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Introduction

Democracy consists of at least two sets of institutions.

Elections determine allocation of executive power.
Checks and balances govern the extent of this power.

Here we are interested in the effect of executive constraints.

Theory: constraints prevent policy activism.

Can be good or bad for growth but it certainly reduces political risk.

If investors dislike political risk then executive constraints make
countries more attractive for investors.
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This Talk

Related Literature

Executive Constraints

Investment flows and Executive Constraints

A Learning Model of Political Risk
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Related Literature

Estimation: Wooldridge (1999), Silva and Tenreyro (2006)

Sudden collapse: Rodrik (1999), Aguiar and Gopinath (2007)

Democracy and volatility: Acemoglu et al (2003), Moborak (2005)

Political risk and investment: Jensen (2008)

Same size does not fit all: Persson and Tabellini (2008)

Besley and Mueller (Washington DC) Institutions, Volatility and Investment 13 September 2016 4 / 24



Executive Constraints - Discussion

Use of institutions as a constraint on power is an old idea.

de Toquevile (1835) writes on the role of the judicature branch:
"When the American people allow themselves to be intoxicated by
their passions, or abandon themselves to the impetus of their ideas,
jurists make them feel an almost invisible brake that moderates and
stops them."

Mill (1859) describes a limit to the power of a ruler that can be
achieved through "[...] establishment of constitutional checks, by
which the consent of the community, or of a body of some sort,
supposed to represent its interests, was made a necessary condition to
some of the more important acts of the governing power"
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Executive Constraints - Definition

We use xconst from Polity IV which measures constraints on a scale
of 1 to 7.

"executive constraints": the extent of institutionalized constraints on
the decision making powers of chief executives.

Western democracies: legislatures or an independent judiciary.

Other options: ruling party in a one-party state, councils of nobles or
the military in coup-prone polities.

Strong executive constraints (xconst = 7): “Accountability groups
have effective authority equal to or greater than the executive in most
areas of activity.”
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Foreign Direct Investment Data I

Out data comes from the dutch central bank, De Nederlandsche Bank
(DNB).

Quarterly data from 1983 till 2012 at the industry level.

We aggregate to sectors to have less 0s.

Positive flows (i.e. we ignore flows back to the Netherlands).

Robustness: OECD and UNCTAD data
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Figure 2: Investment Inflows over Time (Mean Share)

Note: Graph shows average for countries that were always in strong or weak executive constraints.
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Exploiting Changes in Executive Constraints

33 countries changed constraints in our sample

FDI/trade/gravity literature: run Pseudo Poisson regressions

E {xsct : αcs , δct , yct ,Xst} = exp (αcs + γΩ (δct ) + βyct + logXst )

xsct is the inflow of investment in sector s in country c in year t

Ω (δct ) is dummy for strong executive constraints, δct ∈ {W , S}
Fixed effects on the country (c) / sector (s) level, θc ,s

Exposure variable Xst : world flows in the sector s at time t

Idea: did adopters "join the club"?
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Figure 3: Adoption of Strong Executive Constraints

Solid line shows coefficients on leads and lags around the adoption date (at 0) of strong executive constraints plus the
coefficient on the “strong executive constraints” dummy. Dashed lines show 95% confidence intervals using the standard
deviation of the lead and lag coefficients.
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Exploiting Changes in Executive Constraints

Boost to investment of about 80 percent on average.

Diversification effect: more industries with inflows.

Robustness: robust to controlling for other institutions, human
capital, GDP pc, reform index...

Sector analysis: politically connected sectors Faccio (2006)

But can we link this to political volatility?
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Executive Constraints and Political Risk

Lower growth volatility in countries with strong executive constraints.

holds within countries and between countries
holds controlling for GDP per capita and time fixed effects

Following graph plots distribution of growth in countries with strong
and weak constraints.
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Figure 5: Executive Constraints and GDPpc Growth
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Model - Set Up

Model of investors, the economy and politics.

Institutions determine the constraints on the executive δ ∈ {W ,S}
Strong constraints imply that default policies are sometimes imposed.

This reduces aggregate volatility.

Firm profits depend on aggregate productivity growth.

Irreversible investments: investors care about expected productivity
growth and volatility.
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Core of the Model: Updating I

Investors observe growth history and build beliefs regarding

mean productivity growth κ (δ)

volatility σ (δ)2ε .

Assumed to be different for every country/regime.

Learning model: Bayesian updating of expected mean and variance

What happens when a country switches institutions, δ?

Assumption: investors use history of other countries as prior.
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Core of the Model: Updating II

Investors take κ (S) and σ (S)2ε from other countries with δ = S .

Assume in the first year that the new adopter has the same values.

In the following years they observe growth and update.

Updating depends on the strength of the prior D.

Very high D: country growth path plays no role.
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Updating formula

Define the data moments

G 1 (δ, t) = µ̂g (δ, t) and G
2 (δ, t) = σ̂2g (δ, t) + µ̂2g (δ, t) ,

i.e. this are the moments in all countries with institutions δ in year t.
Update country-specific mean of growth as

µ̂gct (δ, τ (c) ,D) =

D × G 1 (δ, τ (c)) +
t
∑

s=τ(c )
gcs (δ)

D + t − τ (c)

where τ (c) is the year in which the country transitioned to
δ ∈ [S ,W ].
Note how small D gives more weight to the country experience.
Volatility is updated in a similar way.

σ̂2gct (δ, τ (c) ,D) = ...
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Using the Model

The learning model leads to some gains in terms of fit to the
investment data.

It is also in line with separate measures of political (credit) risk from
ONDD.

We can use the model to construct a counter-factual.

Use estimated parameters together with growth history to construct
the counter-factual.

Simulate foreign investment flows with the counter-factual.

Key point: model helps to understand country heterogeneity.
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Conclusion/Ideas

Strong executive constraints are a good predictor of FDI inflows.

We find some evidence that the adoption of strong executive
constraints attracts FDI.

We argue that this is because they lower political uncertainty.

We build a learning model that allows us to explain the reduced form
flows better.

Our model allows us to understand country heterogeneity.
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