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Abstract

This paper extends the analysis of the confliaddéraelationship by introducing
foreign direct investment (FDI). We present a fafrmodel that predicts why FDI
can improve international relations as does tradke then proceed to test the model
empirically. Our empirical results in fact shovathioreign direct investment plays a
similar role to trade in affecting internationateractions. More specifically, we find
that the flow of FDI has reduced the degree ofrir@ional conflict and encouraged
cooperation between dyads during the period ofdibeade of the 1990s. A 10%
increase in FDI leads to on average a 3 percemedse in conflict. We also find that
trade and FDI complement each other in reducinglican These are especially
important findings since one of the main charastes of globalization has been the
reduction of barriers to international capital fmew As a consequence, FDI has
expanded enormously relative to trade flows. Tlkcp implication of our findings
is that further international cooperation in redwgcbarriers to both trade and capital
flows can promote a more peaceful world.
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1. Introduction

There is a large body of literature that deals vk question of whether trade
promotes peace. Despite different methodologiespteponderance of the evidence
shows that trade reduces interstate conflict, thaihgre is still some debateThe
economic basis upon which these results rest ipaamive advantage, an approach
developed by David Ricardo almost two hundred yags Comparative advantage
induces nations to trade with each other and amaeguence enhances each trading
partner's national wealth. Trading countries seek to disrupt these “gains from
trade,” and thus aim at cooperative relations &igiopeace. Although these notions
date back to Crucé (1623), empirical testing hagubeonly in the last twenty-five
years (see Russett and Oneal, 2001 and Mansfidiéaltins, 2001).

Recently, countries have moved into a more comgccanterdependent network as
global integration has expanded. Not only is trad@easing, but the amount of
capital flows has as well. For example, foreigmeci investment (FDI) has
experienced the fastest growth in the 1980s an@sl88d now has become a major
economic force that might foster global pacificatelns. Some numbers give us a
first impression of this alternate economic fordeDI's annual growth rate exceeded
the growth of international trade over the pastadecand broke through the trillion
U.S. dollar level in 2000. This contrasts with gegiod of the 1960s and 1970s when
countries were concerned with the possibility thair sovereignty would be reduced
by foreign direct investment by multinationals. eTfocus now is on the positive
effects of FDI and other types of capital flows tthe home and host countries’
economies. This change in attitude was complerddmyethe adoption of favorable
policies by many countries to attract FDI. Partrauctions or the complete
elimination of corporate taxes and the exemptionsiroport duties are the most
common policies, as well as case by case negotgmtf direct subsidies to
multinationals by host countries. More salieni@ctivas taken by the World Trade
Organization when it decided to orient discussi@rs incorporating rules on
investment. All these actions have encouragedettgansion of capital flows in
general, and FDI in particular over the last decadéese developments raise the
possibility that the role of direct investment ietekmining interstate relationships has
increased in importance.

Research on the impact of foreign investments bifinaional corporations (MNC)
on the international system predates the recen¢ase in globalization. Some such
as Hymer (1960, 1976) and Cox (1987) explored theus from a Marxist or radical
perspective. Closely linked to this type of analyare those of the dependency
theorist such as Gunder-Frank (1969). Other intiaé works from a more
conventional perspective include that of Vernon7@9 Gilpin (1975) and Nye

3 For example see the articles in Mansfield andif®0{2001), Barbieri (2002), Mansfield and Polli{2903), and
Schneider, Barbieri and Gleditsch (2003).
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(1974). Generally, these latter studies take tbes that MNC are tied to their home

countries and that nation states are still the ggal actors in the international

system. As Gilpin (2001) points out, this statetde position assumes that

multinational firms are essentially national firm@mpeting with one another around
the globe. If this is the case, then from thisspective one would expect that there
exists some correlation between the direct investsmmef multinationals and the

foreign policy of their home countries. Conversdlynultinationals are independent
actors in the international system and their ingirea importance have diluted the
role of the nation state as some have argued @lgnae, 1990) then we should
observe little or no correlation between FDI anel fibreign policies of the home and
host country towards each other.

The aim of this paper is to address this issueguaidifferent methodology and data
set. While earlier work tended to be case studiesutilize data on FDI, merged
with dyadic events data produced by Virtual Redeafssociates (VRA) and
Correlates of War 2 (COW2) data, as well as otloemtry attributes to statistically
test whether dyadic FDI flows affect conflict andoperation between nations. In
addition, by introducing trade data we can compzareé contrast the importance of
each (i.e. FDI and trade) in affecting internatior@nflict during more recent times.
We find that as FDI increases by 10%, net coopmratiill increase by 3.1%. Given
the rapid rise of FDI over the last few decades tbsult is especially important.

The paper is organized as follows. The next seghimvides additional motivation
for analyzing the effects of capital flows on imational conflict. The model of FDI
and international relations is presented in Sec8pmvhile Section 4 discusses the
data used. In section 5, we present the empiestainates for the effects of FDI on
conflict and cooperation while accounting for trssue of simultaneity and we
compare these estimates with those of trade. lifinalsection 6 we explore whether
trade and FDI are substitutes or complements imptimg peace and provide some
final conclusions.

2. Capital Flows and Peace: Why Should They be Related?

Independent of the reasons found in theltinational and the statéterature for
studying the FDI-conflict relationship, Mundell @B showed that trade and capital
flows are interrelated. If FDI and trade are clatel, then it is a natural extension of
the trade-conflict research to examine if FDI amchfiict are also related. In his
analysis, if a country imposes a tariff on a cdprigensive good that is being
imported, the increase in its price domesticalpgdie to an increase in the return to
capital relative to labor in the country by the IBgp-Samuelson Theorem. As a
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result, higher foreign capital flows into the dotiesountry because it is attracted by
the higher return than those being offered in thi@é country. Even though imports
of the capital-intensive good decline as a redulhe tariff, and the country’s balance
of trade improves, there is now an inflow of capitet shows up as a surplus in the
capital account (increase in foreign direct invesith This situation has been
observed in the US when the government imposedhtaiy export restraints (VER)
on the Japanese automobile industry to reduce ispoto the US and as a
consequence, it became profitable for Japanese faute to establish assembly
plants in the US (an increase of Japanese FDIgrefbre, the impact that a reduction
in trade between countries has on bilateral relah@s could be offset by those
generated by the additional capital transactionsvden residents of the two
countries. Consequently, a complementary studshéotrade-conflict relationship
should analyze the relationship between all caflibas in the balance of payments
and conflict. Unfortunately, only data for long#teflows are available at the dyadic
level. Yet, since short-term capital flows are enbquid than long-term flows their
potential impact on international relations shobédsubstantially weaker. For these
reasons, as well as to empirically explore the rments presented in the MNC-State
literature our study will focus on long term flowsthe capital account, namely FDI.

