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1. Introduction

There exists a wide literature on the determinamd causes of foreign direct investment
(FDI). One chief factor, among others, should be ¢éxchange rate because changes and
variability in the external value of the domestiarrency change the real value of an
investment (when investing and when transferringemee), which also implies that foreign
investments are accompanied by higher uncertairtis could either serve as an additional
incentive to invest abroad (in the sense of optipaatfolio diversification) or it could act as a
disincentive and at least delay FDI and adjustmientapital flows. Because of inconclusive
theoretical predictions, the question of influerscbasically an empirical one.

Accordingly, there exists a wide empirical litens that aims to decipher the
influence of (real) current and expected excharage levels on FDI flows as well as the
influence of exchange rate variability (to be reweel in Section 2). There is very little
literature so far, however, on the influence of ¢éixehange rate regimtéVhile exchange rate
variability and the regime should be correlated,thiak it is useful to explore the influence
of regimes independently because the regime inefover the nominal exchange rate and
thus a fixed nominal rate does not necessarily yngpkonstant real rate, which should be
decisive for investment. Since it is by now wellokm that declared (de jure) and de facto
regimes can (and often do) diverge widely, we heede-facto classification by Reinhart and
Rogoff (2004) for our study.

In our view, the main additional effect that coglame from a regime is the increased
credibility of a consistent peg. FDI, by definitioirs a long-term capital movement and
therefore investors should base their decisiondong-term currency developments rather
than short-term expectations. While formal declarat of a particular regime may increase
credibility, one would expect that investors maildgk at de-facto pegs rather than de-jure
pegs. Moreover, literature on the trade effectxahange rates regimes has also derived that
regimes have an impact that goes beyond the mesxengtion of exchange rate variability.
Rose (2000), and others found that there is an ¢tnglacurrency union on the creation of
trade that goes above and beyond the influencexetl frates. While this work has been
criticized, and the consensus now is that the effemuch smaller than first derived by Rose,
it seems that the additional effect of the regiraa be held up (Baldwin 2006, Klein and
Shambaugh 2010). Our view is supported by Abbott Bre Vita (2011) who find that
membership in EMU not only has a positive effecE@1 among member states but increases
inflows from other countries.

Our main contribution in this paper is to combihe widely used Reinhart and Rogoff
(2004) de-facto classification with a relativelywnelata set on annual bilateral FDI flows
among developed and developing countries in a ty-yype model, based on data from 1980
to 2004. These data, based on an extensive FDkdatampiled by UNCTAD, are combined
with bilateral exchange rate regime data; thatvis,transform the Reinhart and Rogoff-data
set to map bilateral FDI with corresponding exclearage relations. However, we do not only
include formal monetary unions but also use undedldixed regimes as reflecting stable
currency relations.

! There is a very large literature, however, of itiituence of the exchange rate regime on tradewirand
inflation. See Klein and Shambaugh (2010) for @m¢survey. Rose (2011) takes a critical positaweatrd such
studies. Curiously, there is almost no literatunetioe relation between exchange rate regimes argbtiment.
See, however, Schiavo (2007) and Abbott and De (2itd1) and Abbott et al. (2012).
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2. TheLiteratureon FDI and Exchange Rates

The broad literature on the relation between FI&I exchange rates can be distinguished into
three main strands: the influence of the curremt expected level of the exchange rate, its
variability, and a nascent literature on the questf whether a particular exchange rate
regime, such as a monetary union, influences FiDiceSthere are several surveys on this
literature (Pain and van Welsum 2003, Kiyota andt&2004, Bloningen 2005, Becker and
Hall 2009), our review is very brief and summariney the main arguments and findings.

