Review of World Economics
https://doi.org/10.1007/510290-023-00500-w

ORIGINAL PAPER

™

Check for
updates

Be my guest: the effect of foreign policy visits to the USA
on FDI

Antonis Adam'® - Sofia Tsarsitalidou?3

Accepted: 28 April 2023
©The Author(s) 2023

Abstract

We examine whether a country leader’s diplomatic visit to the USA affects the For-
eign Direct Investment inflow. The literature so far has found inconclusive results
regarding diplomatic relations’ effect on international flows. We use a dynamic
Inverse Probability Weighting Regression Adjustment framework to examine this
relationship and estimate the causal effect of foreign visits. Our results indicate that
a visit to the US increases the country’s total FDI inflows by up to one percentage
point per annum, with a cumulative effect reaching 2.5 percentage points six years
after the visit. However, this is a short-run effect as it disappears in the subsequent
years. Furthermore, our first-stage results shed light on the profile of the leaders that
visit the US. Our findings are consistent with the view that foreign visits act as sig-
nals to investors regarding the country’s political risk.
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1 Introduction

In 1874, king Kalakaua of Hawaii became the first head of state of any nation to
visit the US. During his stay, he concluded the Reciprocity Treaty of 1875 between
the US and Hawaii, a free trade agreement, which, when ratified by both nations,
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brought considerable profits to planters and businesses (Schweizer, 1991). Similarly,
the Phase One Trade Deal between the US and China was signed in 2020 in Wash-
ington during the visit of the Vice Premier of China, Liu He. And even though these
two examples are very different, with the first visit producing an agreement made
during the visit and the latter with the signing of a previously negotiated one, they
both show that a foreign leader’s visit to the US may generate substantial economic
benefits.!

Diplomatic visits are a valuable tool for international relations that can have cru-
cial positive side effects on the economy. For example, a visit that involves a meeting
with top government officials or the US president might provide valuable signals to
potential investors by showing that the country is integrated into the world economic
system and has a good relationship with the major player in the political and eco-
nomic arena. And it is noteworthy that these signals are credible as they are costly
and observable to broader audiences; foreign visits require months of preparation
and considerable monetary cost on behalf of the visiting diplomatic mission. Moreo-
ver, they receive considerable international media exposure through press confer-
ences, formal or informal joint statements, interviews, etc. (Hoshiro, 2020).2 And
simple economic logic suggests that costly and credible signals to investors directly
affect investment decisions and, thus, FDI flows.

Even though the above narratives motivate our study, a formal analysis is neces-
sary to examine the idea that foreign visits affect FDI flows. To this end, we use an
event-study methodology, as in Jorda and Taylor (2016), Angrist et al. (2018), and
Acemoglu et al. (2019), to examine the effect of a leader’s visit to the USA on FDI
for a total of 143 countries, in the 1970-2019 time period. According to our find-
ings, the effect of a country leader’s visit to the US increases FDI for approximately
the first six years after the visit. Additionally, formal visits appear to have a higher
effect on FDI than informal ones. Moreover, according to our findings, diplomatic
visits to the US are more effective after 1989, when the US rose as the main hegem-
onic political and economic power and FDI flows became more important.

The present paper is related to the vast literature examining diplomacy’s effect
on economic relations (Lederman et al., 2010; Volpe Martincus et al., 2010; see
also the review of Moons & Bergeijk, 2017). More specifically, this literature exam-
ines the effect of the number of embassies, consulates-general, trade missions, and
export-promoting agencies on trade and FDI flows. The central idea is that diplo-
macy solves the asymmetric information problem of identifying credible business
partners in other countries by providing a network of government-run bureaus, such

! Yet, all foreign visits to the US do not always produce direct economic benefits. For example, the first
visit of a European leader to the US was by Prince Albert I of Monaco in 1913. Regarding this visit,
most sources refer to the hunting trip of the monarch with the famous hunter “Buffalo Bill”, rather than
to the meeting with President Wilson. However, even in this case, it was considered as a milestone in the
diplomatic relationships of the two countries.