3. TheModd

The main mechanism through which FDI influencesnmtional relations is similar
to the way trade influences international relatio®®I| benefits both home and host
countries. If the home country of the MNC or tlasthcountry’s government initiate
conflict and as a result direct investment decreaseen many of the gains are lost.
We argue that in order to protect these gains, gotrernments will reduce conflict
and promote cooperation, much like why the govemimef trading partners try to
maintain a peaceful relationship with each othEne advantage of FDI for the home
country comes from multinationals, the FDI agenits.most economies, the scale of
production of multinationals leads to their usiihg tmost advanced technology and
management techniques, along with large R&D investsn This can result in high
payoffs for the national economy and as a resultam lead to multinationals
potentially having a high degree of influence ore tholicies adopted by the
government of the home country.

The advantages of FDI to the host country are mobrgous. Direct investment in
the host country brings new technologies, manageteehniques and human capital.
Some of these may be non-rival goods and therefancbe shared by local firms.
Specifically, FDI can generate productivity spikwss which might be captured by
local firms. Through these spillovers, the hosirtoy can achieve what it could not
through domestic investments or trade in goods aedviices. Furthermore,
multinationals provide training to their workers darthe increase in worker
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productivity could be beneficial to local firmstifese workers switch employers later
on. In addition to these spillovers, multinatiaalay provide intermediate inputs at
a lower cost to the host country and demand infrot® local firms. They also
contribute to host countries’ fiscal revenues tigitoeorporate taxes. In contrast to
short term capital inflows which could destabilitee host country economy, the
long-term nature of FDI makes it more stable aretdfore is less disruptive to the
national econom§. In fact, empirical evidence suggests that FDI &gmsitive and
significant effect on the growth of real per capitaome of the host country (see for
example, Borensztein, et.al 1998, Khawar, 2006)hel home country of the MNC or
the host country’s government initiate conflict aad a result direct investment
decreases, then many of the gains are lost. Weedtwt in order to protect these
gains, both governments will reduce conflict andnpote cooperation, much like
why the governments of trading partners try to @ma peaceful relationship with
each other.

However, a careful examination of the comparatideaatage of FDI may yield
stronger reasons why it may reduce interstate iconfhore than trade. Direct
investment has certain attributes that trade do¢ossess. For example, its long
term nature differentiates it from trade. In tlase of trade, one country can change
its partners more frequently and easily when arees#vsituation is encountered. For
example, if war breaks out between two countrilbs,ttaded goods can be held or
delayed, or even transferred to another destinatidime loss resulting from the
termination of trade between these two countrigs @ minimized. Yet this is not
the case for FDI. Once investments are made, matibnals cannot withdraw
investments arbitrarily. The loss resulting framberstate conflict can continue for a
long time with the cost not being recovered. Basedhis, multinationals may use
their power to push both governments, or at the least the home government to
adopt cooperative policies rather than conflictamles. In addition, the host
government may be induced to adopt cooperativecipslin order to demonstrate a
friendly image towards FDI in order to attract het investments from other
countries.  Therefore, the resulting consequencelikisly to be cooperative
relationships between countries and less conflict.

The following presents a one-period model that a@ionsapture these stylistic facts.

For simplicity, we assume a 2-country world whdrese can be associated with the
home and host country. The home and host coungrieferences are represented by
the following utility functions:

U=U(C,2) 1)

“ The outflow of capital resulting from the 1997 asicrisis primarily consisted of bank lending awdtiolio
flows, while FDI remained essentially unchangedhul@an, Perez-Quiros and Popper (1996) find thati&DI
insensitive to changes in short term capital floyed,short-term flows are sensitive to changesimyiterm flows
such as FDI.
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u'=u(c.z) (2)

where C denotes consumption in the home countryGinthat in the host country
and Z denotes the intensity of conflict or cooperathat the home country generates
towards the host country and Z* that of the hostas the home country (see
Polachek 1980). We assume that Z is defined dwembn-negative real nhumbers
with the property that a greater Z represents miatense conflict and a lower Z
greater cooperation with the other country. Greatenflict requires resources
whether it is military weapons or diplomatic pregsthat must be taken from other
uses. Preferences for the level of conflict geteeaaderived demand for it, although
the underlying reason for conflict may be to retlisite wealth from neighbors either
voluntarily or involuntarily by threat or use ofrte.

Each country has a given labor fordeand ", respectively, that we normalize to
one. For simplicity, we assume that the repres@etaultinational firm is based in
the home country and that none exists in the hoghtcy. At the beginning of the
period, the multinational firm has an amount of itapk that can be allocated to
production in the home countri, or in the foreign country which we denote ky.

Therefore,

k +k, =k 3)

The investments generate returnsRyfand R, respectively, with the rate of returns

depending inversely upon the amount invested duBntinishing returns and on the
level of conflict, as poor international relatiomsakes for greater regulatory
restrictions and other such policies aimed at {prénvestors. In addition, the returns
to foreign investment will depend positively on Bkucvariables as public

infrastructure, the level of education of the lalborce and other types of social
capital which we denote b§ . More specifically,

R=R(kQ) (@)
R=R(k 22Q) (5)
withaﬁ<0, R, <0, R, <0, aRE <0, R, >O,aR% >0.
ok, ok, Y4 0Z 0Q  'aQ

Denoting the wage rate in the home and host casmbyw and w', respectively,
the home country’s incomg, is

® In what follows, we can think of the utility futicn as representing the preferences of the pokigrs. In the
economics of regulation literature these are gélyeneferred to as political support functions. dém this
interpretation, greater consumption yields supfmrthe politician from the segment of the constitay whose
level of welfare is increased as their consumptises. Similarly, there exists a subset of thestiarency who
benefit from conflict and therefore, support sucliqy since they are made better off.
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y=w+Rk+(1-7) Rk, (6)

where 7 is the tax rate on the multinational’s income irsgd by the host country.
Note that the wage rate in the home country iseasing in the amount of capital
invested in the home countrk, and on the amount of human capital, namely
w(k, H) with

ow/ok >0 anddow/o H >0.