Cushman (1985), Froot and Stein (1991), Klein Ru$engreen (1994), Bloningen
(1997), and Kogut and Chang (1996), looking atedéht time periods and different source
countries, all find that FDI inflows into the USAarease with a fall in the value of the dollar.
However, Froot and Stein (1991), Bloningen (19@Ad Pain and Van Welsum (2003) find
that the effects differ starkly across industriebgereas Dewenter (1995)and Tomlin (2008)
find that an appreciation of the dollar leads torenimflows in general. Thus, although most
studies confirm the existence of the negative taticm between the level of the dollar
exchange rate and the flow of FDI into the US bgklag at certain groups of countries,
industries and periods of observation, it is uncheaw robust these results are.

Turning to variability, theoretical arguments icate that the relation between
exchange rate volatility and FDI could go eitheywaizenman and Marion (2001) argue that
vertical FDI is inhibited rather than encouragedrmreasing exchange rate volatility but that
horizontal FDI can be encouraged by exchange rateertainty because it creates
opportunities to shift production to countries witiore advantageous exchange rates. High
exchange rate volatility can delay investment bsedhere is a chance the investment can be
made at a more favourable exchange rate later.rdlgtuthe option value of waiting
increases in uncertainty (Dixit and Pindyck 1994inBing 1988, Bloningen 1997). On the
other hand, by engaging in FDI firms buy an optionshift production in response to
exchange rate fluctuations and thus more volatlitguld actually lead to more FDI which is
confirmed by Cushman (1985, 1988), Goldberg andstadl (1995), Sung and Lapan (2000)
and Dewenter (1995) for US related flows, and DeniM€L999) for a broader sample of
OECD countries. Russ (2009, 2012) goes a stepeiubiy focussing on asymmetries between
investing firms and fixed costs of investment. Sinels that exchange rate variability can
either foster or hinder FDI, depending on whethégrest rate and price shock originate in the
host or native country, and whether firms are “oldhd have already incurred these fixed
costs) or “new™

This inconsistent evidence may also be due tolim@as reactions of investment to an
increase in volatility. For periods with highly abile exchange rate movements, Crowley and
Lee (2002) and Serven (2003) find a stronger Mdlatnvestment relationship than for
periods with moderate movements, whereas Pain [2@Q®rts a change in the effects of
exchange rate volatility on FDI over the periodnird981 to 1999. Moreover, it seems that
turning to countries other than the US and otheCDEountries might influence evidence.
Udomkerdmongkolm et al. (2006), for instance, abtai negative relationship between
nominal bilateral exchange rate volatility for FiX developing countries and emerging
markets, which is explained by Bénassy-Quéré 2801) with the argument that transfer
pricing is particularly sensitive to exchange rfatetuations.

Hence, it seems again that it is hard to draw g¢m@nclusions for all countries and
all periods. While there is strong evidence thanh$é aim to mitigate exchange rate risk by
establishing production plants in countries withgéa markets, the effect of exchange rate
volatility on vertical FDI seems to be rather n@gat By drawing general conclusions, one

% These asymmetries could also be one reason whapttience on exchange rate variability and FDI ieeah
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has to bear in mind this evidence is mainly basedeaveloped countries and that results often
reflect specific circumstances. Among themselvesjetbped countries mainly engage in
horizontal investment or try to acquire R&D interesicompanies with firm-specific assets.
This is most likely not the prime motive for FDbWing into developing countries.

While the literature is mainly concerned with remdchange rate variability, the
question also arises if a nominal peg influencesridation independently. However, only
very little work so far has focused on the paracw@xample of the European Monetary Union
(EMU). Using data for 25 OECD countries between@88d 2001, Schiavo (2007) shows
that EMU has encouraged FDI. Another study by Rédso (2007), using panel data of
unilateral FDI flows among 18 developed countriesMeen 1992 and 2001, shows that the
creation of EMU caused an increase of FDI in vagiduections. Inward FDI from within the
Euro area rose by 16 percent, FDI from member cmsto non-member countries rose by
11 percent, whereas inward FDI from non-member t@msmto member countries rose by
only 8 percent. Abbott and De Vita (2011) insteiad 2 much smaller effect but interestingly
can also show that investment in EMU member coestiiom other sources increased. Since
these studies are based on only a few observaditersthe creation of EMU, they should be
interpreted with caution.

