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ABSTRACT   

Since the “lost decade” of the 1980’s Latin America has attracted several 

forms of capital from abroad.  Extensive studies about the effects of capital have 

found mixed results, but have established that these emerging markets are still 

constantly seeking out foreign monies.  Despite unresolved debates over the 

consequences, policy makers desire to understand the determinants of capital 

inflows—specifically foreign direct investment (FDI), portfolio investment (PI), and 

remittances.  Although determinants of FDI have been extensively studied, portfolio 

investment and remittances, which make up a combined three-fourths of capital 

inflows for many of these nations, have been mostly ignored.  In this study, I 

investigate the different factors and dynamics that determine these three different 

forms of capital inflow.  I argue that the factors (macroeconomic, political, and 

domestic) that help determine each of these types of capital inflows are different 

across inflow type.   I find that PI remains the most unpredictable form of capital to 

the region, but that remittances and FDI demonstrate important similarities that policy 

makers should consider.  My findings about remittances also have substantial 

implications for future research of migrants’ decision to remit as well as the states 

ability to stimulate these flows with implications for capital control policy.   
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CHAPTER I 
  

INTRODUCTION 
 

 The economic performance of Latin America since the “lost decade” of the 

1980’s has been on a gradual upwards climb, yet has not withstood startling setbacks 

(Boeker 1993).  The Washington Consensus1, presented as the economic reform 

package to end the market downturns, has largely been replaced by market driven 

economic policy and signaled a return to concerns about government infrastructure as 

well as effects on poverty and inequality levels due to these reforms.  Foreign capital 

has had a sizable role in the economic recovery seen in Latin America.  Although 

foreign direct investment (FDI) still makes up most of total foreign capital, faster-

moving portfolio flows as well as less predictable worker remittances are increasing in 

importance for Latin American economies.  

 FDI has been cited as partially responsible for much of the economic recovery 

of the region and investment has recovered steadily since the loss of the petro-dollar 

recycling in the 70’s (Kentor and Boswell 2003).  Increasingly more permanent forms 

of finance, such as direct investment after the privatization in the 1990’s, has led to a 

measurable economic growth in the region (Birch 1991; Bird 1996; Grosse 1997, 2001).  

Since the 1980’s there has also been an increase in the data quality and collection 

efforts from this region giving new insights into other forms of finance that are on the 

rise in the region.  Steady increases in portfolio flows since the emerging-market crisis 

of the late 1990’s have contributed to a growing literature of their specific causes and 

                                                 
1 See Williamson and Kuczynski (2003) for discussion of origin of the term; and Stiglitz (2002) and Basu 
(2003) for a discussion of its specific policies and effects.  
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effects (Alqhuist 2006; Haley, 1999; Little and Leblang 2004).  Portfolio investment is 

less-studied with regard to the Latin American region, yet it is considered an important 

player in the development patterns of emerging markets (Reisen and Soto 2001; Levine 

2001; Stiglitz 2001).  

Remittances have recently been recognized as an enormous source of capital to 

many Latin American nations, though its emergence has not come without controversy.  

Worker remittances represent a very different form of capital than either portfolio 

investment or FDI.  This capital is more consistent (Kapur and Singer 2006) and less 

prone to dramatic increases and decreases, as are FDI and PI (Aggarwal 2006; Blue 

2004).  Remitters’ monies represent the second largest form of capital for emerging 

market economies (Aggarwal, Demirguc-Kunt, and Martinez Peria 2006, 1; Ratha 

2003; World Bank 2006).  This makes the analysis provided in this paper ever 

important as policy makers are searching for proxies for garnering this type of 

investment.  Furthermore, recent improvements in data gathering have not been 

followed by research subjecting this data to rigorous quantitative testing.  Remittances 

have been analyzed as both a stimulus and retardant of development (Foster and 

Rosenzweig 2001; Kapur and Singer 2006; Kapur 2005) as well having both positive 

and negative influences on equitable income distributions (Blue 2004; Funkhouser 

1995; Stark, Taylor and Yitzhaki 1986). 

 Despite the controversy surrounding the effects of these three kinds of capital, 

countries are still seeking policies that will attract more of each of these forms of 

foreign capital (Kobrin and Wu 2005; Simmons and Elkins 2004).  Naturally, countries 

seek more money to simulate developmental policies. However, models uncovering the 
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factors that abet these capital inflows only focus on part of the puzzle by focusing only 

on one or two of these capital inflows as the dependent variable  (Alqhuist 2006; 

Biglaiser and DeRouen 2007; Jensen 2003).2  This study will create a joint-model of 

predicting these flows in order to better delineate their specific differences and outline 

the types of capital inflow policies that states should utilize in order to attract maximum 

amounts of foreign capital.3   

 Long-term investment, often emanating from multinational corporations 

(MNC’s), has shown instability in investment patterns after debt crisis and currency 

debacles littered Latin America in the mid-1990’s. Portfolio flows plummeted after a 

series of bond defaults that plagued the region at the end of the 1990’s, demonstrating 

their volatility.  These defaults, led ostensibly by the Peso crisis in Mexico in the 1994 

and followed by the massive inflation that led to Argentinean economic crisis at the 

start of this century, created nervous short-term investors and purchasers of bonds 

(Minushkin 2006).  These recognizable declines in PI and FDI investment due to the 

economic crisis faced by the region were not similarly reflected with overall remittance 

monies. On the other hand, remittances have proven to be a more stable inflow with 

                                                 
2 Specific to Latin America, Biglaiser and DeRouen (2006) look at determinants of FDI.  Jensen 2003; 
Alqhuist 2006; Birch 1991; Grosse 2001 utilize a full set of developing countries and do not specifically 
relate their analysis to Latin America.  See Crenshaw (1991) and Agosin and Davis (1995) for FDI 
determinants in relation to both developing and developed countries and (Loree and Guisinger 1995) for 
analysis of specific US FDI determinants which make up nearly 70% of all FDI inflows to the region 
(World Bank 2006).  
3 The effects of these kinds of investment on financial and political crises are varied. FDI has been the 
focus of foreign capital’s effects on host countries (Bergsten, Horst and Moran 1978; Biersteker 1978; 
Hymer 1976; Knickerbocker 1976; Moran 1998) but recent studies have looked at the effects of more 
short-term portfolio flows (Minushkin 2006) and specifically on Latin America (Haley 2001; Williamson 
and Kuczynski 2003), yet far fewer studies (Blue 2004; Kapur and Singer 2006; Ratha 2003) have looked 
at the large scale economic and political impact of remittances. Despite these debated effects, this study 
assumes a desire for foreign capital in a recovering Latin America (Kobrin and Wu 2005; Williams and 
Kuczynski 2003).   
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consistent increases throughout the 1990’s.4  Figure 1 demonstrates these differences.  

This figure also shows the dramatic effects of the worldwide bond defaults and 

emerging market crisis at the end of the decade.5

Figure 1: Capital Inflows To Latin America 
1980-2003
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   The negative net portfolio investment (starting around 2001) is indicative of 

the financial flight that occurred at the start and immediately following the Argentinean 

collapse and demonstrates the herding symptom, whereby investors often flee at the 

same time, expected with PI (Alqhuist 2006; Minushkin 2006).  Figure 1 also shows the 

                                                 
4 Despite the controversies over the data available for total worker remittances, I follow Biglaiser and 
DeRouen (n.d), Buch and Kuckeulenz (2004), Kapur and Singer (2006) and Lianos (1997) on the 
assumption that even with the underestimation (as these represent on reported remittances, or those that 
pass through formal channels) the World Bank’s data still produces a trend that is explicit to remittances.   
5 See Corbett and Vines 1999 for discussion of how the Asian Financial crisis affected all emerging 
markets 
6 Following four years of continuous decline, FDI flows to Latin America and the Caribbean registered a 
significant upsurge in 2004, reaching $68 billion — 44% above the level attained in 2003 (ECLAC 
2006). 
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period in which FDI was impacted by the aforementioned crisis and inflows slump, 

although without the dramatic decrease seen with portfolio investment.  It also sketches 

the slower response to crisis with regards to FDI when compared with the more 

obvious, immediate reactions for portfolio flows following the 1995 peso crisis in 

Mexico, and in 2002 after the Argentinean collapse.7  Finally, Figure 1 shows that the 

trends underlying remittances are separate from the other forms of capital inflows to 

this region with net level of remittances constantly growing throughout this period.  

Given these wide variations in total inflows, it is obvious that attracting all three types 

will be more complicated than simple trade or economic liberalization.  How does a 

state satisfy a portfolio investor, a MNC, and a migrant worker while maintaining sound 

economic policies that contribute to steady growth?   

In this paper, I demonstrate the key differences in the determinants of each of 

these inflow types and I also briefly weigh in on the cost and benefits of garnering these 

different forms of inflows.  To do this, I employ a time-series cross-sectional regression 

analysis in order to demonstrate the different impact that macroeconomic conditions can 

have on both FDI and remittances in contrast to short-term oriented portfolio 

investments.  I argue that, in addition to macroeconomic factors, political factors are 

important determinants for each of these types of inflows, but that they will impact each 

of these inflows in very different ways.  

 

 

                                                 
7 Typically, FDI is defined as “an investment involving a long term relationship and reflecting a lasting 
interest and control by a resident entity in one economy” (Buthe and Milner 2004, 2). 
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CHAPTER II 

LITERATURE REVIEW 

Foreign Direct Investment 

 FDI inflows to Latin America gradually increased toward a more rapid 

development since the ‘petrodollars’ boom fizzled near the end of the 1970’s (Boeker 

1993). In the last 10 years, Latin America has benefited from these inflows particularly 

to its natural resource sectors on the back of a commodity boom.  Increased stabilization 

amongst political and economic conditions and continuous, although wavering, growth 

in Latin America has provided investors with decreased risk and higher return rates than 

has previously existed (Birch 2001; Grosse 2001).  The healthy growth rate for Latin 

America in 2005-2006 of 4.5%8, although far below their emerging market counterparts 

experiencing 8.8% growth in Asia (World Bank 2006), provides investors with reason 

to invest.  This supportive backdrop aligned with sound macroeconomic policies, 

including liberalized markets and more transparent financial flows (IADB 2006), has 

lead to policy makers capitalizing on the unique opportunity to attract more FDI to the 

region.  Strengthened regional currencies, improved balance sheets of both sovereigns 

and corporates, and debt reduction have all added to the attraction of permanent 

investment forms in Latin America (World Bank 2006).   