Finally, the budget constraint for the home courgry
C+Z=w+Rk+(1-7) Rk (7)

The host country’s incomey is

y =w+Rk+7RK, (6)

where k'and R are the capital stock owned by the host countfiyias and the
return to this indigenous capital, respectivelye thatter which can differ from that
earned by the MNC. The wage rate in the host cgustalso increasing in the
amount of capital since they are complementaryofaodf production, as well as on
the level of human capitalH . These assumptions conform to the empirical
evidence on FDI that was discussed above. Thesefor

w=w (k, K, H), (8)

withM>O, aﬂ*>0, a—W*>O.
ok, ok oH

Finally, the budget constraint for the home courgry
C+Z=w+Rk+7r Rk ™)

The timing of the game is as follows. First, wewase that the MNC decides how to
allocate its investment portfolio between the haane foreign countries, while the
host country government decides the tax rate ogigorcapital. In the second stage,
the governments of each country determine the ¢ypeternational relations to have
with the other country, i.e., it chooses the lesklZ. To solve the game, we use

backward induction. Therefore, give(rkl,kz,r) chosen in the first stage, each

country chooses Z. Substituting equation (3) i(@p the problem for the home
country in the second-stage is to maximize equdtipmamely,
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MzaxU:U(w+R(k— K)+(1-7) Rk- Z 2 ©)
wherek, denotes the amount chosen in the first-stage.

The first-order condition is:
a_uza_u_( _T)a_Ua_Rzk'Z. (10)
0Z o0C 0C 0Z

This condition states that the optimum level of ftohis determined at the point
where the marginal benefits from engaging in confll relations with the host
country measured by the left-hand side is equahéomarginal cost. This cost is
composed of two term: the first is the direct re@sewcost that an additional unit of Z

has for society as they forgo a unit of the congionpgood, 0U/0C, and the

second, the indirect cost imposed on domestic eassdwho have opted to invest in
the host country. This latter term captures tlticgon in their net of tax returns on

. : 0 . o :
each unit of investment o(fl— r)a—z2 resulting from the deterioration of relations

that yields a total loss in utility from the dedim consumption 0%% k,. For

the host country, they maximize equation (2) subjeq7’) yielding the first-order
condition

U _ouT U 6R2k.
9z oC oC az =

(11)

Note that as compared to the situation of no ABIF0), the marginal cost in both

these cases is higher by the amount of the se@nd-bn the right hand side.
Therefore, if the marginal utility from conflict decreasing then the optimal level of
Z determined by equations (10) and (11) must bdlemahen FDI exists. Finally,
solving equations (10) and (11) we get

z2=2(Z Kk, Hkr.QQ) (12)
Z=7(zk H krg Q) (13)
By substituting these equations into (1) and (2) eam solve for the first-stage

solutions fork, and 7. Our objective is to estimate equations (12) @) taking

into account the simultaneity generated by the-ftage solution. Therefore, we
next proceed to explore the empirical evidencdisfielationship.
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4. The Data

The two major data sets used in this study areVilteal Research Associates data
(VRA) and bilateral Foreign Direct Investment by CIE countries. The VRA data
are derived from events reported in the wire sesiic Rather than being read and
transcribed from newspapers, they are based on wemplriven formulas that
analyze the first sentence of each news reportomFthese first sentences, the
computer determines an actor, a target, as wealhasction (see King and Lowe, 2002
for examples and more details). The data useddoistudy begins with 3.7 million
international dyadic events during the period 19900 downloaded from Gary
King's web site. After deleting the intrastate ewgerthere remain about 450,000
observations. This event data set is coded by IQBEfegrated Data for Events
Analysis). For a detailed description of IDEA $@nd, et. al., (2001) and King and
Lowe (2002) who compare several different codinghoés. Joshua Goldstein has
proposed a scale to convert the IDEA code to omerttatches closer to the scaling
used in previous events data sets (see Goldst&®@2)1 Table 1 contains the
conversion scale as given by King and Lowe. As lbarseen from the table, the
negative scale values represent conflict and tiséipe ones cooperation, while zeros
are basically natural disasters and neutral s@atvities. The maximum negative
value is -10 which corresponds to extreme condlades. Note that conflict decreases
with the absolute value of these negative valu€he same holds for the positive
values except that its maximum positive value iy &3. Since the scale includes
55 categories, it makes the use of a count modeliropriate. It is possible to divide
these into smaller sub-categories, but the probteimow to capture the total event
effect for each dyad by year. A more useful metisoh compute the weighted sum
of all events for each dyad by year (weighted ey @voldstein scale for each type of
event form). Given that different signs differeé conflict and cooperation, a
positive weighted sum means net cooperation ewgtin a dyad, and conversely,
negative values imply net conflict. In other waqrdsr net cooperation the total
cooperative weighted events must dominate the totalictive weighted events.