Finally, Abbott et al. (2012) consider the influenaf exchange rate regimes on FDI
into developing countries. Using data for 70 coestfrom 1985-2004, they find a significant
increase in FDI for those countries on de-factedixexchange rates. Our own results below
do not support this finding.

3. Empirical Approach and Data

As argued above, one could expect that the infleesfcthe exchange rate regime on FDI
could have an influence beyond the influence oharge rate variability, we proceed with an
empirical analysis of the link between bilateratleange rate regimes and bilateral FDI by
using a gravity-type model across countries and ¢wee. Our basic model specification
reads as follows:

InFDI, =0; +y' X, +0'Y;, +0, FiXRegimeg, +A, + 4, +g; (1)
whereFDl;;; stands for foreign direct investment of country countryj at periodt, a; is the
country pair fixed effectX;; represents a set of host country control variaigsienotes the
difference between source and host country charsits, FixRegime;j: corresponds to a
fixed exchange rate regime between the source laachost country/; is a set of year
dummies, andy ande;j; represent host-year effects and the error terspectively. We use a
standard (OLS) fixed-effects panel regression maoaelthe Hausman test indicates that this
estimator would be more appropriate than a randifects model.

As concerns the dependent variable, we use FMNsfliom the source to the host
country in US$ million (the variable is labell&DI).® Importantly, the limited host country
coverage of previous analyses of bilateral FDI #as overcome by fully exploiting the data
available upon request from UNCTAD’s Data Extraerngce (UNCTAD 201l1a). We use
annual bilateral FDI flows in logs to reduce theewhkess of the data. Before taking the
natural logarithm, we set the small number of negatDI flows (less than 4 percent) equal
to zero and add one to include as many observasiepossible.

As regards the control variables, we employ atiredly standard set of measures that
address horizontal (market-seeking) and vertidét{ency-seeking) FDI, including total host

% In addition to FDI flows in absolute values, waulthhave used FDI as a share of the host counBp® as
another dependent variable. However, estimatethi®wvariable are difficult to interpret due to taet that GDP
stands on both sides of the equation.
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country nominal GDP for market seeking FOBOOP), the difference in GDP per capita
between the source and the host country for véfEba (DiffGDPpc), host country openness
to trade QOpenness), a dummy for the existence of a bilateral or oegi trading agreement,
that is, a free trade agreement or customs unkdrA) another dummy for a bilateral
investment treaty BIT), and the inflation rate of the host country tontcol for
macroeconomic distortionsnflation). Finally, we include an indicator for the institutial
development of host countries, proxied by politicainstraints on the executive branch
(PolCon). Poor institutions may discourage FDI by givinigerto uncertainty (e.g., with
respect to the protection of property rights; Lew aMansfield 1996, Henisz 2000) and
additional costs (e.g., in the case of corruptiei 2000). Apart fronminflation, we expect a
positive association of all these control variabigth FDI.

As noted in the introduction, the classificatidnReinhart and Rogoff (2004) is used
for the variable of principal interest, that isgthxchange rate regimeOne reason for this
choice is that it is available for a long time periand for a large country sample. Moreover,
their system of classification depicts the realhexme rate regime quite adequafeBince
we are only interested in the difference betweerdiand non-fixed regimes, we use the
coarse grid classification system from Reinhart Rugjoff to determine whether a pair of
countries has a fixed exchange rate. More spelifickixRegime represents a dummy
variable, taking the value one for a fixed exchargje regime between the source and host
country and the value zero for all other excharage regimes. The dummy is equal to one for
hard pegs, that is, for a pair of two (or more)rtoes without a separate legal tender, those
with a pre-announced peg or currency board arrapggnthose with a horizontal band
narrower than +/- 2% and those with a de facto ‘pPéte expect a positive association of a
fixed exchange rate regime on FDI flows as uncetyaabout exchange rate movements
would decrease and, consequently, the risk prenfarmnforeign investors would be lower.
Moreover, in the case of the developing host coemitra “disciplined” monetary policy
ensuring low and stable inflation rates could bganted vis-a-vis a fixed exchange rate
where monetary independence would be foregone.

