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Introduction

Quan Li and Adam Resnick’s article “Reversal of Fortunes: Democratic Institutions and Foreign Direct
Investment Inflows to Developing Countries” addresses a puzzle in international political economy.
Democracy can make a country more attractive to multinational enterprises by protecting property
rights and constraining arbitrary government action. At the same time, democratic participation may
reduce the special advantages foreign investors obtain from weak labor protection, tax concessions,
monopoly access, or executive discretion. The original response correctly identifies this two-sided
theory and the article’s quantitative comparison of developing countries. It contains a date error: the
dataset covers 1982-1995, not 1882-1995. A stronger review should explain the causal mechanisms,
research design, conditional findings, limitations, and continuing relevance. The article’s central
contribution is not the claim that democracy simply raises or lowers foreign direct investment. It
shows that different institutional features can operate in opposite directions and that the observed
total relationship depends on which mechanisms dominate (Li & Resnick, 2003).

Research Question

The article asks how democratic institutions affect foreign direct investment inflows to developing
countries. Earlier literature often treated regime type as one broad variable and produced
inconsistent conclusions. Li and Resnick separate democracy’s property-rights effect from its broader
political effects. They ask whether democratic constraints protect investors against expropriation and
arbitrary policy while also empowering domestic groups that demand regulation, redistribution, labor
rights, or limits on multinational power. This formulation moves beyond a simple democracy-versus-
autocracy comparison. It treats political institutions as bundles of rules that shape several parts of an
investor’s expected return.

Why Foreign Direct Investment Matters

Foreign direct investment involves a lasting ownership interest and managerial influence in an
enterprise located outside the investor's home country. Developing countries may seek FDI for
capital, jobs, technology, exports, infrastructure, managerial knowledge, and integration into
production networks. Benefits are not automatic. Investment can create enclaves, displace local firms,
exploit natural resources, transfer profits abroad, or depend on tax incentives that reduce public
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revenue. Governments therefore compete for investment while negotiating its terms. The political
system affects whether commitments are credible, who participates in the negotiation, and how costs
and benefits are distributed.

The Property-Rights Mechanism

Multinational firms make investments that cannot always be withdrawn quickly. Factories, mines,
networks, and local supply relationships create sunk costs. After the investment is made, a host
government may have an incentive to change taxes, regulations, contracts, or ownership rules.
Democratic institutions can reduce this “obsolescing bargain” problem when courts, legislatures,
elections, and checks on executive authority make arbitrary expropriation more difficult. Stable
property rights lower uncertainty and can increase expected returns. Li and Resnick therefore predict
a positive indirect effect of democracy through stronger protection of private property.

Democratic Constraints on Monopoly Advantages

The authors also argue that multinational enterprises often possess ownership advantages involving
technology, brand, capital, market access, or organizational capacity. Host governments may grant
additional monopolistic or oligopolistic privileges. Democratic institutions can make such
arrangements more visible and contestable. Legislatures, opposition parties, courts, journalists,
domestic firms, labor groups, and voters may oppose exclusive concessions or demand competition.
From a public-interest perspective, this accountability can be beneficial. From the investor’s
perspective, it may reduce extraordinary profits and therefore lower the attraction of the location. The
same institution that improves fairness can reduce FDI measured only by volume.

Limits on Financial and Fiscal Incentives

Autocratic or highly centralized executives may offer tax holidays, subsidies, land, credit, tariff
protection, or regulatory exemptions with limited public debate. Democracy can constrain these
incentives through budgeting, legislative approval, transparency, and electoral accountability.
Citizens may question why foreign firms receive benefits unavailable to local businesses or why public
funds support investment with uncertain returns. Li and Resnick view this as a second negative
pathway. The argument does not imply that democratic governments cannot offer incentives. It
suggests that the political cost and scrutiny of generous deals may be higher, reducing the net
advantage available to multinationals.
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Domestic Interest-Group Participation

Democracy expands opportunities for workers, communities, environmental groups, and domestic
businesses to organize and influence policy. These actors may demand higher wages, local
procurement, taxation, environmental safeguards, or limits on foreign ownership. Such demands can
raise costs or reduce managerial freedom. They can also improve legitimacy, reduce conflict, and
create more sustainable investment. The article focuses on the possibility that participation
discourages inflows, but the long-term effect may be more complicated. Investors often value
predictable consultation and social stability even when regulation is stronger. A democratic constraint
can reduce short-term rent while protecting the durability of a project.