 Two strains of major literature are important for analyzing FDI inflows.  The 

first, constituting the vast majority of studies concerning FDI, delineate its effects both 

positive and negative.9  Despite the debate over its effects, developing states have 

                                                 
8 This is a composite measure drawn from averages across all 18 countries included in the dataset.  
9 See Galtung (1971) Cardoso and Faletto (1979) of the dependent development thesis who argue that 
FDI has detrimental impacts to sustainable economic growth versus Moran (1998) and Jensen (2006) who 
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recently become interested in attracting FDI (Kobrin and Wu 2005; Simmons and 

Elkins 2004).  To better assess this, recent studies have addressed the determinants of 

these flows including studies that have looked at the breadth of the democratic 

advantage argument (Jensen, 2003; Li and Resnick, 2001), political variables (Alqhuist, 

2006) and other economic characteristics and policy choices (Biglaiser and DeRouen 

2006, n.d.; Birch 1991; Crenshaw 1991).  In this study, I hope to integrate selection 

theories into a single baseline model, which alongside portfolio flows and remittances 

will help to delineate specific factors that contribute to these three forms of investment.  

That is, the FDI determinant literature focuses on three major sets of factors; 1) 

macroeconomic conditions, 2) political variables, and 3) domestic conditions; I will 

outline the specific causal factors attributed to each set of variables.  

 Several macroeconomic conditions are expected to affect FDI.  GDP per capita 

represents wealthier nations equalized by size of population.  As Grosse (1997) and 

Jensen (2006) demonstrate countries with higher per capita GDP are expected to 

promote future MNC involvement, as growth is more sustainable.  Economic growth 

rates are expected to demonstrate to investors the potential for higher return values on 

investments (Cho 2003) and are associated with higher levels of FDI (Biglaiser and 

DeRouen 2006; Birch 1991; Brewer 1993; Tuman and Emmert 2004; Gastanaga, 

Nugent and Pashamova 1998).  Research on macroeconomic policy has shown that 

increased inflation results in lower levels of FDI and that, historically in Latin America, 

inflationary problems have led to financial collapse and capital flight (Fraga 2004).   

                                                                                                                                               
purport the importance of this form of capital to liberalizing economies, and integrating markets, 
retarding possible market downturns.  
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 Political variables have also been studied as potentially affecting the propensity 

for a state to attract FDI.  While the level of democracy (or regime type, in general) has 

been the most tested political variable, it has yet to reveal consistent and uncontested 

results.  Jensen (2003) finds reason for reserved optimism concerning the advantages of 

democracy on increased capital flows.  Li and Resnick (2003) find that newly 

democratized states may be less likely to receive FDI but that “over time the 

consolidation of democratic governance should bring about better property rights 

protections, improving the prospect of getting more FDI inflows” (203).  Conversely, 

Olson (1993) demonstrates that authoritarian states are more likely to collude with 

monopolistic multi-national corporations (MNCs) and better able to provide immediate 

benefits from foreign capital to the ruling elite.  Despite these differences, it is apparent 

that a state’s regime type has an impact on investors’ decisions.   

 Closely linked to the ‘democratic advantage’ argument is the idea that, instead 

of regime type being important, investment may hinge on regime durability, or the 

length of time which the state has been either democratic or autocratic (Alqhuist 2006; 

Biglaiser and DeRouen 2006).  Regime durability implies stability, and MNCs 

presumably are seeking a stable environment in which to invest (Friedman 1999; Oman 

2000).  I expect that, in contrast to my other two dependent variables, FDI will respond 

positively to democratic institutions as well as the stability represented by regime-age.   

 Other political variables that may affect a decision to invest in a country include:  

whether the country is currently under an International Monetary Fund (IMF) program; 

what type of electoral system exists; the honeymoon effect that newly elected leaders 

may experience; and the number of veto players that exist.  IMF program 
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implementation is often cited as a signal for the states commitment to reform thereby 

inciting higher levels of capital investment (Bird and Rowlands 2002).  On the other 

hand, several political economists argue extensively that IMF program commitments in 

fact disengage investors, and they argue that these states will see a decline in FDI 

(Jensen 2006, 2005; Vreeland 2003; Gould 2003; Przeworski and Vreeland 2003).  

Jensen (2006) summarizes their arguments demonstrating that “the value of these 

reforms [of IMF conditions], to multinationals remains debatable” (130).   

 Furthermore, the honeymoon period following a leader’s election may allow for 

quick, liberalized policy implementation.  Political leaders have increased autonomy 

immediately after taking office, as they can blame the outgoing leadership for economic 

problems and implement their own economic policies without the constraints of 

immediate audience costs (Biglaiser and Brown 2003).   

 Finally, electoral systems are expected to have effects on a MNC’s decision to 

invest.  This argument hinges on how the number of veto players can present an 

increased barrier to changes in the market and capital control policies most important to 

a MNC.  MNCs may prefer liberalized policies but they also prefer those policies that 

are stable and yet adaptable with the state’s political scene. For instance, MNC’s seek a 

“[state with] market-friendly policies [that] appears flexible enough to adapt to world 

economic and political conditions” (Jensen 2006, 102). More veto players has been 

linked to greater property rights’ protection (Olson 1993, 2000; Bates 2001), which 

generates greater incentives for MNC’s to invest. On the other hand, Henisz (2000) 

demonstrates that more veto players coupled with greater preference heterogeneity 

create a ‘political hazard’ for FDI flows – as policy changes become more difficult.  For 
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this research, I utilize a checks and balance measure that is a good indication of 

fractionalization – which implies more points at which a policy change can be vetoed – 

to address the responsiveness of governments.  I make a few assumptions about this 

variable.  First I assume that all players have a veto (detailed in variable description), 

and that all players are rational.  Also I assume that veto players are equally informed of 

preferences – both voter and elite – and economic conditions.  I expect a negative 

relationship; following Henisz (2000) who posits that greater fractionalization within 

governments can lead to an unstable environment for MNC investment.   Unlike Jensen 

(2006) who believes MNCs will seek states with more veto players (on the assumption 

that they can sway preference structures) I believe that the fear of opportunistic 

nationalization measures (well known in Latin America) will keep investors seeking 

homogenous preference structure, whereby veto players preferences are easier to 

discern (Henisz 2000).   

 Previous research has also focused on domestic conditions as predictors of FDI.  

Economic policies implemented by these regional governments are expected to have 

varied impacts on FDI.  Privatization is commonly used as an explanatory variable for 

increasing FDI flows (Baer and Miles 2001; Birch 1993; Birch and Halton 2001).  

Many Latin American countries have sold state-owned enterprises in hopes of cutting 

losses and adding to the growing infrastructural stability of the state.  This has been 

especially prominent in telecommunications, electricity, mining, and foreign 

corporations that have capitalized on the denationalization process observed throughout 

the 1990’s.  In addition, capital liberalization provides more transparent financial 

institutions and increased corporate autonomy within invested countries (Armijo 2001; 
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Haley 2001).  Ultimately, liberalized capital policies provide incentives to foreign 

investors.  MNC’s investing in emerging-markets are concerned with maximizing their 

profitability within the region.  Liberal capital markets provide firms with the ability to 

reduce costs and move assets between countries garnering the most benefits (Ramirez 

2001).   

 Latin America came under increased scrutiny in the late 1980’s and early 1990’s 

about the prevalence of corrupt governmental institutions and bureaucracies which were 

mismanaging both local and foreign monies.10  Extant research indicates that corruption 

does not deter FDI in absolute terms within the region given that states like Mexico and 

Brazil which have observably higher levels of corruption still receive huge sums of FDI 

(ECLAC 2006).  Yet, corruption might be important at the individual investor’s 

decision-making level to varying (and under-explored) degrees.11  For this study, I am 

concerned with a composite measure of a states overall corruption which should have a 

negative signal for investors.  Catalytic effects of corruption include increased costs, 

decreased transparency, and that it can “create distortions by providing some companies 

preferential access to a profitable market” (Habib and Zurawicki 2002, 292).  

Ostensibly, these should lead to increased investor caution and a decrease in FDI flows 

to a state (Schniederjans 1999). 

Portfolio Investment 

 Unlike FDI, which represents long-term capital flow with a commitment to local 

production (e.g. factories), portfolio investment is generally considered transitory, 
                                                 
10 See Sandholtz and Koetzle (2000) and Seligson (2002) for a discussion about the political corruption in 
Latin America and its affects on political legitimacy.  
11 See Habib and Zurawicki (2002), Bardhan (1997) and Schniederjans (1999) for discussions of 
corruption as an intervening variable at differing stages in an investor’s decision-making process. 
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short-term investments that are very liquid (ECLAC 2006).  With these kinds of mobile 

assets, investors can make investment decisions based on new and changing information 

(Sarno and Taylor 1999; Maxfield 1998).  It is this liquidity and responsiveness that 

make determinate factors as well as effects of this kind of investment difficult to 

discern.12 Portfolio investors are buyers of equities and bonds in open markets13.  

Typically, these investors are in search of high returns in a shorter period of time 

(Friedman 1999).   

 These differences can have a variety of affects on both determinants and the 

outcome of inflows of this kind.  The “global herd” phenomenon (Friedman 1999), 

where investors tend to flee during crisis all at once, is problematic for many 

developing countries, including those in Latin America.  From the Peso Crisis in 

Mexico in 1994 to the outrageous inflation rates which led to the Argentinean economic 

crisis in 2001, investors are constantly on the look out for signs that finances may be 

precarious, so as to shield their monies.  Portfolio investment is no exception.  With the 

ability to quickly withdraw these liquid assets the affect of a fast moving withdraw can 

be detrimental to local economies (Wermers 1999). Stiglitz (2002) expresses concern 

over the effects of capital liberalization leading to short-term investment outflows 

which can, in turn, stunt the economic growth in the host country.    

 Despite the herding dynamic experienced by these portfolio flows, they can still 

provide local economies with a boon in foreign investment, stabilizing exchange rates, 

                                                 
12 See Williamson and Kuczynski (2003) and Haley (2001) for a discussion of the problems in predicting 
portfolio flows and Minushkin (2006), Williamson and Kuczynski (2003) and Haley (2001) for a 
discussion of the effects of portfolio investment versus FDI on the region.   
13 The World Bank (2005) defines foreign portfolio investment as equity and debt issuances including 
country funds, depository receipts and direct purchases by foreign investors of less than 10% control.  
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and adding to economic growth (Levine 2001).  Also, Reisen and Soto (2003) find a 

positive linkage between increases in portfolio flows and growth rates which can 

increase return rates and market efficiency.    

The capital flight following the Tequila Effect that spread throughout the region 

after the massive Peso devaluation of 1994 has largely been reversed as local markets 

are receiving more portfolio investments yearly.  However, with capital flight still a 

risk; states are constantly trying to marginalize the effects of corrupt institutions and 

poor transparency by offering higher risk premiums to attract investment (Williamson 

and Kuczynski 2003).  Wage inequalities within and between the states of Latin 

America, as well as inability of governments to properly restrain economic movement 

in and out of their countries has been blamed on fluctuations in portfolio investment as 

well as with other forms of foreign monies (Kentor and Boswell 2003).  Despite the 

literature indicating the effects of these kinds of capital flows, literature exploring the 

determinant side of this relationship is sparse, especially in Latin America.  