The percentage of hard pegs in developed counttasszero in 1997 and increased to
52 percent in 2004 due to the introduction of theogTable 1). The number of intermediate
regimes decreased whereas the number of floatiggnes hardly changed, in particular
between 1997 and 2004. With regard to emerging etadconomies and developing
countries, the number of hard pegs remained relgtistable or increased slightly over the
time period between 1990 and 2004, but the floategimes became more prevalent. The
number of countries categorised as “freely flodtidgcreased to 0 and around 2 percent,
respectively, in these countries.

As further control variables, we use the real ergearate vs. the US Dollar
(ExchangeRateReal) and its standard deviatiorexchangeRateVolatility). Whereas higher
values forExchangeRateVolatility indicate an increase in the volatility of the (yeexchange
rate, measured by the standard deviation, an iserd@a ExchangeRateReal refers to a

4 See Neumayer and Spess (2005) and Busse et 4D)(&@r the choice of the various control variables
Appendix A provides exact definitions and data searfor all variables; descriptive statistics canfdund in
Appendix B. Similar td=DI, we take the natural logarithm GDP andInflation.

® We extend the Reinhart and Rogoff (2004) dataséhe year 2004 with data provided by Eichengraed
Razo-Garcia (2006), as they use the same claggifica

® Alternative classifications are provided by Ghestal. (2002) who base their sample on officialexme rate
declarations, or Levy-Yeyati and Sturzenegger (20080 study the volatility of official exchange eatind
currency reserves, while Reinhart and Rogoff (2004k at the volatility of the relevant (possiblyoificial)
exchange rate. For a discussion of these diffalessifications, see Harms and Kretschmann (2009).

" See Reinhart and Rogoff (2004) for details.
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depreciation of the host country currency. As thevesy of previous empirical studies in
Section 2 has shown, the expected signs for bébdchangeRateVolatility and
ExchangeRateReal are unclear.

Our analysis covers the period 1980-2004. UNCTAD&a Extract Service provides
FDI data since 1970, but very few countries rep@t flows for the 1970s at a bilateral level.
To avoid biases arising from an extremely small @anof reporting countries, we start with
1980. We include the maximum number of source aved bountries for which bilateral FDI
flows are available, reported in Appendices C aneéxxept financial offshore centres, such
as Panama, The Bahamas, or the Cayman Islandss{&tird005). Extending the sample to
include a large number of poor developing host tes is crucial to avoid a sample
selection bias and to assess the chances of tbeséries becoming more attractive to FDI.
Overall, our sample consists of 102 developed awldping host countries. By covering 31
source countries of FDI, including various non-OEG&urce countries, we at least partly
capture the recent surge of FDI flows from deveigpicountries to other developing
countries.

Table I: Evolution of Exchange Rate Regimes UshegReinhart and Rogoff Natural
Classification (Percentage of Members in Each Gaitgg

1990 1997 2004
All Countries
Hard pegs 22.5 24.5 34.1
Intermediate 45.8 51.1 32.6
Floating 15.8 13.7 31.9
Freely falling 15.8 10.8 15
Total 100.0 100.0 100.0
No. of Countries 120 139 138
Developed Countries
Hard pegs 4.4 0.0 52.2
Intermediate 73.9 65.2 13.0
Floating 21.7 34.8 34.8
Freely falling 0.0 0.0 0.0
Total 100.0 100.0 100.00
No. of Countries 23 23 23
Emerging Countries
Hard pegs 10.0 12.5 16.1
Intermediate 60.0 53.1 41.9
Floating 10.0 18.7 41.9
Freely falling 20.0 15.6 0.0
Total 100.0 100.0 100.0
No. of Countries 30 32 31
Developing Countries
Hard pegs 34.3 35.7 35.7
Intermediate 29.9 46.4 34.5
Floating 16.4 5.9 27.4
Freely falling 194 11.9 2.4
Total 100.0 100.0 100.0
No. of Countries 67 84 84

Source: Eichengreen and Razo-Garcia (2006).