Olson and the Stationary Bandit Logic

Mancur Olson argues that rulers with a long time horizon may protect production and property
because they benefit from a larger future tax base. Democracy can strengthen this incentive by
making government more representative and constrained. The rule of law, regular succession, and
broad accountability reduce predatory behavior. Li and Resnick draw on this logic to explain why
democracy may reassure investors. However, property rights are not identical to elections. Some
democracies have weak courts or unstable policy, while some autocracies provide predictable
treatment for favored investors. Institutional details and enforcement matter more than regime labels
alone (Olson, 1993).

O’Donnell and Authoritarian Investment Alliances

Guillermo O’'Donnell’s analysis of bureaucratic-authoritarian regimes emphasizes alliances among
state officials, domestic elites, and international capital. Such regimes may repress labor, limit
political participation, and maintain investor-friendly conditions. This perspective helps explain why
some multinationals might prefer authoritarian settings despite expropriation risk. The bargain can
provide low wages, restricted protest, and rapid executive decisions. Yet it remains vulnerable to
leadership change, corruption, social conflict, and selective treatment. Li and Resnick use the contrast
between Olson and O’Donnell to build a theory in which democracy generates both credibility and
constraint (O'Donnell, 1978).

Research Design

The study uses cross-national quantitative analysis of 53 developing countries over the period
1982-1995. The dependent variable is FDI inflow, while the models include measures of democracy,
property-rights protection, market size, economic growth, trade openness, and other factors
associated with investment. The authors estimate democracy’s direct effect while controlling for
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property rights, allowing them to distinguish the positive pathway from the remaining political effects.
This is an observational design. Countries are not randomly assigned political institutions, so causal
claims depend on model specification, measurement, and assumptions about omitted variables.

Main Findings

The empirical results support the article’s reversal-of-fortunes argument. Democracy is associated
with stronger property-rights protection, and property-rights protection encourages FDI. Once that
favorable pathway is controlled, the remaining direct effect of democratic institutions is negative in
the authors’ models. In other words, democracy can promote investment by making property safer
while simultaneously reducing investor privileges through participation and constraint. The total effect
is therefore conditional and potentially modest. The finding explains why earlier studies could reach
different conclusions depending on which institutional variables they included.

Interpreting the Direct Negative Effect

A negative coefficient should not be interpreted as proof that democracy is economically harmful or
that repression is an appropriate development strategy. FDI quantity is not the only social objective. If
democracy reduces inflows by preventing tax giveaways, labor abuse, pollution, or monopoly
concessions, lower investment may accompany better public governance. The composition and
quality of investment matter. A transparent democracy may attract firms willing to operate under
stable rules while discouraging projects dependent on political favoritism. Policy evaluation should
therefore examine wages, technology transfer, tax revenue, local linkages, environmental
performance, and resilience in addition to total inflow.

Strengths of the Article

The article’s main strength is theoretical disaggregation. It does not assume that democracy has one
mechanism or that all investors value the same conditions. The authors connect political institutions
with firm incentives and test a conditional argument using a multi-country dataset. They also bridge
debates about globalization and democratization, showing that greater political participation can both
support markets and constrain capital. The article’s discussion questions remain useful because
governments continue to balance credibility with bargaining power. Its framework encourages
researchers to ask which part of democracy matters—elections, courts, veto players, civil liberties, or
participation—rather than relying on one summary score.
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Measurement Limitations

Cross-national indicators compress complex institutions into numerical scales. Democracy measures
may not capture judicial independence, corruption, federalism, local governance, or informal power.
Property-rights indicators may reflect the perceptions of investors and experts, creating circularity
when those perceptions are also related to investment. FDI data can be distorted by offshore financial
centers, mergers, intracompany loans, and accounting structures that do not represent new
productive capacity. Measurement error can weaken or shift estimated relationships. A country-year
dataset also hides differences among sectors, regions, and firms.