2 Even though, there is no formal evidence about a strategic effect of a diplomatic visit to the US, it is
supported by the literature (e.g. Charnock et al., 2009) that US presidents use travels within the US as a
re-election strategy that aims at affecting the electoral outcome in larger and more competitive states (i.e.
states where the incumbent won or lost with a low margin in his initial election).
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as embassies, trade offices, etc. (Harris & Li, 2005).3 In a similar setting, in the pre-
sent paper, we argue that visits to the USA act as a signal to all international inves-
tors, affecting FDI flows from all countries, not just US FDI.

Our work is also related to the literature that examines the political environment’s
effect on the country’s ability to attract FDI. For instance, Biithe and Milner (2008)
argue that membership in an international economic agreement shows commit-
ment to protecting investors’ assets, thus spurring foreign investment inflows. More
recently, Dreher et al. (2015) examine the effect of membership in International
Organizations, demonstrating that it positively affects FDI. Finally, Vadlamannati
et al. (2018) examine the impact of UN Human Rights Council condemnations and
show that they have a detrimental effect on FDI by signaling the state’s outcast or
rogue status.

This line of research is also consistent with several papers that examine the
effect of political variables on FDI. For example, Adam and Filippaios (2007) and
Francois et al. (2020) explore the impact of the political regime on FDI; Busse and
Hefeker (2007) and Harms and Ursprung (2002) examine the effect of political insti-
tutions; Garland and Biglaiser (2008) study how electoral rules influence FDI. The
present study also complements these papers by adding the foreign policy dimension
to the determinants of FDI.

The main empirical challenge for the present study is estimating a causal effect
for the underlying relationship when the visits to the US are nonrandom events. In
particular, political and economic factors determine the FDI inflows and the visit
probability. Similarly, one might expect countries more open to trade and capital
flows to have an outward-looking foreign policy and thus engage in more diplomatic
visits. To deal with both issues, we use a dynamic Inverse Probability Weighting
Regression Adjustment (IPWRA) approach, introduced by Jorda and Taylor (2016)
and Angrist et al. (2018). This method creates pseudo-randomization by first esti-
mating the propensity of visiting the US and then rebalancing the sample so that
observations with higher (lower) propensity receive lower (higher) weighting.

These estimation techniques are relatively new to economics (Acemoglu et al.,
2019; Jorda et al., 2016; Kandilov & Renkow, 2020); however, they have a long
tradition in medical research (Bang & Robins, 2005; Robins et al., 1994). Specifi-
cally, IPWRA methods, under some assumptions, can be considered a substitute for
instrumental variables approaches when estimating causal effects.* The implementa-
tion of the IPWRA requires the specification of two models, one for modeling the
probability of receiving treatment, i.e., visiting the US, and one for modeling the
outcome variable, i.e., FDI inflows.

This empirical strategy has several advantages compared to alternative methods.
First, it allows for non-linearities in the time response of the outcome (i.e., FDI)

3 Indirectly related to our work is Fuchs & Klann (2013), that find that countries accepting Dalai Lama
for an official state visit face a short-run decline in their exports to China. This “Dalai Lama effect”, how-
ever, is the outcome of threatened sanctions by China, rather than a reputational effect, as our argument
posits.

4 The main assumption that needs to be satisfied is the selection on observables assumption. If this
assumption is satisfied, then the /PWRA model estimates a true causal effect (Cerulli, 2015).
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to the treatment (i.e., diplomatic visit). Thus, we do not need to impose a specific
lag structure in the treatment variable nor a specific time response for the outcome
variable. Second, the model allows us to derive short-run and medium-run effects.
Third, the IPWRA, by employing a simple Inverse Probability Weighting model to
estimate the local projections of the FDI inflows model, is more robust to model
misspecification (Jorda & Taylor, 2016; Jorda et al., 2016; Kuvshinov & Zimmer-
mann, 2019). In other words, IPWRA estimates are doubly robust to misspecifica-
tion, as they provide correct estimates for the effect of a visit as long as either one of
the two underlying models is correctly specified (Wooldridge, 2010).

We can summarize our findings as follows: A visit to the US increases overall
FDI inflows for the first six years after the visit. After that period there are no further
increases. Moreover, the estimated effect is quantitively significant, ranging from 0.3
to 1 percentage points per annum. Then, the cumulative effect on FDI may reach
2.5 percentage points. When we compare across types of visits, we find that formal
and working visits have a higher effect than private visits, where the effect is statis-
tically insignificant. Furthermore, countries with a weak institutional environment
benefit more from a visit. In contrast, the corresponding effect in countries with a
good institutional environment is not statistically significant.