4. Empirical Results

Following the model specification and the introdoctof the variables, we now turn to the
empirical results. Columns (1) to (3) in Tabledport the results for the full sample of host
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countries, using OLS fixed effects. The first estiion (Model 1) includes all control
variables introduced before, except f&TA, BIT and PolCon since provisions in
regional/bilateral treaties or institutional qualihight have a similar effect on FDI flows as
the exchange rate regime. In Models Il and Ill,then add these further control variables.

Almost all control variables have the expectech sigd are statistically significant at
the 10 percent level or better. The strongly pesitoefficient of the host countries’” GDP
(GDP) reveal that FDI flows to the sample countries @nigen by market-seeking motives.
Whereas the difference between the GDP per capis dot seem to matter for the full
sample DiffGDPpc has the expected positive coefficient and is lyigignificant as we focus
on subsamples later on. The importance of vert€al is also stressed by the significantly
positive coefficients ofDpenness and RTA; greater openness to trade reflected in these two
variables improves the host countries’ attractigsnéo FDI involving the relocation of
particular segments of the value chain and thenoffag of intermediate production. Also in
line with our expectations, macroeconomic distmsioproxied by the inflation rate, are
associated with lower bilateral FDI flows. Whileethatification of a bilateral investment
treaty is associated with higher FDI flowBplCon remains insignificant. As noted in
Section 3,PolCon refers to political discretion of the executive fech, which might not
involve strong risks for foreign investors. Moreepise measures for political risk are
unfortunately not available for the extended peuoder consideration. The overall fit of the
three models is reasonable, taking into accountweanclude some 45,500 observations and
slightly more than 3,000 bilateral (sometimes ghiéerogeneous) country pairs.

Turning to the exchange rate-related determinahtgEDI for the full sample, our
results show that the real exchange rate levekgatively associated with FDI, that is, an
appreciation of the real exchange rate attracterk@l. However, the estimated coefficients
do not reach the 10 percent threshold level. Whersplit the total sample into developing
and developed host countries, reported in columis 8, we find a negative impact for
developing and a positive impact for developed twes Still, for both subsamples
ExchangeRateReal is not a significant determinant of bilateral figreinvestment. Our results
with respect to this variable are thus in line witie inconclusive evidence reported by
previous studies (see Section 2). For exchangevodaility, we find a positive and weakly
significant link with FDI flows for the total hostountry sample. Yet the coefficients for
ExchangeRateVolatility are not significant in most model specificatiooslioth subsamples.

Regarding the variable of principal interest, welfthat a fixed exchange rate regime
is strongly positively associated with FDI flowshd coefficients fofFixRegime are highly
significant at the 1 percent level in all three mlospecifications. The quantitative effect of
having a fixed exchange rate on FDI inflows is ¢dasable. Taking the estimated coefficient
on FixRegime for the full sample of host countries and all eohvariables (0.585) at face
value, the switch from a floating to a hard pe@ssociated with an increase in FDI inflows
by some 76.6%. Hence, the impact of a fixed exchaate is not only quite sizeable, it is
larger than the effects of both ratifying a regiottade agreement or a bilateral investment
treaty.

Looking again at the disaggregated results forelbping and developed host
countries, the coefficients foFixRegime are always positive but only significant for
developed countries, not for developing countri@bviously, the results for developed
countries are influenced by the introduction of ¢ueo in 1999 which seems to be associated
with an increase in FDI flows. This outcome is imel with the results reported by Schiavo
(2007), Petroulas (2007) and Abbott and De VitaldOwho find a positive impact of the
introduction of the euro on FDI inflows. Note, hoxee, thatFixRegime goes beyond EMU,
as it measures various fixed exchange rate regioredSMU countries before 1999 (and for
non-EMU countries, such as the UK and Denmark) fandeveral countries with hard pegs
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vis-a-vis the US dollar for diverging years in feriod under consideration (see Reinhart and
Rogoff 2004).