We use VRA data for two reasons. First, counttgractions are composed of both
cooperation as well as conflict. Thus the dataiseich in the sense it contains all
types of interactions. It is not confined solabyhigh order conflicts such as wars.
On the other hand, one is able to limit the analysi wars (or other high order
conflicts) if desired by concentrating on thoseueal that correspond to such events.
Second, utilizing both conflictive and cooperatidata enables us to correct for a
potential bias in many recent trade-conflict stadiénteraction theory (Waltz, 1979)
posits that trade will increasall interactions between trading partners. These
interactions includéoth cooperation as well as conflict. Omitting coopieratcould
underestimate trade’s role because it neglecte’sachpact on cooperative activities.
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The following example shows why one could obtaireamoneous result by confining
oneself solely to conflict data between tradingtipens. Trading partners are often
likely to end up with unbalanced annual trade.thie worst case, if trade imbalances
last a long time, the country experiencing thedrddficit could become dissatisfied
with the policies of the trade surplus country. aAsesult, trade related conflict might
arise. The United States and China illustrate sudircumstance because China
often runs a trade surplus. The long lasting Ur&de deficit forces it to pressure
China to revaluate its currency vis-a-vis the doll8ut despite this, the U.S. and
China cooperate widely in many economic, politiaatl social aspects. In the end,
what we observe between the U.S and China is tlaale tinduced cooperation
dominates trade induced conflict, so the net eféédtade is to reduce conflict. For
the above reason, using events data containingdautfiict and cooperation is more
appropriate for an analysis of how trade and Fidcfconflict. Of course, there are
some disadvantages with events data. These disiadyes have been addressed by
many studies (see Kegley, 1975 and Polachek, 18801897), yet these will not
affect the consistency of the estimation (see Pelacl997).

The second major data set used for the study iB@&ndata set comprised of 70
countries that are members of the OECD, as wethes partner countries (which
need not be OECD). This is the only data setwaknow of that specifieisilateral
capital flows. The time period for which theseadate available is from 1989, which
makes it useful for capturing any new trend in EDd the role that FDI is playing in
the post-Cold War period. One limitation of theksda is they are weighted towards
OECD countries more than other countries, althoeDh in these others tend to be
relatively small in magnitude. Thus, this data Bats FDI between each pair of
OECD countries and FDI between OECD countries amd®@ECD countries, but not
between pairs of non-OECD countries.

Other data sets are used to account for differeincether characteristics of countries
as implied by equations (12) and (13). There #ferdnt sources for these data. For
information on GDP, we use IMF data and adjusttid iUS dollars as was done with
the FDI data. Measurements of country militaryatajities, and variables such as
population, military expenditure and military pensel are taken from the National
Material Capabilities in COW2. In addition, vari@b on a country’s infrastructure
development and the educational level of its pdmraare from the World Bank.
The extent of democracy for each country is obthiinem the “Polity IV’ data set.
Finally, we use the Kristian Gleditsch dyadic tratia because it contains dyadic
trade for the years matching our FDI data.
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5. FDI and Conflict: Can OnePredict The Other?
5.1. TheEmpirical Modéd of FDI and Conflict

The model addressing the FDI and interdependeneasiomship is a simultaneous
two-equation model. Based on the theory, FDI artdrdependence are expected to
influence each other and we expect both to havesttiye impact. Therefore, FDI
and interdependence are both regarded as endogeaiaisles. Only by looking at
both in a simultaneous equations context do weigletased results.

As previously mentioned, the variable measuringroiépendence is the weighted
sum of all conflict and cooperation events for edghd year from the VRA data.
We denote this variable a$dtal.” Total represents the net amount of cooperation
between an actor and a target country. When pesitiimplies that cooperation
outweighs conflict, when negative the reverse. rdé&toee, by defining net
cooperation to be the dependent variabletdl), we can then explore whether
conflict and cooperation increases or decreaséiseatame time as our independent
variables change. The observed coefficients wellitterpreted as measuring the
marginal effects on net conflict or cooperatiom thhe VRA data, every event has a
source country and a target country thus all ictevas are directed from an actor
country to a target. Yet it is possible that coy directs events toward country B
in a specific year, but that country B does nogctirevents toward country A. In our
study, Total measures the weighted sum of both countries’ tceimteraction toward
each other in that year. This measure gives udatia net cooperation within the
dyad.

The variable FDI measures either the inflow or lowtfbetween two countries in a
specific year. Inflow is the investment a targeumtry receives from a source
country. Outflow is the amount of investment legvthe source country to the target
country. Theoretically, these two should be edena Yet in practice, they may
differ from each other because countries diffethow they define direct investment
and on other measurement issues. We report thésrdsr inflows in the text and
present those for outflows (which are almost id=d}i in the Appendix. As
previously mentioned, since one country’s investimeranother may be expected to
be influenced by how peaceful their relationshipaisd since peace might be
influenced by how much one country invests in thegeng we adopt a simultaneous
equation system to examine how FDI affects dyadiations and how dyadic
relations affect FDI. These are specified belovegyations (14) and (15).

Total=a,+a,FDI+a,A +a,A +& (14)

FDI= B,+ g, Total+3,B +3;B, +¢, (15)
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where both Aand B, are a vector of country attributes of the sour@entry while
both A, and B, are a vector of country attributes of target countTable 2 presents

the descriptive statistics for the variables emetbincluding the attributes. Finally,
& and g, are random errors assumed to be normally dis&tufThe results for the

estimation of the simultaneous system given by &opus (14) and (15) are reported
in Table 3, with the first coefficients reportedirige those that correspond to the
attributes of the source country and the secondficieats to those of the target
country.

As we can clearly see from the above table, FDlaagnificant positive effect on
the net cooperation variable (0.014). For a ondiamiU.S. dollar increase in FDI
within a dyad, on average net conflict will be redd by 0.014 units (i.e., net
cooperation will increase by 0.014 units). Howevem the information above it is
difficult to visualize the FDI's significant. S@ order to get a meaningful measure,
we compute an elasticity indicating the percentngeain cooperation given a one
percent change in FDI, as was done by PolachekOj18& the conflict-trade
relationship. We use the following elasticity measu

dTotal , meaninflow_ 01 4*370.369_

Elasticity= . =.311.
dinflow meanTote 16.68¢

The interpretation of this elasticity is as follawAs FDI increases by 1%, net
cooperation will increase by 0.31% or net confieil decrease by 0.31%, on
average. Our result on the net cooperation variaio confirms that it has a
significant positive impact on FDI. The coeffictesf this is 23.0. This is consistent
with our propositions that FDI relies on good dyadelationships. In this case, a
one-unit change in net cooperation will increasé Bypabout $23.0 million between
the two countries. Once again, the elasticitytiiig relationship is:

dinflow, meanTotal _ 000* 16.685

. =1.036.
dTotal meaninflow 370.36¢

Elasticity=

Therefore, a 1% increase in net cooperation or g¥sedhse in net conflict between
dyad will increase FDI by 1.04%.