 As with FDI, I explore determinants of PI based on three major categories of 

factors; 1) macroeconomic conditions, 2) political institutional variables and 3) 

domestic conditions.  Several scholars demonstrate that macroeconomic conditions 

including GDP per capita, inflation, level of debt, economic growth rates, and trade 

commitments can all affect portfolio flows (Brewer 1993; Trevino, Daniels and 

Arbalaez 2002; Tuman and Emmert 2004; Gastanaga, Nugent, and Pashamova 1998).  

Further, inflation and low economic growth rates can pose problematic for investors.  

High inflation is especially of concern for portfolio investors purchasing government or 
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corporate bonds and seemingly can lead to the selling of these bonds and equities 

(Brewer 1993).   

 In contrast to these macroeconomic variables, there is also research on a set of 

more controversial factors such as ‘good governance’ or political variables.  The 

variables that I expect to influence PI include indicators of stable governance ranging 

from polity to government fractionalization.  The ‘democratic advantage’ debate has 

gone on for decades, ranging from the truly optimistic (Jensen 2006) to the ‘reversal of 

fortune’ argument purported by Li and Resnick (2003).  Development literature 

including Huntington (1968), Oneal (1994), and Winters (1999) argue that authoritarian 

regimes hold the upper hand and are generally not subject to the electoral constraints 

placed on their democratic counterparts.  Because of this, authoritarian regimes are able 

to repress their domestic audience (Olson 1993) and enforce capital market measures 

generally safeguarding foreign monies (Trevino, Daniels and Arbalaez 2002).  

Specifically addressing portfolio flows, Alqhuist (2006) finds that neither regime type 

nor regime durability is significant predictors of increases in investment. 

 Reputation and credible signals are also important for investor decisions 

(Edwards 2006; Vreeland 2003; Barro 1997; Levine 2001).  Bird and Rowlands (2002) 

demonstrate that IMF programs signal commitment to sustained liberalized economic 

policy and these programs are important predictors of portfolio investors.  Also, IMF 

program conditionality, and assumed IMF assurances on investments, tends to entice 

investors (Barro 1997).  On the other hand, several studies have indicated that the IMF 

has a ‘costly signal’ (Vreeland 2003) because of the conditionality which ties them to 

specific policies in order to retain eligibility and receive funds.  This new commitment 
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to standardized policy arrangements can be costly for states and can actually lead to a 

decrease in portfolio flows as investors react to the original ‘disease’ (or poor economic 

conditions which originally provoked IMF loans) (Vreeland 2003; Jensen 2006; 

Edwards n.d.).  In Latin America, the IMF has had an especially potent response from 

both domestic audiences and investors.14

 Government structure or more specifically, the number of veto players is also an 

important part of investors’ decision (Jensen 2003, 2006; Henisz 2000).  This paper 

addresses a broad measure of checks and balances to account for the ability of veto 

players to intervene in the policy process.  As described with FDI, fractionalization is 

expected to ‘politicize’ the policy process and decrease investment (Henisz 2000).  

However unlike FDI, which is faced with the possibility of opportunistic expropriation 

by the government, PI is able to recede much quicker making it immune to the length of 

particular policy processes.    

 For my third set of variables, I utilize the same domestic variables used to 

determine FDI, distinguishable by the states ability to adjust these characteristics 

independently from macroeconomic constraints, and further utilize a bond rating 

measure.   Economic policy should vary for portfolio investment in comparison to FDI 

conditions.  While it is expected that privatization and financial liberalization will 

attract investments to that state for FDI inflows (Biglaiser and DeRouen 2006); 

portfolio investors are less concerned with long-term investments and are not expected 

to react to these types of policies.  Instead, emerging markets may sustain economic 

                                                 
14 See Vreeland (2003), Minsuhkin (2006) and Fraga (2004) for discussions of the implications for 
domestic populations as well as international investors of IMF programs in Latin America.   
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policies demonstrated by domestic financial reforms, such as market freedom measures 

that allow for the ease of asset mobility (Alqhuist 2006).  Cho (2003) demonstrates that 

host countries with stable governing environments, including those utilizing property 

rights protection measures, will induce capital flows.  Vaaler, Schrage and Block (2004) 

also discuss the importance of specific capital control reform to simplify the capital 

transfer process—something in which portfolio investors are highly entangled.  

 Much as is the case with FDI, corruption can lower investors’ trust and thereby 

limit their willingness to send monies abroad for fear of misguided decisions in funds 

transfers.  Investors are likely to be disenchanted with countries with corrupt 

government organizations. 

Remittances 

 Remittances, or transfers of foreign monies by migrant workers back to their 

home countries, have a largely understudied impact on the world economy.  In 2006, 

remittances totaled more than $223 billion dollars in capital flows to developing 

countries, and a startling $60 billion to Latin American economies in particular (World 

Bank 2006).  This total is greater than the sum of FDI and foreign aid to the region 

combined.  Despite the importance these funds can have for developing economies the 

determinants of these flows are still largely unstudied. This is not without reason.  Data 

on remittances is sparse and problematic as it is difficult to measure monies sent abroad 

by individuals through largely informal channels.  Despite the data deficiencies using 

what is available it is pressingly important to better assess the determinants of these 
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capital flows which for six Latin American countries account for more than 10% of 

GDP.15

 A number of factors can explain the increase in remittance inflow to the region 

over the past few years.  Increased use of formal channels to transfer funds includes 

Western Union, Money Gram, and, increasingly, banks16; also, this has subsequently 

lowered the probability of utilizing an informal channel.  In addition, the cost of 

transferring money has decreased (IADB 2006).  These factors coupled with an increase 

in the emigration of Latin American workers primarily to the United States has led to 

growth and increased productivity due to these funds. 

 Remittances represent a completely different type of financial flow from FDI or 

portfolio investment.  First, they are sent directly into the pockets of individuals within 

that state and not to the governments of corporations whom operate there.  Second, 

unlike the herd-like behavior of investors remitters tend to be a much more reliable and 

stable form of capital flow (Brown 2006; Buch, Kuckulenz, and le Manchec 2002; 

Kapur and Singer 2006; Solimano 2003; Wucker 2004).  Lastly, remittance decisions 

may be largely based on self-sacrifice (or are altruistic in nature) and therefore its 

determining factors as well as its effects can be varying and unpredictable.   

 Literature on remittances has focused mostly on its effects on inequality and its 

relationship with migration patterns (Taylor, Arango, Hugo, Kouaouci, Massey, 

                                                 
15  According to the IADB (2006) remittances in Central America are the most dominant and made up 
52.7% of Haiti’s GDP (not included in this study) versus Jamaica (17%), Honduras (16%) and El 
Salvador (15%) and nearly 10 % of GDP in Guatemala, Nicaragua, and the Dominican Republic. 
16 Since 2003, four major banks (and countless smaller credit unions and local banks) have created 
remittance fund programs including Chase, Citibank, Wells Fargo and Bank of America, several with 
cooperation from Mexican banks, and hope to capitalize on the huge sums of money being sent to the 
region (The Economist 2004). 
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Pellegrino 1996; Martin 1983).   Research has investigated the effects of remittances on 

the receiving economy and, other than it accounting for substantial consumption income 

and the availability of extra monies for small investments, there is no strong consensus 

on its effects (Russell 1986, 1992; Chandarvarkar 1980).  Stark (1978) demonstrates 

that remittances can have positive impacts on recipient economies including:  risk 

diversification, alleviation of credit constraints, and other equality-benefiting 

considerations.  In contrast, Lipton (1977; 1980) argues that the brain drain experienced 

in rural areas by migration simply worsens the income distribution and that remittances 

do not compensate for this disparity—instead, only leading to a worsening economic 

state for those left behind.   

   Several case studies, including Lianos’ (1997) work on Greece, demonstrates 

that the remittances can have two distinct functions – either spurring immediate 

consumption or increasing future investment (Rapoport and Docquier 2005; Solimano 

2003).17  However, Adams (1989, 1991, 1998) shows that rural households, who are 

most often the recipients of these monies, are largely concerned with investment even 

within their rural settings.  In the same way, Dorante and Pozo (n.d.) find support for 

their hypothesis that remittances, in fact, provide financial support for acquiring land 

and capital goods within recipient states.  Despite the uncertainty about the effects of 

these financial flows, they represent a huge portion of emerging-market economies and 

the determinants of these flows should be examined more closely.   

                                                 
17 See also Conway and Cohen (1998) who use a dichotomous classification of productive and 
consumptive uses for remittances.  
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 Research looking at predictors of these kinds of flows has largely also been 

inconclusive. Most have focused on single case studies and have mostly looked at 

socio-demographic characteristics (Blue 2004; Funkhouser 1995; Stark, Taylor and 

Yitzhaki 1986).18  In this study, I follow Kapur and Singer (2006) and Biglaiser and 

DeRouen (n.d.) in assessing these flows based on macroeconomic factors and political 

variables while also controlling for the domestic variables utilized in assessing portfolio 

and FDI inflows. 

 In this study, I focus on the following categories of characteristics to explain 

remittance flows: 1) macroeconomic conditions 2) political institutions and 3) domestic 

variables.  This approach will help reconcile extant research that uses cross-sectional 

time-series data and model recipient country characteristics with various and 

contradictory findings.  Research examining Greece including Glytsos (1988), Katseli 

and Glytsos (1989), Swamy (1981) and Lianos (1997) agree to the impact of some of 

these variables – mainly per capita income of the migrants and interest rates – as 

positively associated with remittances; however in other studies rate of inflation and 

exchange rate fail to explain outcomes (Kapur and Singer 2006).  In contrast, Wahba 

and McCormick (2001) find a negative relationship between exchange rates and 

positive effect with devaluation.  Meanwhile, Elbadawi and Rocha (1992) find that the 

exchange rate and rate of inflation are significant factors in explaining variation in 

remittance patterns.  Finally, Biglaiser and DeRouen (n.d.) find no support for 

                                                 
18 These studies focus on sender and receiving population’s demographics including such variables as 
length of time away from home, gender and relationship with the receiver.  This study uses aggregate 
data, in which these variables were not available.  

 

19 
 
 
 



Texas Tech University, Caitlin Huggins, August 2007  

macroeconomic factors including inflation, economic growth and GDP per capita 

having a substantial affect on remittance flows.   