Subsequently, we run various further regressionsuestigate whether these results
hold up. To begin with, we use the Poisson Pseudsiidum Likelihood (PPML) estimator
suggested by Santos Silva and Tenreyo (2006). Sincedependent variable has a large
portion of zeros, that is, in the full sample soB4e500 out of 45,500 are zeros, OLS results
could be biased. Also, as shown by Santos Silvalamdeyo the PPML estimator can be used
even in the presence of heteroskedasticity. Sindahe OLS approach, we use the PPML
fixed-effects estimator and the same three modsdipations.

Looking at the results for the full sample of hosuntries, reported in columns 1 to 3
in Table 111, all control variables have the exmatsign and are significant at the 10 percent
level or better (apart from the inflation rate e tthird model specification). In comparison to
the OLS results, now the difference between repartd host country GDP per capita has the
expected positive sign and is highly significantheg 1 percent level. Also, the coefficient for
constraints on the political executive is positaral highly significant.

For all three exchange rate variables, howeverdavaot obtain significant results in
the full sample. This outcome changes as we tuthg¢dwo subsamples. While a depreciation
of the real exchange rate has a positive impaét@irflows in developing countries (columns
4 to 6), we obtain the opposite results for devetbpountries (columns 7 to 9). In line with
the OLS results, we obtain no significant (or ndust) results for the exchange rate
variability in both sub-samples. Importantly, thesjlive and significant impact of having a
fixed exchange rate on FDI holds up for the devedbpost country sample (though no longer
for the full sample). For developing countries, iagae do not obtain any significant results
for FixRegime. Overall, the PPML regressions are roughly in kivith the OLS estimates in
respect of our exchange rate variables.

Next, we further investigate the impact of theefixexchange rate in developing
countries. We replicate our estimations for varisub-samples of host and source countries.
In view of space constraints, we show only the Itedor the variable of principal interest in
the present context and the PPML estimator. Tolit@ie comparison, the results for
FixRegime for developing countries from Table Il are listadain in the first row of Table
V.

As a start, we divide the group of developing hastintries into middle- and low-
income countries (according to the World Bank’sssification). The argument is that the
large group of developing countries is fairly hetgggneous and the disaggregation could offer
additional insights. Yet the outcome of this furtkample split does not matter much. While
the impact of a fixed-exchange rate regime on BGHtill negative (and not significant) when
considering only middle-income countries, the eated coefficients are somewhat smaller in
comparison to low-income countrigdlext, we check whether the impact of a fixed exgea
rate regime changes if we exclude developing socooetries. It could be argued that South-
South FDI might differ from North-South FDI, due ddference in motives and the sort of
foreign investment undertaken. Yet the outcome do¢shange much.

8 For low-income countries, the coefficients for Méxll and 11 are identical as there are no RTAsvbenh these
countries and the FDI source countries includealinanalysis.
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Then, we replicate the estimations and excludeaicedeveloping host countries from the
analysis: First, we exclude resource-intensive lkbosintries, as the motives for investing in
these countries are likely to differ from the otldeveloping countries. Then, we leave out
transition countries as a number of these countgesived considerable FDI inflows since
the early 1990s which might not be related to emrgearates policies. Third, we include
transition countries only. While the coefficients FixRegime turn positive in the first and

third set of regressions, we still could not estdibh statistically significant link between a

hard peg and FDI flows in developing countries.