Complementing the above findings, the first stage results formalize the charac-
teristics associated with a US visit. Overall, leaders from larger, richer, more open,
democratic countries have a higher probability of visiting the US. Instead, NATO
membership, communist ideology, and military expenditures are not robust determi-
nants of the probability of a diplomatic visit to the US.

The rest of the paper is structured as follows: in the next section, we discuss our
main argument and the theoretical foundations of the empirical results. Then, in
Sect. 3, we discuss the empirical specification and the data employed in the analysis.
Next, Sect. 4 presents the results, while Sect. 5 provides robustness tests. Finally,
Sect. 6 provides some concluding remarks and discusses the policy implications.

2 Theoretical argument

Several contributions have stressed the role of political factors in attracting FDI,
an idea derived from the obsolescing bargain model developed by Vernon (1971).
According to that view, multinational enterprises have higher relative bargaining
power vis-a-vis the host country’s government before the investment decision, as
they can credibly choose an alternative location. However, the multinational enter-
prise cannot move its assets to other jurisdictions without incurring a high cost after
investing. Thus, it is taken “hostage,” and the relative power shifts towards the host
country’s government (see Eden et al., 2005).

That, of course, is another case of the well-known capital-levy problem (Fischer,
1980). Once an investment is made, the government can change its policy and intro-
duce a new one that reduces the returns to (the now fixed) capital. When facing this
possibility, the optimal strategy of an investor (domestic or international) is to invest
as little as possible. The solution to this problem is to increase the credibility of
the domestic government, i.e., to convince investors that policies that affect capital
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returns will not change after investing. In this respect, factors that signal government
credibility affect investment decisions and attributes of good governance, e.g., low
corruption, sound judicial system, and bureaucratic quality, influence FDI (Busse
& Hefeker, 2007; Caprio et al., 2013). Similarly, as long as democratically elected
governments can be considered more credible than autocratic ones, FDI in democra-
cies must be higher (Adam & Filippaios, 2007; Harms & Ursprung, 2002; Li et al.,
2018).5

Like political institutions and the quality of governance, foreign policy is a sig-
nal of government credibility and country risk. For example, Dreher and Voigt
(2011) show that nation-states increase their credibility and reduce their country’s
risk ratings by becoming members of international organizations.® Also, and directly
related to FDI flows, Dreher et al. (2015) find that membership in international eco-
nomic agreements increases FDI. Essentially, this result is because international
economic agreements restrict the government’s policy domain by precluding harm-
ful to investors policies.

Foreign diplomatic visits to the US are expected to produce similar effects. Face-
to-face diplomacy is integral to international interactions. National leaders’ visits
to the US and meetings with the US president and government officials receive
national (domestic) and international media attention, even when these visits are
informal. And, of course, working and formal state visits can produce important pol-
icy effects, such as conclusions of an agreement, policy discussions, or confirm the
affinity of the two nations. Although the purpose of the trip might vary greatly, the
formal meetings between leaders almost always include discussions on economic
issues.

Adding to the above considerations, there is an additional reason why visits to the
US create credible signals to investors: they involve a substantial cost both for the
US and the visiting country. Travel expenses for the leader and the diplomatic mis-
sion are non-negligible, at least for low-income countries. And besides the monetary
cost of the visit, there is also a non-negligible economic cost. Visit preparations and
prior negotiations regarding the terms of the visit use diplomatic and political capi-
tal distracted from other uses. Consequently, the high cost of the visit shows the
further commitment of the visiting country’s government to specific policies. Espe-
cially for countries with high political risk, a visit to the US might signal the govern-
ment’s affinity with the economic interests of the US, integration into the world eco-
nomic system, and commitment to free capital flows and trade. And, if foreign visits
act as signals, we must expect that they not only affect the US investors’ decisions.
Hence, our theoretical reasoning suggests that FDI from all sources, not just the US,
must increase after a diplomatic visit. Moreover, according to our priors, any identi-
fied effect must pertain only to the short run. After all, government policies are not

5 In fact the literature acknowledges that dictators are inherently non-credible, if not paranoid (see for
example Wintrobe, 1998; Skaperdas, 2003), hence their promises not to enact policies that hurt interna-
tional investors are not to be taken seriously.