 Political and institutional factors and remittances are understudies, but not 

completely ignored.  Utilizing the democratic advantage argument applied to foreign 

direct investment and portfolio flows, Biglaiser and DeRouen (n.d.) posit that 

democratic regimes attract higher remittance flows.  Military regimes have also been 

found to have negative effects on remittance levels to Turkey (Aydas, Neyapti and 

Metin-Ozcan n.d.).  Biglaiser and DeRouen (n.d.) address corruption, IMF program 

commitments, and civil conflict but find no support for these as determinants of 

remittance monies.  Still, other institutional variables, including electoral cycles, as well 

as government stability or polity persistence are largely ignored in the new field of 

remittance study.  A recipient country’s economic policies have yet to be fully 

unpacked in relation to the likelihood of migrant remittances.  Kapur and Singer (2006) 

present a relationship between higher remittances coupled with other forms of capital 

flows and higher economic reform.  

 No study has included veto players as a possible predictor of remittance flows.  I 

expect that remitters’ (as typically former residents of the sub-national units that veto 

players represent) preferences would more closely align with these policy players.  This 

means that government fractionalization would not necessarily deter remittances, and 

instead may encourage them, as these remitters’ hope their families preferences are 

reflected in the changing economic policies.   

 Finally, domestic variables have been left out of much of the discussion of 

remittance flows.  Buch and Kuckulenz (2004) discuss political risk variables but 
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neglect domestic policies of states.  Blue (2004) finds that economic predictors will 

outweigh the importance of domestic policy liberalization and government corruption.  

However, in response to a flux of remittances to Latin America several case-studies 

have provided insight into causal factors determining increases and decreases in these 

flows (Reuters 2007; Tornell, Westermann and Martinez 2003).  No comprehensives 

cross-country time-series study has been employed using domestic conditions as a 

possible determinant for remittances.  
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CHAPTER III 

RESEARCH DESIGN:  MODEL AND HYPOTHESES 

 Based on this extant literature, I model the determinants of all three types of 

capital inflows (FDI, PI, and Remittances) by first employing an economic base-model 

which has been used by other research agendas to determine FDI and/or PI.  I then build 

upon this model to include domestic, and then political, factors, and then finally I create 

a combined model with all sets of variables.  By doing this, I create an easily 

comparable base for discerning importance of macroeconomic, political, and domestic 

variables for predicting each of the different types of capital inflows.   

 Despite the different functions these monies represent, there is reason to believe 

that Latin American states seek to attract all three forms.  Bolstering economic 

performance, remittances subsidize lower income earners, portfolio investors can 

capitalize on bank loans and sovereign bonds, and FDI can supply long term investment 

in the form of MNCs.19  States seeking to increase their wealth, liberalize economies, 

and further integrate into world markets need to understand the forces that underlie a 

decision by a firm, investor, or remitter to increase capital flows.   

 To do so, in the rest of this section: first, I outline the model hypotheses as 

derived from the preceding literature discussion; second, I detail the variables utilized 

as well as how these variables are measured and their sources; and finally, I discuss the 

model specification and construction. 

 
                                                 
19 See discussion within this paper of the desire for developing states to attract different kinds of capital 
(FDI: pg. 6; PI: pg. 12; Remittances: pg. 16).  This study builds off this assumption, and is less interested 
in the roots of this assumption and is directed at predicting which states are most likely to garner each 
type.  
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Hypotheses 

 I posit several broad hypotheses about the three categories of determinants.  The 

first set involves FDI.  I predict that economic factors will be most significant in 

determining FDI.  Conducive macroeconomic conditions represented by lowered GDP 

per capita, higher inflation and trade commitments, and positive growth rates tend to be 

good predictors of foreign direct investment.  I also expect more of an impact from the 

political determinants than with the domestic factors, as longer-term investments are 

more interested in stability (Jensen 2002, 2006; Li and Resnick 2003).  I expect that all 

the political variables will be positively related to FDI, with the exception of checks (a 

measure of fractionalization) which will be negative.  Within the domestic variables, I 

anticipate that corruption is positively related – implying less corruption – as these 

investors seek guarantees that their monies will be sheltered.  Finally, I hypothesize that 

capital liberalization and economic reforms will both be positive in relation to FDI 

flows.  

 With regard to portfolio investment, I expect economic conditions – which may 

reflect crisis, not predict them – will not be robust predictors. Furthermore, I expect 

that, in contrast to FDI, domestic conditions will be more important for this type of 

capital, as it can more easily flee thereby meaning that PI is less constrained by political 

institutions.  Instead, PI will seek countries with higher institutional investor ratings – as 

these specifically rate the bond returns – as well as with good capital and economic 

reform measures (for ease of transfers).   

 I hypothesize that remittances, being the most stable capital measure as 

indicated by Figure 1, are determined substantially based on domestic-only economic 
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variables, or those that exclude international market influences, as remitters are most 

concerned with conditions at home regardless of the international climate.  Specifically, 

I expect a negative relationship with GDP per capita and GDP growth as the poorest 

and most desperate nations will be most likely to garner this type of finance.  

Furthermore, I expect political variables to be positively associated with remittance 

flows.  Democracy, regime-age, IMF program commitments, honeymoon and 

fractionalization I expect will be positively related to higher levels of remittances.  

Domestic variables should also be important determinants of a remitters’ decision to 

send funds.  I hypothesize a negative relationship with corruption because remittances 

are sent in hopes that the money will be put to its best use.  Finally, I expect a positive 

relationship with capital and economic reforms because of their impact on ease of 

transfer. 

Dependent Variables 

 Foreign Direct Investment 

 Foreign direct investment is measured as a percentage of a country’s total GDP 

using the World Banks’ World Development Indicators (World Bank 2006).  This 

measure equalizes larger countries who make up nearly two-thirds of the of the regions 

total foreign direct investment (Li and Resnick 2003; Chan and Mason 1992; Oneal 

2001).20   

 

 

                                                 
20 Chile, Mexico, Brazil and Argentina comprise around 65% of the regions total foreign direct 
investment (ECLAC 2007).  
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 Portfolio Investment 

 I assess portfolio net inflows as the equity and bond issues purchased by foreign 

investors as a percentage of GDP. Net portfolio inflows are the sum of net bond and net 

equity inflows, in millions of current U.S. dollars (Alqhuist 2006).21  This data was 

gathered from the World Development Indicators (World Bank 2006).   

 Remittances 

 As a newly studied form of capital, remittance data remains highly problematic 

for cross-sectional time-series studies.  Following Buch and Kuckulenz (2004), Buch, 

Kuckulenz, and Le Manchec (2002) and Kapur and Singer (2006) I employ the World 

Bank (2006) measure of worker remittances.  These are defined as “transfers [of 

money] by migrants who are employed or intend to remain employed for more than a 

year in another economy in which they are considered residents” (World Bank 2006).  

The data is self-reported by governments and is prone to several biases, including the 

obvious non-reporting of amounts carried by informal channels.  This number is also 

divided by GDP to maintain consistency across my three dependent variables. 

Independent Variables 

 Macroeconomic Variables 

 The baseline macroeconomic model used across all models included the 

variables GDP per capita, GDP growth rate, inflation, debt and trade.  High current 

account deficits and inflation rates can affect capital flows.  It is expected that states 

with these characteristics are more unstable, and will pose higher risk to investors; 

                                                 
21 This measure of portfolio investment provided the most cases when compared with simply looking at 
bond versus equity flows.  This measure also excludes domestic bond purchases which is appropriate as I 
am assessing determinants of foreign capital.  
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therefore, a negative relationship is expected.  In contrast, more trade commitments, 

higher GDP per capita, and growth rates should reduce investors risk in the country.  

However, for remittances I expect that although largely unimportant predictors of flows, 

that lower GDP per capita could be an indication of an increased need for monies to be 

sent home, as money at home is scarce.  All the macroeconomic variables are lagged a 

year to reflect the ability of an investor to look closely at a states economic performance 

the previous year before making an investment decision.22  GDP per capita, GDP 

growth rate, inflation rate, and account balance are from World Bank (2006).  Trade is 

measured as a percentage of GDP that is garnered from trade commitments with other 

states as taken from the Polity IV data project (Marshall and Jaggers 2006).   

 Political Institutional Variables    

 The next model (Model 2) in each of the tables will employ the baseline 

economic predictors but also include the political institutional variables outlined in the 

discussion of the literature including polity, IMF agreement, regime durability, 

honeymoon and checks.  Democracy is expected to have effects on all three types of 

capital (see Jensen 2003; Li and Resnick 2003; and Büthe and Milner 2004 for 

discussion of FDI; Alqhuist 2006, Little and Leblang 2004 for portfolio investment and 

Biglaiser and DeRouen n.d. for remittances).  Democracies are expected to attract 

greater capital based on credible commitments and transparent institutions (Crenshaw 

1991; Oneal 1994; Jensen 2003; Tuman and Emmert 2004).  Others contend that the 

restraints of an electorate make it harder for leaders to control policy deemed 

                                                 
22 Although they are not lagged within the dataset ,a panel-specific AR1 correction in the time-series 
estimators automatically lags these independent variables during GLS regression (Stata Corp 2001)  

 

26 
 
 
 



Texas Tech University, Caitlin Huggins, August 2007  

appropriate for external finance, thereby inciting an increase in foreign capital with 

authoritarian regimes (Huntington 1968).  I control for regime using the Polity2 variable 

from the Polity IV data (Marshall and Jaggers 2006).  Polity2 measures democracy on a 

21-point scale (-10 being least democratic and 10 being the most).23  Since the 

usefulness of this measure is debated, I employ two robustness checks.  First, I employ 

a dichotomous variable for democracy, a 1 (if a state is a seven or above on the polity 

scale) and a zero if not.  I also use the Freedom House measure, which codes whether a 

state is an “electoral” and “liberal” democracy, denoting a specific level of civil 

liberties.24

 Beyond the “democratic advantage” argument is the belief that the relationship 

between regime-type and finance essentially hinges on the length a regime has been 

instilled in a nation.  Regime durability implies stability regardless of regime-type 

(Oneal 1994; Ahlquist 2006).  This variable is measured as the number of years a state 

has remained above a specific democratic threshold (a 7 on the polity scale) or within 

control of the same executive (if authoritarian) as taken from the Database of Political 

Institutions (Beck, et al. 2001).   

 IMF program implementation implies a concern for market liberalization and a 

higher degree of transparency.  This should induce investors’ confidence and incite an 

increase in foreign monies received.  I use a dichotomous coding of IMF commitment, 1 

for if a state is currently under an agreement and 0 if not.   

                                                 
23 See Londregan and Poole (1996) for discussion of Polity2 use in cross-sectional time-series data 
analysis.  
24 Both of these measures provided the same results for democracy significance, and further did not alter 
my other findings.  
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 The next political variable is the checks index, measuring fractionalization, 

which reflects institutions constraints and preference heterogeneity (Beck et al. 2001).  