Table IV: Robustness Checks and Extensions, Devgjdpountries, PPML Fixed Effects

Model: | 1 "
Full Developing Host Country Sample (as reportedable II) -0.0180 -0.0132 -0.0250
(-0.280) (-0.206) (-0.387)
Middle-income Countries -0.00840 -0.00202 -0.0142
(-0.124) (-0.0298) (-0.208)
Low-income Host Countries -0.113 -0.113 -0.108
(-0.529) (-0.529) (-0.506)
Developed Source Countries -0.00294 0.000989 10.01
(-0.0457) (0.0154) (-0.170)
Excl. Resource-intensive Host Countties 0.0353 0.0382 0.0291
(0.516) (0.558) (0.422)
Excl. Transition Host Countries -0.0678 -0.0646 0688
(-0.909) (-0.865) (-0.918)
Transition Host Countries only 0.136 0.130 0.12d
(1.064) (1.012) (0.920)

Notes: Due to space constraints, we only reportekalts for the fixed exchange rate regime vagiagte Table
Il for further notesAlgeria, Bolivia, China, Republic of Congo, EcuadBgypt, Guyana, Indonesia, Nigeria,
Oman, Papua New Guinea, Syrian Arab Republic, daidiand Tobago, Venezuela, Zambia.

Finally, we address potential endogeneity concerrir empirical analysis. While a
suitable instrumental variable approach would Hasen the preferred choice, we could not
find adequate instruments for all endogenous visabAlso, the number of potentially
endogenous variables is quite large. Accordinglg, ran further regressions with OLS and
PPML fixed-effects but lag all explanatory variablgy one year. The results (not reported)
are very similar to the non-lagged version of aupeical model, which reduces endogeneity
concerns to some degr&e.

5. Interpretation of the Results and Policy | mplications

Summing up the evidence, we find a positive andiggnt influence of a fixed exchange
rate regime for FDI in developed countries, butedeping countries do not receive higher
FDI inflows if they employ a hard peg of their eemcy as a policy option. There are several
possible reasons for this. One reason might beetk@tange rates are highly correlated with
other variables, such as macroeconomic stabiliéglet, growth or institutional quality, which
all influence FDI. In developing countries, theaetbrs may outweigh the influence of fixed
exchange rates per se and thus explain our ingensindings for different county groups.
Moreover, it might be that regime changes are fastel more frequent in this group of
countries. Our main argument for the regime to emattas that fixed rates have to do with

° The additional results are available from the arshupon request.
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credibility. If fixed rates in developing countriase less credible than in developed countries
this could explain that their effect is rather wéakhese countries.

Another reason could be that real exchange rat@lisy is not as strongly correlated
with nominal exchange rate stability in differemuatries. Since the value of FDI is affected
by real exchange rates, their changes and vatighibminal regimes are only important in as
much as they allow making predictions about regherge rates. If despite a fixed exchange
rate real rates are more variable in developingnttas, the regime loses its predictive power.

Finally, it might be that the type of investmemtdeveloping countries is of a different
nature than in developed countries. Earlier litmathas already established that for several
reasons, it might make a difference whether Fiaszontal or vertical, or in which industry
it is taking place. If the exchange rate regime daifferent effect on different types of FDI,
they could also have a different influence in dd#f® countries if one particular type of
investment dominates there. In addition, is hasls®wn that the option value of waiting
depends on monetary and price shocks (Russ, 20050)ch shocks are more prevalent in
developing economies, this could imply that thermation between exchange rates and FDI
is systematically different from developed courdtrie

These questions are so far not explored and sthaulde subject of further work. Still,
our results offer interesting policy conclusionsevBloping countries trying to raise their
attractiveness for FDI may focus their efforts, éaample, on concluding bilateral investment
treaties or joining regional trade agreements ratien focusing on the exchange rate regime.
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Appendix A: Definition of Variables and Data Sour ces

Variable Definition Source

FDI Bilateral FDI flows from source to host countgurrent UNCTAD (2011a)
US$ million

GDP Total Gross Domestic Product (GDP), current US$  World Bank (2011)