These regressions also yield a number of otherastieg findings. First, GDP seems
to play a positive role in decreasing net conflidBoth the source and the target
countries’ GDP (in the earlier model denoted by &*) are associated with greater
cooperation and are statistically significant. $tas FDI can reduce net conflict, so
might higher GDP. Second, a number of country logipa attributes tend to

negatively impact on the degree of net cooperatibor example, the power ratio of
the dyads has a negative sign and is very significdhe greater the power ratio, the
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less the net cooperation. Also, we find the vdeiabint democracy has a significant
negative coefficient. We expect the level of deraog plays a very important role in
global interdependence. It is reasonable to atigatedemocratic countries will have
less net conflict because they have similar cultaral social backgrounds and that
checks and balances within this type of governmdatreases democracies’
proclivity toward wars. However, our results irgtie that polity does not increase
net cooperation or decrease net conflict once GiuPtlae levels of FDI inflows are
taken into account. This result reinforces thainfib by Polachek (1997) where more
salient determinants for the democratic peaceared to be economic issues rather
than only political considerations. It is also smtent with Clark and Sobek (2004)
who find that joint democracy in the 1990s doesdurease conflict as it did in the
previous decades. Finally, the estimates indith#t the contiguity of countries
results in more net cooperation once capital flanestaken into account. This result
Is in contrast to most other findings that find tguity leads to greater conflict.

As for the other estimates of FDI inflows, given bguation (15), we find that

membership in the World Trade Organization, theybepon of both members of the

dyad, higher quality of labor as measured by thregrdage of school enrollment, and
better infrastructure measured by telephone masliper 1,000 people will lead to
more FDI. However, the size of the market as greed by GDP and the gross
capital formation for the dyad has no significaff¢ets in inducing FDI.

5.2. FDI and Trade: Are They ComparableIn Predicting Conflict?

The above results confirm that FDI and dyadic paltrelations are mutually related.
But whether FDI has a similar role as trade isattious. The best way to answer
this question is to compare the coefficients (@setities) of FDI and trade with
respect to the political relationship variabl€ofal) in a similar context. Past
literature may provide a quick comparison. A clpsestimated comparison is the
0.36 trade-net conflict elasticity from Polachek®80 article where he accounts for
causality’ The results in Table 3 indicate that FDI haslatirely comparable effect
in influencing political interdependence (an eleisti0.311 versus 0.36).

Of course, although interesting, comparison betwaeasurements based on two
different time periods may be misleading. Thus estimate the trade-conflict

relation using VAR data for the 1990s. In Tablsu¢h an estimate is provided. For
convenience and comparison purposes as well, wepstite model almost the same

® He estimated the coefficients for trade and conilsing late 1950s to late 1960s’ data using COBDdn event
data set comparable to the VRA to measure neticariflowever, he separated imports and exports thihD.005
coefficient being the average of the two. If tdtalde is used, we should expect a slightly smabefficient.
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to that used for the FDI and interdependence ozlaliip. The differences are in the
trade equation where we account for population siym@ating GDP on a per capita
basis instead of separating it into the GDP andifadion of the countries. Again, we
report the results for imports in the text and &ethose for exports to the Appendix.

Of particular interest is the coefficient for impgr0.003, which is similar as the
0.005 coefficient obtained in Polachek’s 1980 papkhough it is smaller. The same
explanation will apply here: On average net cohfii¢hin a dyad will be reduced by
0.003 units (i.e., net cooperation will increas@03. units) for every one million US
dollar increase in trade (within the dyad). Weoatstimate the elasticity for trade
with respect to total as:

Elasticity=_0 0@« meanimport _ 513,3979.952_, ;40

dimports meanTotal 15.54(

The results indicate that a 1% increase in impeilison average lead to a 0.768%
increase in net cooperation (net conflict will dsase by 0.768%).

In this simultaneous equation systehotal also has a strong positive impact both on
imports and exports, which is not found in Polachel©97 papef. For every unit
increase in net cooperation between the dyad, enage trade between them will
increase by 214.1 million U.S dollars. As for thlasticity, a 1% increase in net
cooperation will result in a 0.836% increase inl&rdetween the dyad:

dimports, meanTotal _ 214'122&= 0.836.

dTotal meanimport 3979.95.
Our empirical results indicate that trade and F@RVeéh a very similar role in
promoting peace and reducing conflict especiallyemvithe elasticity is considered.
The effects of their attributes are very closewai. Overall, we find that FDI can
actually perform the role that trade did over dedédnt time period.

Elasticity=

6. FDI and Trade: Are They Complementary?

In the previous section, we showed empirically tRBY increases net cooperation
and therefore promotes peace in a similar mannérade. But a natural question
might arise: Do FDI and trade augment each othebringing about more net
cooperation, or do they work against each otheii8 ghestion is important because
if they work against each other, the total econonmfluence on world
interdependence or globalization, as well as wpdedce is constrained. If both FDI

" In his 1997 paper, the sign for ‘Total’ with resp#o trade is indeterminate.
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and trade complement each other, then their joiffece will promote
interdependence, and consequently conflict is erpeo be reduced at a faster pace.

In order to test this relationship, we performragg OLS taking FDI and trade as the
independent variables at the same time. The reasomo not set up a simultaneous
system taking both FDI and trade as endogenougdause they are both closely
related. As such, exogenous variables will be harddentify. The results are
reported in Table 5. From this table, we can dest £DI and trade indeed
complement each other. They both increase netezatipn at the same time. To see
the combined effect, we compute the elasticityaihb

dTotal , meanTrade 001+ 8335.687

Elasticity= . =0.528
dTrade meanTote 15.786
Elasticity= dTotal , meaninflow =.OO4*357'238 — 0.091

dinflow meanTotal 15.786

The sum is 0.528+0.091= 0.62, which implies thd%a increase in both trade and
FDI increases net cooperation by 0.62%. This ielasis expected to increase if we
adjusted for causality.

