investors. However, elections alone do not guarantee this outcome.
Some democracies have weak courts or unstable administration, while some authoritarian
governments provide predictable treatment to favored investors. State capacity and enforcement
therefore matter alongside regime type. Investors ultimately respond to whether commitments are
credible in practice, not merely whether a constitution formally limits executive power.
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Democracy as a Constraint on Special Advantages
Democracy can also reduce investment incentives that depend on limited public scrutiny.
Multinational firms may value tax holidays, regulatory exemptions, monopoly access, weak labor
enforcement, or executive discretion that allows projects to move rapidly. Democratic legislatures,
journalists, courts, domestic businesses, unions, environmental groups, and voters can make these
arrangements more contestable. From the investor’s perspective, additional scrutiny can lower
extraordinary returns or lengthen negotiation. From a public-interest perspective, the same process
can prevent subsidies that cost more than they deliver, reduce corruption, and improve the
distribution of gains from foreign investment. This is why a negative direct statistical effect of
democracy should not be interpreted as evidence that democratic institutions damage development.
FDI volume is only one outcome. If lower inflows result because a country refuses environmentally
harmful projects, excessive tax concessions, or politically connected monopolies, the smaller
investment total may coexist with better governance and stronger long-term development. This is
why policy analysis should examine the terms, sector, and developmental contribution of investment
rather than treating aggregate inflows as an unquestioned social benefit.

Research Design, Findings, and Limits
Li and Resnick use cross-national quantitative analysis covering 53 developing countries between
1982 and 1995. Their models include FDI inflows, democracy, property-rights protection, market size,
growth, trade openness, and other investment-related factors. The results support a “reversal of
fortunes” pattern: democracy contributes positively to FDI through stronger property rights, while its
remaining direct effect becomes negative once that favorable channel is controlled. This finding is
important, but it comes from an observational design in which countries are not randomly assigned
institutions. Measures of democracy and property rights compress complex political realities into
numerical indicators, and FDI data can be distorted by mergers, offshore structures, and financial
flows that do not represent new productive capacity. The historical period also predates digital
platforms, contemporary investment screening, climate policy, global value-chain restructuring, and
current geopolitical fragmentation. The framework remains useful, but its coefficients should not be
treated as timeless estimates for every developing economy.

What the Framework Means in 2026
Current investment patterns reinforce the need to examine quality as well as quantity. UNCTAD
reported that global FDI rose to about $1.6 trillion in 2025, but the recovery was concentrated in a
relatively small group of economies and sectors, while developing economies recorded only modest
growth in inflows. For developing countries, foreign investment can support jobs, exports,
infrastructure, skills, and technology transfer, but these benefits depend on project structure and
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domestic institutions. Democratic governments do not need to choose between protecting investors
and protecting citizens. They can strengthen courts, publish investment criteria, improve licensing,
build infrastructure, train workers, and provide reliable dispute resolution while also requiring
transparent taxation, competition, labor standards, and community consultation. Incentives can be
targeted and time-limited rather than hidden or open-ended. Predictability matters to investors, but
predictability can coexist with democratic debate when procedures, deadlines, and responsibilities are
clear. Capable administration can reduce uncertainty without eliminating scrutiny, participation, or
legal protections for affected communities.

Conclusion
The relationship between democratic institutions and FDI is best understood as a balance of several
mechanisms rather than a single positive or negative effect. Democracy can attract foreign investors
by strengthening property rights, limiting arbitrary government action, and improving the credibility
of long-term commitments. The same institutions can reduce special advantages by empowering
voters, workers, domestic competitors, and communities to challenge monopoly privileges, subsidies,
weak regulation, or unequal bargaining. Li and Resnick’s 1982–1995 study demonstrates how these
forces can operate simultaneously, but later economic change means the historical estimates should
be interpreted as evidence for a framework rather than as current universal coefficients. Developing
countries seeking sustainable investment should therefore focus on capable institutions, transparent
rules, infrastructure, human capital, and fair dispute resolution. The aim is not simply to maximize the
volume of incoming capital. It is to attract investment that builds productive capacity, creates durable
employment and skills, contributes public revenue, and remains legitimate enough to survive political
and social change.
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