Compiled by the DPI (2000), this index increases as the number of veto points and the 

preference heterogeneity within and among the executive-legislative institutions 

increases.25 This ostensibly general instrument has limitations in capturing specific 

preference subtleties yet is a powerful tool in gauging, cross-nationally, domestic 

preference-institutional configurations in a comparable way.  This DPI index is ordinal 

and ranges from 0 to 16 (though no country in Latin America is above a 7) 0 

representing the fewest veto points.   

Honeymoon, is defined as the time period following an election of a new 

executive in which it is believed they have the most discretion over monetary policy 

(Biglaiser and Brown 2003).  During this period, an increase in foreign capital is 

expected as a longer time horizon is foreseen for investments to mature under these 

policies.  Honeymoon is measured as a consecutive count of the number of years since 

the last election (Biglaiser and DeRouen 2006).   

 Domestic Variables 

 Model 3 utilizes the domestic variables corruption, capital liberalization, and 

economic reform; as well as, institutional investor for portfolio flows.  Corrupt 

governments have shown an inability to repay debts, and an increase in corruption 

increases the likelihood that funds will not be utilized to capitalize on profit return 

margins.  This also decreases the likelihood that remitted monies will successfully reach 

                                                 
25 This measure accounts for how presidents and parliaments are elected; their relative powers and 
preferences; institutional legal and rule constraints; competitiveness of elections; and the ideological 
distance of deputies among and between branches (Beck et al. 2001).  
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their intended target, making sending through formal channels problematic.  To 

measure corruption, I used monthly data compiled by PRS Group’s International 

Country Risk Guide extracted for each country and then averaged the 12 months into a 

yearly average corruption measure.26  Corruption is inversely coded on a 6-point scale, 

where 0 represents the most corrupt government and 6 the least.   

 Capital flows are expected to respond to liberal policies, which are typified by 

ease of capital movement between the host and recipient country (Gastanaga, Nugent 

and Pashamova 1998, 1300).  I utilize Morley, Machado and Pettinato’s (1999 updated 

to 2003) index for capital liberalization.27  On a zero to one scale, zero being the least 

reformed, they measure the degree of reforms on capital liberalization.   

 To better assess the overall economic reform pattern of a state, and not only the 

capital liberalization which increases the ease of money transfers (expected as 

especially important for portfolio investors most tied to these forms of transfer) I 

employ Morley, Machado and Pettinato’s (1999 updated to 2003)  combined economic 

reform measure.28  This measure averages their five proxies of economic reform 

including domestic and international capital liberalization, trade, privatization, and tariff 

reforms, and is averaged into a continuous 0 to 1 measure, 1 representing the highest 

level of economic reforms.  

 Extant research finds that sovereign bond ratings have been linked to 

fluctuations in portfolio flows but do little to explain fluctuations in FDI or remittances 

                                                 
26 For the year 2003 data was only available through March and a three month (instead of twelve month), 
average was employed.  
27 This measure is utilized in several other surveys (Biglaiser and DeRouen 2006; Walton 2004; Levine 
2001) and provides the most complete data available for the time period studied.   
28 This measure is also referred to as the general reform index.  
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(Reinhart and Rogoff 2004; Taylor and Sarno 1997; Alqhuist 2006).  Credit raters are 

specifically in the business of rating bonds – which portfolio investors most often invest 

– and not the longer-term financial markets of which FDI is concerned.  Furthermore, 

there is no reason to believe those remitters’ decisions to send money would be linked 

to a sovereign bond rating, which, as a worker, they would know little about.  Following 

Reinhart, Rogoff, and Savastano (2003) and Alqhuist (2006) I use Institutional 

Investor’s country credit ratings, as a composite measure of these bond rating agencies 

perceived risk of investment.  These measures go from 0 to 100, 100 being the most 

credit worthy or safest for investment and below 10 being considered junk bond status 

(Bloomberg 2005).  
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 Table 1 provides the summary statistics of all independent and dependent 

variables.29

Table 1: Summary Statistics of All Variables 
Variable Observations Mean Standard 

Deviation 
Min Max 

 
FDI (%GDP)  432  2.007  2.383 -12.208  12.881 
PI (%GDP)  285  0.005  0.011 -0.017  0.087 
Remittances 
(%GDP) 

 276  0.024  0.032  0.001  0.014 

GDP per 
capita 

 432  2816.623  1808.311  659.488  8212.901 

CPI  432  47.805  43.636  6.08e-10  180.602 
Trade (%GDP)  432  55.554  32.199  11.546  198.767 
Debt  432  2.87e+10  4.69e+10  9.11e+08  2.45e+11 
GDP Growth  432  2.458  4.246 -13.380  14.819 
Polity  431  5.369  5.076 -9  10 
IMF 
Agreement 

 432  0.711  0.454  0  1 

Regime 
Durability 

 432  17.336  14.395  1   64 

Checks  428  3.079  1.439  1  7 
 

Honeymoon  432  1.772  1.507  0  8 
Institutional 
Investor 

 428  29.693  1.597  4.4  73 
 

Capital 
Liberalization 

 384  0.753  0.185  0.216  1 

Economic 
Reform  

 384  0.693  0.139  0.341  0.882 

Corruption  360  2.905  9.976  0  5 
Decade 
Dummy30

432 0.678 0.534  0   1 

* See Appendix 2: Tables 1 and 2 for correlation matrices of all independent and dependent variables. 
 

Data and Model Specification 

 For this analysis, the data contains 18 Latin American countries during the years 

1980-2003 in order to assess the various determinants of capital inflows across time.     

The unit of analysis here is country-year and the number of time periods, t, out-number 

the number of nations in each time period, n.  I estimate the model using a time-series 

                                                 
29 The coefficients utilized in the Tables (to follow) use independent variables multiplied by 1,000 to 
provide more meaningful coefficients.  
30 The decade dummy (0 for years before 1990, and 1 for after) was used to account for the time-series 
nature of the data.  Results are not included in the charts that follow.  
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generalized least squares (GLS) equation with an “incorrect GLS (IGLS)” estimator 

and a lagged dependent variable because of the potential problems with serial 

correlation of the errors (Fang and Koreisha 2004; Koreisha and Fang 2001).  Despite 

the fact that Beck and Katz (1995) indicate that OLS (when a time-series with panel 

corrected standard errors is used) often performs better than GLS, several authors have 

established that IGLS time-series estimations, based on incorrectly identified residual 

autocorrelation structures can yield as good, and more often than not, better forecasts 

than those generated from time-series OLS or from GLS simply using the correct form 

of the residual autocorrelation structure (Fang and Koreisha 2004; Koreisha and Fang 

2001).31  In the next section, I present the results of the model estimation and discuss 

their implications.  

 

 

 

 

 

 

 

 

 

 

                                                 
31 See Appendix 1: Statistical Appendix for a complete discussion of the GLS estimation process with 
IGLS correction estimators.  
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CHAPTER IV 

MODEL ANALYSIS AND DISCUSSION 

Foreign Direct Investment  

 Table 2 presents the estimates of the model with FDI as the dependent variable.  

Economic variables appear to be the most important in predicting FDI flows, followed 

by corruption and regime durability.  Inflation, trade and debt were significant and 

positive across all models.  Indicating, as predicted, that higher inflation, higher levels 

of trade commitments and higher debt levels will all imply the need for investment.  

GDP per capita is highly significant and negative in all but the baseline model.  

Lowered GDP per capita represents the opportunity for lower wages, especially 

considering the abundance of outsourcing occurring along the US border, which labor-

intensive MNCs seek out.  GDP growth seemed to be a weak predictor of FDI and did 

not hold significance in the joint model.   

When analyzing political variables, regime durability as well as IMF 

commitment are significant and positive.  Regime durability loses importance in the 

joint model, though an IMF program commitment appears to be robust positive 

predictors of FDI.  This stands in direct contrast to Jensen (2003, 2006) and Vreeland 

(2003) who propose that IMF commitments imply lessening amounts of FDI.  Instead, 

especially in Latin America, IMF may have a positive connection to investor 

confidence.  After relenting their ISI policies leftover from the 1970’s, states were in 

need of economic policy guidance as well as huge sums of aid money to help spur 

development.  They found this in the form of IMF loans, which along with their 

commitment to program stipulation signaled to MNCs the stability of their policy 
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choices, a far cry from the policies during early 1980’s which proved instable and risky 

for investors (Williamson and Kuczynski 2003). 

My hypothesis concerning fractionalization, or veto players, was confirmed with 

a negative and highly significant coefficient for the checks index in both models (2 and 

4).  Following from Heinsz (2000) this indicates that veto players may ‘politicize’ the 

policy process and prove cumbersome for investors indicating there preference for 

fewer veto players. 

 The only domestic variable significant for FDI was corruption, which (as an 

inversely coded measure) demonstrates that less corrupt governments are more likely to 

receive FDI than their counterparts, who could potential mishandle foreign monies and 

risk a net loss in long-term investment.  Neither capital liberalization nor economic 

reforms were significant. 
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Table 2: Determinants of FDI 
 
 Model 1 Model 2 Model 3 Model 4 
GDP Per Capita 0.0017 

 
-0.002 -0.017** -0.017** 

 (0.005) (0.006) (0.007) (0.008) 
CPI 1.809*** 1.750*** 2.118*** 2.169*** 
 (0.178) (0.188) (0.226) (0.275) 
Trade  1.3782*** 01.059*** 0.829 0.683 
 (0.212) (0.381) (0.515) (0.573) 
Debt 0.000 0.000 0.000** 0.000* 
 (0.000) (0.000) (0.000) (0.000) 
GDP Growth 2.180* 1.866* 2.415* 2.363 
 (1.121) (1.119) (1.305) (1.314) 
Polity  -0.111  -1.817 
  (01.773)  (2.263) 
IMF Agreement  23.799*  29.486* 
  (13.762)  (17.941) 
Regime Durability  1.482**  0.789 
  (0.618)  (0.827) 
Checks  -5.066*  -7.058** 
  (4.437)  (5.281) 
Honeymoon  3.978  -0.478 
  (2.884)  (3.242) 
Capital Liberalization   46.092 11.079 
   (87.965) (91.251) 
Economic Reforms   -108.099 -63.645 
   (2.527) (96.257) 
Corruption   34.283*** 34.542*** 
   (7.588) (9.163) 
Observations 396 349 286 276 
Number of Panels 18 18 16 16 
Standard errors in 
parentheses 

    

* significant at 10%; ** significant at 5%; *** significant at 1% 
 

Portfolio Investment 

 Portfolio investment, posited as a flighty and unpredictable form of capital, 

proved problematic for my models as demonstrated in Table 3.  Richer nations (higher 

GDP per capita) seemed to garner more investment, but when domestic variables were 

accounted for this variable was insignificant.  Purely economic predictors proved 

ineffective, and corruption, honeymoon and institutional investor were the only 

variables that provided a good estimation of portfolio flows. 