7. Conclusion

This paper extends the analysis of the conflialdraelationship by introducing
foreign direct investment. Furthermore, whereasstmeurrent analysis of the
conflict-trade relationship examines historicaladasing COW, MIDS, or COPDAB,
we employ the VRA data with information for the 189 We justify using events
data because events data contain information oflictoas well as cooperation. Our
empirical results show that foreign direct investinglays a similar role as trade in
affecting international interactions. More spezfly, we find that the flow of FDI
reduced the degree of international conflict andoemraged cooperation between
dyads during the decade of the 1990s. This isspaaally important result since one
of the main characteristics of globalization hasrbthe large increase in international
capital flows. We also find that trade and FDI gd@ment each other in reducing
conflict. The policy implication of our finding ighat further international
cooperation in reducing barriers to both trade eapital flows can promote a more
peaceful world.

292



Proceedings of the ¥0Annual International Conference on Economics aecuSity

References

Barbieri, Katherine. 2002.The Liberal Illusion: Does Trade Promote Peacd&™

Arbor: The University of Michigan Press.

Bond, Doug, Joe Bond, J. Craig Jenkins, Churl QhGimarles Lewis Taylor. 2001.
“Integrated Data for Events Analysis (IDEA): Ané&it Form Typology for
Automated  Events Data Development.” ManuscHiairvard University.

Borensztein, E., J. de Gregorio, J. Lee. 1998. wHimes Foreign Direct Investment
Affect Economic Growth?”Journal of International Economic#5(1):115-

135.
Chuhan, Punam, Gabriel Perez-Quiros and Helen Pod@96. “International
Capital

Flows: Do Short-Term Investment and Direct Investin Differ?,” PRE
Working

Paper No. 1669, World Bank (October).

Clark, David and David Sobek (2004) "Pumpkin orri2ee? The Democratic Peace

Since the End of the Cold War," Working Paper,gBi@amton University

Cox, Robert. 1987. Production, Power, and World Order: Social Forces the

Making of History New York: Columbia University Press.

Crucé, Emeric. 1623.The New Cynéé or the Discourse on the Opportunéies
Means of Establishing a General Peace and Freed@r&lobally Paris:

Jacques Villery.

Fieleke, Norman S. 1996 “What Is the Balance gintants?” Federal Reserve Bank

of
Boston, October.

Gilpin, Robert. 1975.U.S. Power and the Multinational Corporation: Thelifcal
Economy of Foreign Direct InvestmeNew York: Basic Books.

Gilpin, Robert. 2001 Global Political Economy: Understanding the Intetioaal
Economic OrderPrinceton University Press.

Gleditsch, Kristian. 2002. “Expanded Trade and GDd&a,” Journal of Conflict
Resolution 712-724.

Goldstein, Joshua. S. 1992. “A Conflict-Coopenattacale for WEIS Event Data,”
Journal of Conflict ResolutiorB69-385.

Gunder Frank, Andre. 1967Capitalism and Underdevelopment in Latin America:
Historical Studies of Chile and BraziNew York: Monthly Review Press.

Hymer, Stephen. 1960The International Operations of National Firms: Au@y of
Foreign Direct InvestmentPh.D. Dissertation, Massachusetts Institute of
Technology, later published by MIT Press, 1976.

Kegley. C. (ed.). 1975. International Events and the Comparative Analysis o

Foreign Polity. Columbia: Univ. of South Carolina Press.

Khawar, Mariam. 2005. *“Foreign Direct InvestmemtdaEconomics Growth: A

Cross- Country Analysis.'Global Economy JournaMolume 5, Issue 1.

King, Gary and Will Lowe. 2002. “An Automated Imfoation Extraction Tool for
International Conflict Data with Performance aso@@s Human Coders: A

293



Proceedings of the ¥0Annual International Conference on Economics aecuSity

Rare Events Evaluation Desigtiiternational Organization

Long, J. Scott. 1997.Regression Models for Categorical and Limited Dejsam
Variables Sage Publications Inc.

Mansfield, Edward and Brian Pollins. 2001. “The &twf Interdependence and

Conflict:

Recent Advances, Open Questions, and DirectionsFtdure Research,”

Journal of Conflict Resolution, 45(6), 834-859.

Mansfield, Edward and Brian Pollins. 2003.Economic Interdependence and
International Conflict Ann Arbor: The University of Michigan Press.

Mundell, Robert. 1957. “International Trade andctea Mobility,” American

Economic  Review47(3), 321-335.

Nye, Joseph S. 1974. “Multinationals: The Game #mel Rules: Multinational
Corporations in World Politics,” Octobdfpreign Affairs

OECD FDI YearbookOECD: Paris selected years.

Ohmae, Kenichi. 1990The Borderless World. Power and Strategy in therlmked
EconomyNew York: Harper Business.

Polachek, Solomon. 1980. “Conflict and Trad#&urnal of Conflict Resolutiorb5-

78.

Polachek, Solomon. 1997. “Why Democracies Coopéavidre and Fight Less: The
Relationship between International Trade and Crdmn,” Review of
InternationalEconomics295-309

Russett, Bruce. M. and John R. Oneal. 200lriangulating Peace: Democracy
Interdependence, and International Organizatiohtew York: The Norton

Series in World Politics.

Schneider, Gerald, Katherine Barbieri and Nils étetGleditsch, eds. 2003.

Globalization and Armed ConflicNew York: Rowman and Littlefield.

Vernon, Raymond. 1971.Sovereignty at Bay: The Multinational Spread of US
EnterprisesNew York: Basic Books.

Waltz, Kenneth. 1979Theory of International PoliticdNew York: Random House.