DiffGDPpc Difference between source and host GDP gqepita, World Bank (2011)
current US$ divided by 1,000

Openness Sum of imports and exports in % of GDBt(twmuntry) World Bank (2011)

Inflation Inflation rate of host country in % (GDieflator) World Bank (2011)

RTA Dummy bilateral or regional trade agreementdfirade WTO (2011)
agreement or customs union), 0/1

BIT Dummy bilateral investment treaty, 0/1 UNCTAROQ1b)

PolCon Political constraints Ill, Henisz databaseging from 0 Downloaded from
(no constraints) to 1 (full set of constraints) Henisz's homepage

FixRegime Classification of fixed exchange rateimegby Reinhart Reinhart and Rogoff
and Rogoff, see text for more details (2004), updated by

Eichengreen and
Razo-Garcia (2006)
ExchangeRateReal Real exchange rate vs. the U&rdotimputed by the IMF (2011) and
average of the local currency value against thedolfr World Bank (2011)
multiplied with the ratio of the US Consumer Prindex
(CPI) and the local CPI, Index 2000 equal to 100
ExchangeRateVolatility =~ Standard deviation of thealr@&xchange rate usingIMF (2011)
monthly data

Appendix B: Descriptive Statistics

Variable Observations  Mean Std. Dev. Minimum Maximu
In FDI 45,529 1.03 2.21 0.0 12.7

In GDP 45,529 24.01 212 18.2 30.1
DiffGDPpc 45,529 11.09 13.64 -36.6 385
Openness 45,529 72.38 38.85 6.3 275.2
In Inflation 45,529 2.53 1.71 -4.2 10.2
RTA 45,529 0.14 0.35 0.0 1.0

BIT 45,529 0.17 0.38 0.0 1.0
PolCon 45,454 0.32 0.21 0.0 0.7
FixRegime 45,529 0.03 0.18 0.0 1.0
ExchangeRateReal 45,529 0.61 2.22 0.01 25,565.3
ExchangeRateVolatility 45,529 0.03 0.20 0.0 4.2

Appendix C: Source Country Sample

Argentina, Australia, Austria, Belgium-LuxembourBrazil, Canada, Chile, Colombia, Denmark,
Finland, France, Germany, Iceland, Ireland, JaRapublic of Korea, Malaysia, Mexico, Netherlands,
New Zealand, Norway, Portugal, Spain, Sweden, ®wiand, Taiwan, Thailand, Turkey, United
Kingdom, United States, Venezuela
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Appendix D: Host Country Sample

Albania, Algeria, Angola, Argentina, Australia, Atia, Bangladesh, Belgium-Luxembourg, Bolivia,
Botswana, Brazil, Bulgaria, Burkina Faso, Camero@anada, Chile, China, Colombia, Republic of
Congo, Costa Rica, Cote d'lvoire, Croatia, Denmablgminican Republic, Ecuador, Egypt,
El Salvador, Estonia, Ethiopia, Finland, France,mBi@a, Germany, Ghana, Greece, Guatemala
Guyana, Haiti, Honduras, Hungary, Iceland, Indiaddnesia, Ireland, Israel, Italy, Japan, Jordan
Kazakhstan, Kenya, Republic of Korea, Latvia, L&hia, Malaysia, Mali, Mauritius, Mexico,
Mongolia, Mozambique, Namibia, Netherlands, New |ded, Nicaragua, Niger, Nigeria, Norway,
Oman, Pakistan, Papua New Guinea, Paraguay, Patippihes, Poland, Portugal, Romania, Russian
Federation, Saudi Arabia, Senegal, Slovenia, Sp&n, Lanka, Sudan, Swaziland, Sweden,
Switzerland, Syrian Arab Republic, Taiwan, Tanzaifliaailand, Togo, Trinidad and Tobago, Tunisia,
Turkey, Uganda, Ukraine, United Kingdom, United t&a Uruguay, Venezuela, Vietnam, Zambia,
Zimbabwe
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