Honeymoon was positive, or represented that newer executives appear to be most apt at 

attracting portfolio investors.  Electoral cycles may be a catalyst for PI as new 
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executives promote liberal economic policies to spur investor confidence, and 

ostensibly do not have the poor reputation the former executive may have garnered.  

Corruption, although significant, shows that governments that are more corrupt tend to 

attract higher levels of portfolio investment.  As expected, the most logical predictor of 

portfolio investment was institutional investor as we find a positive and significant 

relationship, across models.  Following from Alqhuist (2006) I find that PI is difficult to 

predict, and that institutional investor as a representative of typical bond ratings – which 

investors are most interested. 
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Table 3: Determinants of Portfolio Flows 
 

 Model 1 Model 2 Model 3 Model 4 
GDP Per Capita 0.009** 0.012*** 0.005 0.004 
 (0.004) (0.004) (0.006) (0.007) 
CPI 0.457*** 0.463*** 0.253 0.324 
 (0.137) (0.149) (0.256) (0.289) 
Trade  -0.229 0.069 0.273 0.616 
 (0.197) (0.270) (0.531) (0.677) 
Debt -0.000 0.000* -0.000 0.000 
 (0.000) (0.000) (0.000) (0.000) 
GDP Growth 1.142 0.646 2.396 1.357 
 (0.929) (0.929) (1.708) (1.768) 
Polity  -0.296  2.691 
  (0.923)  (2.989) 
IMF Agreement  -28.119***  -20.588 
  (11.465)  (24.325) 
Regime Durability  -0.470  -1.218 
  (0.534)  (0.912) 
Checks  -1.153  -1.753 
  (3.401)  (7.075) 
Honeymoon  3.643*  8.663** 
  (2.287)  (4.325) 
Institutional Investor   2.286** 1.950* 
   (0.959) (1.092) 
Capital Liberalization   -45.171 22.297 
   (73.357) (77.925) 
Economic Reform   68.443 -5.868 
   (0.632) (101.948) 
Corruption   -28.046*** -27.156** 
   (10.836) (11.524) 
Observations 284 256 216 209 
Number of Panels 16 16 15 15 
Standard errors in 
parentheses 

    

* significant at 10%; ** significant at 5%; *** significant at 1% 

Remittances 

Remittances provided some interesting findings reported in Table 4.  Foremost, 

and not expected, was the ability of economic determinants to predict remitter monies.  

As predicted poorer countries (represented by negative GDP per capita coefficient) 

attracted higher levels of remittances.  In addition, high inflation, high trade and less 

debt all proved to be robust predictors of this type of capital.  Inflationary sources may 

be adversely affecting the income distribution of the population resulting in a greater 

demand for remittances.  Furthermore,  nations with lower debt levels may provide 
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immigrant workers’ with reasons to believe that capital sources are no longer focused 

on reconciling account balances, and the money stands a higher chance of going directly 

to the pocket of their family members.   

As hypothesized, domestic variables appeared to be superior determinants to the 

political variables included in Model 2 and 4.  Politically, democracy seemed to matter 

little and instead the regime durability hypothesis was confirmed.  Older regimes, meant 

remitters’ were more familiar and comfortable with the handling of past monies and 

should increase the confidence of their ability to get money back to their families.  

Positive economic growth rates were only significant in Model 3 and 4 demonstrating a 

possible relationship between these growth rates and some of the political variables 

included in Model 2.   

 Ease of money transfers, or capital liberalization, was highly significant.  This 

follows that as remitters’ find it easier for those back home who are receiving the funds 

to receive the money then their likelihood of sending it will increase.  Remitters’ appear 

unconcerned with corruption in government as there was a negative and significant 

relationship implying higher levels of corruption (or lower numbers on the ICRG 

corruption variable) will result in more remittance flows.  This may be directly related 

to the altruism hypothesis (discussed later) and has implications for funding and 

presumably perpetuating corrupt governments in the region. 
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Table 4: Determinants of Remittances 
 

 Model 1 Model 2 Model 3 Model 4 
GDP Per Capita -0.003*** -0.002 -0.012*** -0.011*** 
 (0.001) (0.002) (0.002) (0.002) 
CPI 0.217*** 0.170*** 0.115 0.169*** 
 (0.053) (0.058) (0.069) (0.052) 
Trade 0.220** 0.089 1.187*** 0.752*** 
 (0.098) (0.113) (0.270) (0.217) 
Debt -0.000 -0.000*** -0.000 -0.000*** 
 (0.000) (0.000) (0.000) (0.000) 
Economic Growth 0.022 0.017 0.281*** 0.170*** 
 (0.054) (0.068) (0.084) (0.049) 
Polity  -0.689*  -0.544 
  (0.399)  (0.563) 
IMF Agreement  1.591  -10.169 
  (6.167)  (12.644) 
Regime Durability  2.945***  2.424*** 
  (0.424)  (0.429) 
Checks  -13.239  6.808 
  (13.444)  (20.829) 
Honeymoon  -0.028  0.478* 
  (0.276)  (0.244) 
Capital Liberalization   77.642*** 75.832*** 
   (22.859) (19.892) 
Economic Reforms   -13.157 -25.179 
   (29.616) (35.940) 
Corruption   -2.576** -3.892*** 
   (1.262) (0.703) 
Observations 276 265 213 212 
Number of panels 16 16 14 14 
Standard errors in 
parentheses 

    

* significant at 10%; ** significant at 5%; *** significant at 1% 
 

Joint Model Determinants 

 When comparing the joint model (model 4) of all three types of capital I find 

some interesting results (shown in Table 5).  It appears that macroeconomic factors can 

be used to predict both FDI and remittance levels but is not beneficial in analyzing 

portfolio flows.  Poorer states, as predicted attract more FDI and remittances.  These 

countries may offer more incentives for these firms, as well as lowered wages for those 

most in need of labor.  Furthermore remittances are expected to go to the poorest 

countries, as these are the states representative of individuals and family that are most in 
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need of money from family members living and working abroad (Lianos 1997).  

Inflation is also negative and significant for both FDI and remittances.  Demonstrating 

the economic growth potential these MNCs are attracted too.  Higher inflation rates also 

mean that the population needs more money to compensate for the currency instability, 

indicating an increase in remittance flows to these states.  

The honeymoon period, after a newly elected executive takes office, predictably 

affects portfolio investment as well as remittances, but does not have an impact on more 

permanent FDI flows.  PI with its ability to flee a country, also can move more quickly 

into a country following a newly elected executive that is offering more conducive 

economic policy, including higher return rates.  Remitters’ also can expect lowered cost 

of transferring funds with a newly elected government institutes economic reforms 

specific to the share of which these institutions take from the lump sum transferred.32

No political institutional or domestic variables appear to be robust predictors of 

all three forms of capital when we compare the complete models across capital types 

(with the exception of corruption with directional discrepancies).  This is indicative of 

the distinctiveness of these capital forms.  Interestingly is the lack of significance for 

democracy in any model highlighting that the ‘democratic advantage’ argument 

established by North and Weingast (1989) and furthered by a litany of capital 

determinant studies (Archer, Biglaiser, and DeRouen 2007; Biglaiser and DeRouen 

2006, n.d.; Henisz 2000; Jensen 2003, 2006; Cho 2003; Shultz and Weingast 1996, 

2003) proves to be insignificant for Latin America during this time period.  This may be 

                                                 
32 See Kapur and Singer (2006) for an in depth discussion of government spending policies and 
remittances, as well as the ability of remittances to insulate the state from outside global market 
influences. 
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representative of the large capital flowing in the region to both democratic (Mexico and 

Brazil) as well as less democratic (Argentina and Venezuela) regimes. Furthermore, the 

fluctuations in capital flows have typically been attributed to bond defaults, currency 

crisis, and poor economic policy (Minushkin 2006) and therefore democracy may have 

a marginal, at best, impact on this regions stake in garnering investment.   

Also as a political institutional determinant, the checks index, or 

fractionalization of governments was found to only be significant with FDI.  Unlike 

Olson (1993) and Bates (2001) I find that more veto players coincides with lesser 

amounts of FDI.  Following Henisz (2000) this is due to the sticky policy process that 

more preference heterogeneity produces, and the inability of MNCs to clearly predict 

the preferences of veto players – most importantly being the desire to opportunistically 

nationalize firms.  It follows then that in Latin America it appears that the fear of 

nationalization – not suppressed in recent years with the influence of Chavez’s leftist 

regime in Venezuela – causes MNCs to be tentative with investment.  Non significance 

for PI is predicated on the belief that as a short-term investment these types of capital 

are not concerned with veto players’ ability to change policy as they can counter with 

repatriated funds, instead of increasing cost to promote their own preferences.  This 

finding only further substantiates the differences demonstrated by Alqhuist (2006) 

between these two types of capital, and is indicative of the difficulty in attracting both 

varieties. 

Corruption is highly significant across all models, although it is positively 

related to more money from portfolio investors’ and remitters’, which lays in contrast to 

the more predictable negative relationship exhibited with FDI.  We might expect that 
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remitters’ do not respond to corrupt states since often families at home are dependent 

upon this capital to survive (Lianos 1997) and therefore the altruistic nature of this 

capital outweighs the possible costs of some money being lost in a corrupt bureaucracy.  

Furthermore, portfolio investors have the unique ability to repatriate and liquidate their 

investments quickly, and often en masse, which means a corrupt government will have 

less affect on their desire to invest.   

 

Table 5: Determinants of Capital Flows - Joint Model 
 
 FDI –Model 4 PI –Model 4 Remittances –Model 4 
GDP Per Capita -0.017** 0.004 -0.011*** 
 (0.008) (0.007) (0.002) 
CPI 2.169*** 0.324 0.169*** 
 (0.275) (0.289) (0.052) 
Trade  0.683 0.616 0.752*** 
 (0.573) (0.677) (0.217) 
Debt 0.000* 0.000 -0.000*** 
 (0.000) (0.000) (0.000) 
GDP Growth 2.363 1.357 0.170*** 
 (1.314) (1.768) (0.049) 
Polity -1.817 2.691 -0.544 
 (2.263) (2.989) (0.563) 
IMF Agreement 29.486* -20.588 -10.169 
 (17.941) (24.325) (12.644) 
Regime Durability 0.789 -1.218 2.424*** 
 (0.827) (0.912) (0.429) 
Checks -7.058** -1.753 6.808 
 (5.281) (7.075) (20.829) 
Honeymoon -0.478 8.663** 0.478* 
 (3.242) (4.325) (0.244) 
Capital Liberalization 11.079 22.297 75.832*** 
 (91.251) (77.925) (19.892) 
Economic Reforms -63.645 -5.868 -25.179 
 (96.257) (101.948) (35.940) 
Corruption 34.542*** -27.156** -3.892*** 
 (9.163) (11.524) (0.703) 
Institutional Investor  1.950*  
  (1.092)  
Observations 292 209 212 
Number of Panels 16 15 14 
Standard errors in 
parentheses 

   

* significant at 10%; ** significant at 5%; *** significant at 1% 
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Discussion 

 I will discuss some of the arguments that underscore these findings, though 

more systematic analysis should be performed to fully explain all my results.  Then I 

will offer a discussion on the differences of these capital forms and some of the 

implications this should have for future model specifications.  Lastly, I will include a 

discussion of remittances and how their growing importance may impact future models 

hoping to predict their influx, and how their effects should be addressed. 