294



Proceedings of the f0Annual International Conference on Economics aecuSity

APPENDI X
Tablel: Goldstein Scale
Gold IDEA Definition Gold IDEA Definition
8.3 072 extend military aid -2.8 12 Accuse
7.6 074 rally support -3 161 warn
7.6 073 extend humanitarian aid -3 16 warn
7.4 071 extend economic aid -3.4 122 denounce or denigrate
6.5 081 make substantial agreement -3.8 194 halt negotiations
5.4 064 improve relations -4 1134 break law
5.2 0523 promise humanitarian support -4 1132 disclose information
5.2 0522 promise military support -4 1131 political flight
5.2 0521 promise economic support -4 113 defy norms
5.2 052 promise material support -4 1123 veto
4.8 083 collaborate -4 1122 censor media
4.8 08 agree -4 1121 impose curfew
4.7 05 promise -4 112 refuse to allow
45 051 promise policy or non-material support -4 111 reject proposal
35 0432 forgive -4 11 reject
35 04 endorse or approve -4.4 2122 political arrest and detention
3.4 093 ask for material aid -4.4 2121 criminal arrest and detention
3.4 092 solicit support -4.4 212 arrest and detention
3.4 043 empathize -4.4 171 non-specific threats
3.4 041 praise -4.5 1963 administrative sanctions
3 082 agree or accept -4.5 1961 strike
29 065 ease sanctions -4.5 196 strikes and boycotts
2.8 054 assure -4.5 19 sanction
2.8 033 host meeting -4.9 151 demand
25 062 extend invitation -4.9 15 demand
2.2 0655 relax curfew -5 201 expel
2.2 0654 demobilize armed forces -5 20 expel
2.2 0653 relax administrative sanction -5.2 1813 protest defacement and art
2.2 0652 relax censorship -5.2 1812 protest procession
2.2 0651 observe truce -5.2 1811 protest obstruction
2.2 0632 evacuate victims -5.2 181 protest demonstrations
2.2 063 provide shelter -5.6 193 reduce or stop aid
2.2 06 grant -5.8 172 sanctions threat
2.2 0431 apologize -6.4 175 non-military force threats
2 013 acknowledge responsibility -6.4 17 threaten
1.9 066 release or return -6.8 2112 guerrilla seizure
1.9 032 travel to meet -6.8 2111 police seizure
1.6 0933 ask for humanitarian aid -6.8 21 seize
1.6 0932 ask for military aid -6.9 183 control crowds
1.6 0931 ask for economic aid -6.9 1814 protest altruism
1.6 09 request -6.9 18 protest
15 1011 offer peace proposal -6.9 174 give ultimatum
15 101 peace proposal -7 2231 military clash
15 03 consult -7 195 break relations
1.2 102 call for action -7 1734 threaten military war
11 01 yield -7 1733 threaten military occupation
1 031 discussions -7 1732 threaten military blockade
0.8 10 propose -7 1731 threaten military attack
0.6 012 yield position -7 173 military force threat
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0.6 011
0.1 091
0.1 024
0 99

0 98

0 97

0 96

0 95

0 94

0 72

0 27

0 26

0 25

0 24

0 2321
0 2312
0 2311
0 231
0 23
-0.1 094
-0.1 022
-0.1 021
-0.1 02
-0.9 141
-1 14
-1.1 0631
-2.2 192
-2.2 121
-2.4 132
-2.4 131
-2.4 13

yield to order

ask for information
optimistic comment
sports contest

A and E performance
accident

natural disaster
human death

human iliness

animal death
economic status
adjust

vote

adjudicate
government default on payments
private transactions
government transactions
transactions
economic activity
ask for protection
pessimistic comment
decline comment
comment

deny responsibility
deny

grant asylum

reduce routine activity
criticize or blame
formally complain
informally complain
complain

-7.6
-7.6
-7.6
-7.6
-7.6
-7.6
-7.6
-8.3
-8.7
-9.2
-9.2
-9.2
-9.6
-9.6
-9.6
-9.6
-9.6
-9.6
-9.6
-9.6
-9.6
-9.6
-10

-10

-10

-10

-10

-10

1827
1826
1825
1824
1823
1821
182

224

2236
2123
211
2228
2227
2226
2225
2224
2223
2222
2221
222
22
2237
2235
2234
2233
2232
223

military border violation
military border fortification
military mobilization
military troops display
military naval display
military alert

military demonstration
riot or political turmoil
bombings

military seizure
abduction

seize possession
assassination

guerrilla assault
paramilitary assault
torture

sexual assault

bodily punishment
shooting

beatings

physical assault

force

biological weapons use
assault

military occupation
coups and mutinies
military raid

military engagements

Source: King,

Gary and Will Lowe. 2002
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Table2: Summary Statistics

Number  of Standard
Variable Observations Mean Deviation Minimum  Maximum
FDI Inflow (In Millions) 5449 370.3692 2198.749 -4439.439 99362.37
FDI Outflow (In Millions) 5365 435.9184 2456.108 -2514.127 105651
FDI (In Millions) 4530 915.3345  4449.512 -3259.342 136056.5
Import (In Millions) 6284 3979.952 11156.46 0 181711.6
Export (In Millions) 6284 3915.989 11353.07 0 190296.4
Trade (In Millions) 6284 7895.941  22048.06 0 330788.6
Total (Net Cooperation) 6284 15.54036 47.00418 -179.6 861.1
GDP Actor (In Millions) 6284 1129349 1936794 503.6674 8484402
GDP Target (In Millions) 6284 1093643 1913315 503.6674 8694336
Total Population Actor
(In Thousands) 6284 94716.93 211500.9 1422 1266838
Total Population Target
(In Thousands) 6284 97576.14 216948.8 1422 1266838
GDP Per Capita Actor
(In Thousands) 6284 18.17114 11.56651 .0513841 43.63908
GDP Per Capita Target
(In Thousands) 6284 17.10487 11.68497 .0513841 43.63908
Telephone mainlines  Actor
(Per 1,000 People) 6284 398.2965 202.1086 5.9 745.5634
Telephone mainlines Tar get
(Per 1,000 People) 6284 384.5038 206.1911 5.9 745.5634
School Enrollment, Primary
Actor 6284 104.175 8.740926 54.7984 165.9567
School Enrollment, Primary
Target 6284 103.9344 8.8735 54.7984 165.9567
School Enrollment, Secondary
Actor 6284 08.88845 27.08365 30.09889 160.11
School Enrollment, Secondary
Target 6284 96.73133  26.77884 30.09889 160.763
Gross Capital Formation
Actor (% of GDP) 6284 22.06183 5.599327 8.119479 43.6401
Gross Capital Formation
Target (% of GDP) 6284 22.211 5.656464 8.119479 43.6401
Power Ratio 6284 14.77485 42.88632 1.000221 591.798
Joint Democr acy 6284 356.8811  123.9196 15 441
Contiguity 6284 1306493 .3370432 0 1
WTO 6284 .888606 .3146445 0 1
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Table 3: Three-Stage L east Squar e Estimation of FDI-Conflict Relationship-FDI Inflow