Time Period and Historical Change

The 1982-1995 period included debt crises, structural adjustment, the end of the Cold War,
privatization, and rapid changes in capital mobility. The digital economy, global value chains,
investment treaties, climate policy, and contemporary geopolitical rivalry have since changed
investment decisions. Firms now consider data regulation, supply-chain resilience, sanctions, critical
minerals, renewable energy, and national-security screening. The article remains theoretically
relevant, but its coefficients should not be treated as timeless. Replication with newer data and
sector-specific analysis is necessary.

Endogeneity and Reverse Causation

Democracy may affect FDI, but FDI can also affect political institutions through growth, lobbying,
inequality, labor markets, and elite alliances. Economic development may influence both regime
stability and investment. Governments may strengthen property rights because they anticipate
investment rather than investment arriving only after reform. Statistical controls reduce some
confounding but cannot eliminate every alternative explanation. Stronger research designs might use
institutional reforms, panel methods, instrumental variables with credible assumptions, or detailed
within-country comparisons. Qualitative case studies can also reveal how actual negotiations occur
(UNCTAD, 2025).

Differences Among Multinational Enterprises

Investors are not a single group. Extractive companies may prioritize access to resources and long-
term contracts. Manufacturers may value infrastructure, suppliers, labor skill, and export access.
Digital firms may care about data rules and network effects. Firms from democratic and authoritarian
home countries may respond differently to transparency or political risk. Some companies seek stable
regulation, while others profit from weak enforcement. Future research should test whether
democratic institutions attract different kinds of firms rather than asking only whether total FDI rises.
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Democracy, Rule of Law, and State Capacity

Developing countries do not attract responsible investment through property rights alone. Courts
need capacity, contracts need enforcement, agencies need expertise, and infrastructure must
function. A democratic state with slow administration and unpredictable local enforcement may still
deter investment. An authoritarian state may make rapid promises but lack credible succession or
impartial dispute resolution. Rule of law should protect workers, communities, and domestic firms as
well as foreign owners. Selective property protection granted only to powerful investors can deepen
inequality and weaken legitimacy.

Policy Strategies for Democratic Developing
Countries

Democratic institutions can attract FDI by creating transparent, predictable, and efficient rules.
Governments should publish investment criteria, reduce arbitrary licensing, strengthen courts, digitize
administration, and use competitive procurement. They should maintain macroeconomic stability and
invest in infrastructure, education, and workforce capability. Incentives should be targeted, time-
limited, publicly costed, and linked to measurable benefits such as employment, training, exports, or
technology transfer. Consultation with communities and domestic firms can identify conflict early.
These measures increase credibility without sacrificing democratic accountability.

Beyond Property Rights

Property rights are important but not sufficient. Investors consider market size, growth, labor skills,
logistics, energy reliability, exchange-rate risk, trade access, taxation, political stability, and supplier
ecosystems. Democratic institutions may strengthen these conditions through accountable public
investment and policy learning. They can also produce coalition conflict and slower decisions. The
solution is not to eliminate participation but to design clear procedures, deadlines, reasons for
decisions, and review mechanisms. Predictability can coexist with debate when institutions are
capable.

Answer to the Discussion Question

Democratic developing countries can secure FDI without relying only on private-property protection.
They can offer credible and equal regulation, efficient administration, trained workers, infrastructure,
access to regional markets, transparent taxation, competition policy, and mechanisms for resolving
disputes. They can also differentiate themselves through political legitimacy and lower risk of sudden
social backlash. Property rights remain central because irreversible investment requires security, but

Copyright © 2026 Academic Master. | 6



@ ’ACADEMIC

the rights must exist within a broader development strategy. A country that protects foreign assets
while neglecting education, public services, labor rights, and domestic enterprise may attract capital
without achieving inclusive development.

Conclusion

Li and Resnick explain why democracy can both attract and constrain foreign direct investment.
Democratic institutions may strengthen property-rights protection and reduce predatory government
behavior, encouraging firms to make long-term commitments. The same institutions can empower
citizens and domestic groups, limit monopolistic privileges, and reduce generous incentives, thereby
lowering some forms of FDI. Their analysis of 53 developing countries from 1982 to 1995 supports this
conditional argument, though measurement, endogeneity, aggregation, and historical change limit
broad causal conclusions. The policy lesson is not that developing countries should weaken
democracy to attract capital. It is that they should build capable democratic institutions that offer
predictable rules while negotiating investment in the public interest. The quality, distribution, and
sustainability of FDI matter as much as its volume.
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