 The economic variables proved themselves a good base-line predictor of two of 

the three forms of capital.  PI deserves more rigorous analysis utilizing other variables 

along the economic continuum before we completely discount macroeconomics as a 

good determinant for this liquid capital.  Furthermore, disaggregated data may provide 

for the nuances which aggregate data is missing in concern for the flight risk of PI and 

its ability to repatriate much quicker than FDI.  On the other hand following Li and 

Resnick (2003) economic conditions provided a solid foundation by which to expect 

FDI.  Adding to this understanding is their ability to predict worker remittances.     

 Countries with higher levels of trade and inflation coupled with lowered GDP 

per capita and debt appear to garner the most in remittances.  This appears to confirm 

the altruistic nature of this money as it is typically focused on providing family 

members with alternate income forms than what the state is offering (Blue 2004; Kapur 

2005; Kapur and Singer 2006).  Only poorer states represent the chance to receive both 

FDI and remittances and a countries level of development does not predict PI.   

The political variables’ importance was varied across these forms of capital.  

Counter to Jensen (2006), Edwards (2006) and Vreeland (2003) I find no reason for 
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Latin America to be pessimistic about IMF programs and its chance of garnering 

investment.  In stark contrast to the aforementioned studies findings, I find that IMF 

program commitments in fact increase a states chance of FDI and have no impact on PI 

or remittances.  These studies focus on emerging-markets in general and may not 

account for the distinct relationship under which post-ISI the IMF has operated in the 

Latin America.33  Operating under this specific relationship IMF operates as a catalyst 

for long-term finance, as it signals the credibility that for so long was lost to Latin 

America after their litany of economic downturns.   

 Democracy appears to be an unimportant predictor of capital flows.  This 

follows Tomz (2002, 2007) and Li, and Resnick (2003) who purport that the 

relationship may be more intricate than simply, institutions that are more democratic 

imply more money.  After all, the property rights, so crucial within democracies, are 1) 

not important for fast moving capital such as PI and 2) do little to offer protection of 

remitters’ monies.  Democratic institutions may not provoke investor confidence as 

supported by other studies (Biglaiser and DeRouen n.d.; Jensen 2002, 2006; Cho 2003) 

yet authoritarian regimes do not appear to have an upper hand either (as discussed in 

Huntington 1968; Tuman and Emmert 2004).  Instead, it appears that recent increases in 

all forms of capital to the region, coupled with little changes in democratic 

measurement (such as polity) demonstrate the with transparent capital markets and 

increased returns, these democratic ‘principles’ which many liken to investor 

confidence to have little importance for capital flows.  

                                                 
33 See Bird (1996) Mussa (2002) and Mussa and Savastano (1999) for discussions about the regional 
differences in IMF programs and implementation strategies.   
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 Not unlike the democratic advantage argument, regime durability did not hold 

up as expected for all three forms.  Although it offers good insight for remittance flows, 

unlike past studies (Alqhuist 2006, Edwards 2006.) it appears that regime age does not 

have implications for foreign portfolio investors.  The ability of PI to ignore regime 

stability, in exchange for focus on simply return rates is not unreasonable.  FDI may 

also be less concerned with regime and instead hinges on other indicators of stability, 

such as the economic predictors already discussed.  

 Furthering the debate about veto players I posit that government structures 

ability to influence capital flows is limited to FDI – proving insignificant for PI and 

remittances.  Unlike Jensen (2003, 2006) and Olson (1993, 2000) who find that greater 

fractionalization will imply higher investment I posit that government fractionalization 

due to increased opportunistic repatriation decreases the chance of garnering FDI.  

Further analysis of veto players should be performed, as growing nationalization 

concerns in several Latin American countries may impede future investment.   

 The electoral cycles, represented by the honeymoon period wherein a newly 

elected executive is allotted more freedom in executive choices (Brown and Biglaiser 

2003) appears to be a catalyst for PI as well as remittances.  PI may be the most 

interesting finding, as we can deduce that investors are responding immediately and 

possibly in anticipation of improved economic policies leading to bigger returns.  In 

contrast the more tentative FDI may prefer to wait and monitor the policy 

implementation ability since once invested, FDI is much harder to repatriate than PI.  

Remittances also appear to have increased confidence in new executives.  
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 Domestic variables also did not prove largely important for determining levels 

of capital flows.  In contrast to my hypotheses capital liberalization and economic 

reforms are insignificant for most models.  Capital liberalization is positively correlated 

with higher rates of workers’ remittances indicative of an increased ease of capital 

mobility, possibly removing some of the actual expense of receiving them.  Policy 

makers should note that increased transparency of financial flows might act as a 

stimulus for those remitting, especially to the countryside (The Economist 2006).  This 

dynamic should be explored further comparing host country capital controls and those 

of the recipient, as there may exist some important relationships amongst these 

variables.  Portfolio investors appear to not be concerned with the economic or capital 

reforms of states.  

 Corrupt governments prove problematic for investment.  Despite portfolio and 

remittance investors’ apparent lack of concern over corrupt bureaucracies, foreign direct 

investment was highly and negatively correlated with more corrupt governments.  

Though this finding confirms the lack of trust shareholders with vested interest (greater 

than 10% share) may have in corrupt bureaucracies (Bardhan 1997; Habib and 

Zurawicki 2002) it also proves that investors who have the ability to repatriate and 

make investments liquid rapidly do not share that same concern (Alqhuist 2006).  The 

positive relationship between corruption and remittances seems to confirm the altruism 

hypothesis, that a migrants’ interests (typically concerning family, to whom they remit 

the money) outweigh their concerns about bureaucratic accountability in their home 

country (Blue 2004; Lianos 1997). 
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 These results reveal some important – and mostly unaccounted for – differences 

amongst these capital flows.  While FDI is still an important part of Latin America’s 

foreign investmen (IADB 2006) when we look at countries such as El Salvador, and 

Honduras whose GDPs are 15 and 16% respectively, comprised of remittances, then we 

begin to understand why understanding these forms of capital are equally important.  

Also, the capital flight seen after the Argentinean debt crisis, illustrates the catalytic and 

domino affects of all forms of finance.34 Portfolio investment (often held responsible for 

this flight (Mussa 2002)), though newly introduced to systematic quantitative analysis 

has provided some interesting results about its determinants.  

 It appears that states should first determine which form of capital is desired 

before implementing policy that will induce financial openness and increase capital 

flows.  The ill effects of portfolio flows especially for Latin America, outlined by 

Minushkin (2006) may offer some insight into the possibility that Latin American 

countries are focused on attracting FDI and remittances (which combined still make up 

nearly 85% of foreign capital flows) and are less concerned with PI (World Bank 2006).  

The significance of solely sovereign bond rating as predicting these flows is indicative 

of this relationship.  Sovereign bond rating agencies, whose rating processes are largely 

proprietary (Bloomberg 2005), remain the sole concern of portfolio investors; therefore 

the domestic and political stability of states is of little importance.  Instead these may be 

an intervening variable in determining bond ratings and states wishing to attract this 

                                                 
34 See Tuman (2003), Sachs (2002), Reinhart et. al (2004) and Mussa (2002) for a complete discussion of 
how the hyperinflation of Argentina contributed to economic downturns in the region as a whole.  
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type of flow should focus on how those ratings are produced to increase prospects of 

garnering that type of investment.35

 However, the ability of the state to attract FDI and remittances still appears 

significant.  These two forms of finance seem to emanate from the international market 

at much steadier and predictable paces.  Though comparing a MNC and a migrant might 

seemed far-fetched, they appear to react to many of the same characteristics.  Although 

the altruism of a remitter does not transcend a MNC, both of them seem to shift towards 

states with lower GDP per capita, higher inflation rates and typically higher levels of 

trade.  While domestic and political characteristics still provide significant insight into 

these capital forms’ differences, it is important to note that both appear to be most 

suitable for poorer countries with open trade policies.     

Lastly, I would like to discuss the implications of these findings for remittances, 

and the likelihood for countries seeking to enhance their prospects for receiving monies 

from migrant workers.  Foremost is the ability of remittances to withstand the setbacks 

seen with PI and FDI, which inevitably react to international economic factors (Figure 

1).  While investors fled the bleak Latin American market in the early 1980’s, 

disenchanted with ISI and no longer flush with petro-dollar recycling, and again in the 

late 1990’s due to inflationary problems, remittances remained steady.  The analysis of 

this form of capital will be even more fruitful in the years to come, as remittances are 

expected to top 100 billion dollars for the region in the next 3 years (IMF 2006).   

 Remittances are assumed altruistic in nature (Blue 2004) and my findings bear 

that out, however as the number one foreign financial flow for Latin America further 

                                                 
35 See Biglaiser and DeRouen (2007) for discussion of bond ratings and state policy. 
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analysis should be performed as policy makers hope to garner higher levels of 

investment.  Policy makers should not ignore some findings such as the importance of 

capital liberalization.  If countries maintain liberal capital controls, the ease of transfers 

may help maximize the amount that is funneled to the state.   

The dynamic between a migrant worker and their host country is nearly 

unexplored in the political economy literature.  To my knowledge, there is no study 

about the political power of a remitter, and what – if any – influence they may yield.  

Yielding no suffrage rights, as migrants, suggests they may not have typical political, 

vote-wielding, power, but there may be more to the story.  The Transnational Institute 

for Grassroots Research and Action (TIGRA) is campaigning to adopt a Transnational 

Community Benefits Agreement, which would pressure corporations such as Western 

Union to lower fees and contribute to a development fund (Thompson 2007).36  About 

100 migrants gathered in New York to protest a shareholder meeting in order to express 

concern over the growing profit margins of Western Union.  One migrant explained, 

“since they depend on immigrants for their profits, it’s time that they reinvest some of 

that money back into our communities” (Thompson 2007).  What can this tell us about 

the rising importance of the relationship between migrant and host country?  Perhaps, 

systematic analysis of remittance levels and development impacts, both of home and 

host nations, may reveal new dynamics in the migrant relationship with policy, and their 

growing importance in the world political economy.   