(Z-Scorein parentheses)

Dependent Variables

Independent Variables Total FDI Inflow
(Net cooperatiof
Constant -.260 -1827.978 ***
(-0.16) (-4.61)
FDI Inflow .014%*x
(7.72)
GDP Actor 9.03e-06*** -4.36e-05
(14.77) (-1.35)
GDP Target 6.18e-06*** -3.57e-07
(11.05) (-0.01)
Power Ratio - 142
(-8.59)
Joint Democracy .01 4%
(-3.68)
Contiguity 7.103***
(4.67)
Total (Net Cooperation) 23.000***
(8.59)
WTO 128.576*
(2.97)
Population Actor 3.91e-04***
(3.36)
Population Target .001x**
(4.03)
Telephone Mainlines Actor A42%*
(2.75)
Telephone Mainlines Target .357*
(2.35)
School Enrollment, Primary Actor 4.169*
(2.02)
School Enrollment, Primary Target 1.772
(0.83)
School Enrollment, Secondary Actor 3.231**
(2.87)
School Enrollment, Secondary Target 5.873**
(4.68)
Gross Capital Formation Actor -2.761
(-0.83)
Gross Capital Formation Target -5.200
(-1.53)
R Squared 2730 1756
N 5449 5449

Note: *** p<.001; ** p<.01; * p<.05.
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Table 4: Three-Stage L east Squar e Estimation of Trade-Conflict Relationship-Import

(Z-Scorein parentheses)

Dependent Variables

Independent Variables

Total
(Net Cooperation

Trade Import

Constant -2.116 -7799.311 ***
(-1.80) (-4.60)
Trade Import .003***
(8.15)
GDP Actor 4.73e-06***
(5.91)
GDP Target 3.77e-06***
(5.14)
Power Ratio -.088***
(-5.02)
Joint Democracy -.008***
(-3.40)
Contiguity 10.391*
(2.73)
Total (Net Cooperation) 214.122%*
(48.51)
WTO -18.878
(-0.09)
GDP Per Capita Actor -37.189**
(-2.99)
GDP Per Capita Target 14.564
(1.40)
Telephone Mainlines Actor 3.697***
(3.75)
Telephone Mainlines Target 2.257**
(2.94)
School Enrollment, Primary Actor 15.637*
(2.11)
School Enrollment, Primary Target 29.056***
(3.55)
School Enrollment, Secondary Actor 5.075
(1.50)
School Enrollment, Secondary Target -414
(-0.12)
Gross Capital Formation Actor 25.509*
(2.07)
Gross Capital Formation Target 39.682*
(2.89)
“R Squared” 0.4458 0.3561
N 6284 6284

Note: *** p<.001; ** p<.01; * p<.05
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Table5: Trade, FDI Inflow and Conflict
(T-valuesin parentheses)

Dependent Variable
Independent Variable Total
(Net Cooperation)
Constant 1.226
(0.89)
Trade .00 x**
(42.72)
FDI Inflow .004***
(17.28)
GDP Actor 6.73e-06***
(26.28)
GDP Target 3.61e-06***
(14.63)
Power Ratio -.098***
(-9.32)
Joint Democracy -.010**
(-2.78)
Contiguity -16.367***
(-11.80)
R-squared .5084
N 6161

Note: *** p<.001; ** p<.01; * p<.05.
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Table 3A: Three-Stage L east Squar e Estimation of FDI-Conflict Relationship-FDI Outflow

(Z-Scorein parentheses)

Dependent Variables

Independent Variables Total(Net cooperation) FDI Outfloy
Constant -.118 -2000.455**
(-0.07) (-4.95)
FDI Outflow .014%*x
(7.35)
GDP Actor 8.02e-06*** -4.93e-05
(12.87) (-1.54)
GDP Target 6.24e-06*** 9.65e-06
(9.23) (0.34)
Power Ratio =133
(-7.47)
Joint Democracy .01 3%+
(-3.64)
Contiguity 7.169%**
(4.77)
Total (Net Cooperation) 27.636***
(9.70)
WTO 128.818*
(2.09)
Population Actor 3.55e-04**
(2.99)
Population Target .00 ***
(4.07)
Telephone Mainlines Actor A23**
(2.83)
Telephone Mainlines Target 394**
(2.68)
School Enrollment, Primary Actor -.499
(-0.25)
School Enrollment, Primary Target 6.502**
(3.16)
School Enrollment, Secondary Actor 5.878***
(4.66)
School Enrollment, Secondary Target 3.795%**
(3.48)
Gross Capital Formation Actor -.356
(-0.12)
Gross Capital Formation Target -4.027
(-1.31)
“R Squared” 0.3152 0.2282
N 5365 5365

Note: *** p<.001; ** p<.01; * p<.05.
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Table4A: Three-Stage L east Square Estimation of Trade-Conflict Relationship-Export

(Z-Scorein parentheses)

Dependent Variables

Independent Variables

Total
(Net Cooperation

Trade Export

Constant -1.486 -8091.89 ***
(-1.10) (-4.51)
Trade Export .003***
(7.31)
GDP Actor 5.04e-06***
(6.57)
GDP Target 4.23e-06***
(4.87)
Power Ratio -.094*x*
(-5.05)
Joint Democracy =011 %
(-4.23)
Contiguity 10.132*
(2.24)
Total (Net Cooperation) 202.241 %+
(42.74)
WTO 175.770
(0.73)
GDP Per Capita Actor -15.435
(-1.23)
GDP Per Capita Target -17.845
(-1.33)
Telephone Mainlines Actor 2.685**
(2.79)
Telephone Mainlines Target 4,326
(4.18)
School Enrollment, Primary Actor 16.608
(1.92)
School Enrollment, Primary Target 27.676***
(3.25)
School Enrollment, Secondary Actor 9.548*
(2.47)
School Enrollment, Secondary Target -.965
(-0.24)
Gross Capital Formation Actor 37.745*
(2.47)
Gross Capital Formation Target 12.238
(0.95)
“R Squared” 0.3827 0.2968
N 6284 6284

Note: *** p<.001; ** p<.01; * p<.05.

302