 

                                                 
36 Western Union represents the largest sender of remittances controlling about 17.4% of the market.  
Their profits last year totaled nearly $1 billion dollars (Thompson 2007). 
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CHAPTER V 

CONCLUSIONS:  LIMITATIONS AND FUTURE RESEARCH 

The importance of understanding capital flows cannot be understated.  FDI, PI 

and remittances have all increased in the past few years, and economic forecasts for 

Latin America are positive (Fraga 2004; The Economist 2006), signifying continued 

growth. Despite enormous literature for FDI determinants, and a recent expansion in PI 

literature to include determinants, remittances remain on the fringes of political 

economy literature with only handful of studies looking at their determinants (Biglaiser 

and DeRouen n.d.; Lucas and Stark 1985; Trianos 1997) and none addressing Latin 

America specifically.  Evaluating these three forms of capital within the same region 

using conventional models, the picture of foreign investment in the region becomes a bit 

clearer.  

My findings suggest that PI investment to the region is tremendously volatile 

which makes predicting its concentration difficult.  However, we do find that states that 

conform to bond raters’ expectations about their investment credibility will generate 

higher levels of this kind of investment.37  My findings also indicate that democratic 

regimes are no more likely to attract any of these forms of capital than a non-democratic 

regime and that regime-age appears to be significant only for remittances.  Remittances, 

the most stable form of capital, also appear the easiest to predict with macroeconomic 

factors being the most important along with several domestic and political factors.  High 

levels of capital liberalization appear to induce decisions to remit.  Mostly, domestic 

                                                 
37 See Block and Vaaler (2004), Bloomberg (2005) and Biglaiser and DeRouen (2007) for sovereign bond 
ratings, and policies which produce the best ratings.  
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and political factors that the state explicitly controls such as economic reforms and 

capital liberalization did not appear to be significant for FDI or PI.   

Similar to Habib and Zurawicki (2002) I find that high corruption rates deter 

FDI, which could pose problematic for Latin American regimes hoping for financial 

integration and development.  If FDI is indeed the most effective and stable form of 

finance at increasing international credibility as Moran (1998) demonstrates, than 

corrupt regimes, currently funded by remittances and PI, may need to change their 

policies.  My findings also suggest that poorer countries are at a superior position for 

garnering capital.  Contradicting extensive research indicating IMF as a negative 

catalyst for investment (Edwards 2005; Jensen 2003, 2006) I present an optimistic 

outlook for states under IMF programs hoping to attract FDI.   

There are several limitations to this project, and further it yields some distinct 

opportunties for future research.  First, better data could provide results that are more 

robust.  Although the FDI and portfolio investment measures are used in many strains 

of political economy literature, the debate over the usefulness of the World Bank’s 

remittance data is fruitful.  However, the Inter-American Development Bank has begun 

their own remittance survey and currently has nearly 5 years of data, and utilizing these 

two different measurements may provide a closer look at both its causes and effects of 

this distinct form of capital.  In addition, as addressed earlier the dynamic relationships 

amongst remitter’s and the nations in which they live – or their home countries to which 

remit – could provide some new expectations for how to best attract these international 

monies.     
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 Second, this study does not address the effects of these forms of capital directly.  

Although I give brief summaries positing both sides of the theory, more analysis and 

critical debate about the effects should be undertaken.  Instead underlying this study’s 

purpose is the assumption discussed at length that despite these effects developing 

nations are constantly seeking out foreign capital to bolster their economic performance.  

Another nuance to this debate is which form of capital they appear to be seeking, and 

what are the econometric implications for this bias.  A more comprehensive look at not 

only the differences in the determinants of capital, but also an in-depth and quantitative 

look at their differing effects could provide some useful insight for policy makers of not 

just Latin America but the developing world as a whole.  

 Lastly, despite my use of time series specification with lagged dependent 

variables to methodologically deal with endogeneity issues, there is still the possibility 

of theoretical endogeneity that may marginalize the reliability of my findings.  Future 

research should consider dealing with these by testing relationships among the 

independent and dependent variables in relation to each form of capital. For example, 

one could address how the changes in FDI or PI affect changes in economic reform 

measures and what this interactive affect could have on remittance levels.  The number 

of dependent variables in this study would make this undertaking quite extensive, but 

analyzing it by single capital flows could provide more clarification about model 

specification for future studies.  
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        APPENDIX A
STATISTICAL APPENDIX 

 In this paper, I use a time-series GLS model with the IGLS specification.  While several 
scholars, such as Beck and Katz (1995),  have found that  the time-series GLS specification is 
inferior to the predictions generates by time-series OLS with panel-corrected standard errors,  
more recent scholarship has determined time-series GLS to be more appropriate when used in 
conjunction with specifying an ‘incorrect’ identification of the error covariance matrix Ω for 
GLS, or an IGLS specification, rather than assuming that the error covariance matrix Ω is 
known as is the case for OLS with PCSE (Koreisha and Fang 2001; Fang and Koreisha 2004).  
In this appendix, I briefly outline this specification as adopted for the analysis in my paper.  So, 
in a standard linear model we have: 
(1) y = Xβ + ε 
where y is the n x 1 response vector; X is an n x p model matrix; β is a p x 1 vector of 
parameters to estimate; and ε is an n x 1 vector of errors. Assuming that ε < Nn(0, σ

2

In) gives 
the already familiar ordinary-least-squares (OLS) estimator of β (Gujarati 2003):  
 
(2) bOLS = (X`X) -1 X` y 
 
and the covariance matrix: 
 
(3) V (bOLS) = σ2(X’X) -1 

 
However, Koreisha and Fang (2001) and Fang and Koreisha (2004) posit that we can assume 
more generally that ε < Nn(0,Σ) where the error-covariance matrix Σ is symmetric and positive.  
So, the diagonal entries in the matrix Σ correspond to non-constant error variances, while 
nonzero off-diagonal entries are the correlated errors. 
From the information in Σ and the log-likelihood for the model, we can estimate the 
generalized-least-squares (GLS) estimator of β: 
 
(4) bGLS = (X` Σ-1 X) -1X` Σ -1 y 
 
with covariance matrix: 
 
(5) V (bGLS) = (X` Σ -1 X) -1 

 
Incorrect Generalized Least Squares (IGLS) 
 The results from the Koreisha and Fang (2001) simulation demonstrated the robustness 
of time-series IGLS estimates in comparison to the results from OLS and GLS estimates 
constructed for models with a known and an estimated (yet correctly identified)  Ω.  In order to 
perform this correction, we start with the GLS (or Aitken) estimator from equation (4) above: 
 
(4) bGLS = (X` Σ-1 X) -1X` Σ -1 y 
 
 In equation (4), assuming Σ = 1 would create an OLS estimator and assuming Σ = Ω 
gives the GLS estimator.  However, because of the findings by the previously mentioned 
studies, we can safely conclude that the structure of Ω is unknown and that the elements while 
the structure of Σ must be estimated from the data.  So, by instead assuming that Σ ≠ Ω ≠ I, we 
can problematize (make it ‘incorrectly’ identified) the GLS estimator Ω as well as obtain Σ from 
the data. According to previous studies, the IGLS specification returns more efficient and 
unbiased results across time (Fang and Koreisha 2004).    
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           APPENDIX B
CORRELATION MATRICES  

 

Table B.1: Correlation Matrix of Dependent and Macroeconomic Variables 
 

 FDI PI Remittances GDP/Capita Inflation Trade Debt 
FDI 1.00       
PI 0.142 1.00      
Remittances 0.103 0.283 1.00     
GDP/Capita 0.091 0.204 -0.303 1.00    
Inflation 0.466 0.293 0.335 0.266 1.00   
Trade 0.295 0.076 0.547 -0.214 0.351 1.00  
Debt 0.047 0.047 -0.395 0.625 0.056 -0.486 1.00 
GDP Growth 0.029 0.024 0.039 -0.043 0.001 0.192 -0.001 
Polity 0.268 0.138 0.094 -0.123 0.374 0.226 -0.139 
IMF 0.048 -0.107 -.0236 0.229 -0.218 -0.154 0.376 
Regime 
Durability 

0.245 0.058 -0.018 0.500 .0.2232 0.354 0.357 

Checks 0.302 0.035 0.004 0.166 0.288 0.018 0.345 
Honeymoon -0.048 0.111 -0.000 0.101 -0.063 -0.018 0.013 
Capital Lib. 0.3219 0.237 0.281 0.164 0.636 0.539 -0.242 
Economic 
Reform 

0.442 0.300 0.394 0.057 0.770 0.374 -0.179 

Corruption 0.099 -0.038 0.028 0.143 -0.025 0.123 0.079 

Table B.2: Correlation Matrix of Political and Domestic Variables 
 

 Polity IMF Regime 
Durability 

Checks Honeymoon Capital Lib. Economic  
Reform 

Corruption 

FDI 0.268 0.048 0.245 0.302 -0.048 0.322 0.442 0.099 
PI 0.138 -0.107 0.058 0.036 0.111 0.237 0.300 -0.038 
Remittances 0.094 -0.236 -0.018 0.005 -0.000 0.281 0.394 0.028 
GDP/Capita -0.123 0.229 0.500 0.166 0.100 0.164 0.057 0.143 
Inflation 0.374 -0.218 0.223 0.288 -0.063 0.636 0.770 -0.025 
Trade 0.226 -0.154 0.354 0.012 -0.012 0.539 0.374 0.123 
Debt -0.139 0.376 0.351 0.345 0.013 -0.242 -0.179 0.049 
GDP Growth -0.009 -0.059 0.068 0.030 0.082 0.049 0.058 0.172 
Polity 1.00 -.0284 -0.139 0.339 -0.304 0.055 0.223 0.168 
IMF  1.00 -0.071 0.031 0.102 -0.018 -0.232 -0.099 
Regime 
Durability 

    1.00 0.186 0.094 0.215 0.141 0.287 

Checks       1.00  -0.048 -0.028 0.077 0.238 
Honeymoon          1.00 0.038 -0.094 -0.066 
Capital Lib.           1.00 0.468 -0.038 
Economic 
Reform 

            1.00 0.063 

Corruption               1.00 

 

65 
 
 
 



Texas Tech University, Caitlin Huggins, August 2007  

PERMISSION TO COPY 
 
 
 

 In presenting this thesis in partial fulfillment of the requirements for a master’s 

degree at Texas Tech University or Texas Tech University Health Sciences Center, I 

agree that the Library and my major department shall make it freely available for research 

purposes.  Permission to copy this thesis for scholarly purposes may be granted by the 

Director of the Library or my major professor.  It is understood that any copying or 

publication of this thesis for financial gain shall not be allowed without my further 

written permission and that any user may be liable for copyright infringement. 

 

Agree  (Permission is granted.) 

 

______Caitlin E. Huggins_______________        ____________ 6/30/07____________          

            Student Signature      Date 

 

 
 
Disagree  (Permission is not granted.) 
 
 
 
_______________________________________________         _________________ 
 Student Signature      Date 
 
 

  