6 At the same time, it has been shown that a country’s foreign relations directly affect the amount of aid
they can attract from the IMF and the World Bank (see e.g., Dreher et al., 2009; Kaja & Werker, 2010).
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always stable, and a few years after a visit government’s stance towards investors
may change.

The above arguments imply that a country’s official visit to the USA is expected
to increase short-run total inward FDI flows. Of course, this is a general hypothesis.
However, if we expect it to hold, several additional issues must support the main
argument. The first refers to the type of visit. Visits that receive higher publicity and
have a higher cost should exert a higher effect on FDI. Thus, formal and working
visits, which involve meetings with US officials and a formal protocol, should be
expected to have a higher impact than informal ones or ones that do not include a
meeting with a higher US state official. Similarly, private visits should have a negli-
gible or even zero effect on the outcome variable.

The second issue we should consider is the intensity of diplomatic relationships.
Officials from countries with strong diplomatic ties to the US are expected to pay
more visits. Then, for this group of countries, the effect of a visit is expected to be
less important. As Cukierman and Tommasi (1998) outlined, “non-standard”/unex-
pected political events provide a stronger signal to investors and hence change their
perceptions more than standard ones. The empirical strategy, as we explain in the
following section, explicitly takes into account the intensity of diplomatic relation-
ships across countries by placing lower weight on visits that are more likely to occur.

Also, related to the above argument, we must expect that any positive effect of US
visits on FDI flows will depend on specific country characteristics. Specifically, vis-
its from non-democratic countries or countries with lower institutional quality and,
thus, higher political risk must be more effective in attracting FDI flows. Employing
the Cukierman and Tommasi (1998) argument, visits from “unlikely” parties should
attract more investor attention. In contrast, visits by democracies or countries with a
good institutional environment should not be so effective in affecting FDI flows. After
all, there is not much to signal regarding policy in this group of countries. Similarly,
and always consistent with our argument, Garriga and Phillips (2014) show that any
signaling effect is specific to low-information environments, i.e., countries with low
institutional quality.

In what follows, we examine the central argument and the additional insights pre-
sented above.

3 Data and empirical methodology

The dependent variable in our analysis is the annual share of FDI inflows to GDP,
as measured by the World Bank’s World Development indicators. Data on foreign
leaders’ visits to the US are taken from the Office of the Historian of the Depart-
ment of State.” This source provides data on the date each state’s official visited the
US. Moreover, it includes information on the type of visit (formal, working, private
visit), whether there was a meeting with the president or another government official
(e.g., vice-president, secretary of state), etc. With this information, we construct a

7 Available at https:/history.state.gov/departmenthistory/visits (last accessed on August 1, 2020).
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dummy variable, taking the value of one in the year of a visit and zero otherwise.
This variable indicates whether there was a treatment.®

In Table 1, we present the countries with the most and the fewest visits to the US.
The country with the most visits is Israel, which has 103 visits. Most are official and
working visits, whereas 27 percent are private visits. Conversely, Palau, Syria, and
North Korea have never visited the US.’

To estimate the effect of a visit on FDI, we should compare the realized versus
the counterfactual path of FDI. If visits were random, we could compare the mean
change in FDI flows before and after the visit and between treated and non-treated
countries. By simple inspection of the table above, however, it becomes evident
that visits to the US are nonrandom events. The countries with the most visits are
major economic and political powers in the world system. Furthermore, countries
with good foreign policy relationships with the US government tend to pay more
visits. Conversely, countries with the fewest visits are poor, have a hostile relation-
ship with the US or can be considered to be politically or economically insignificant
(e.g., Liechtenstein).

Given the non-randomness of country visits, simple means comparison will not
provide the average effect of a visit. Because random/experimental data are una-
vailable, we can create pseudo-randomization using the Inverse Propensity Score
Weighted Regression Adjustment (IPWRA, Angrist et al., 2018; Jorda et al., 2016;
Jorda & Taylor, 2016).'° This model examines the effect of a treatment on the evolu-
tion of the outcome variable, i.e., inward FDI, from the treatment year onward, with-
out imposing a functional form on the dynamics. More importantly, it is a two-stage
model that uses inverse probability weighting and regression adjustment. As long
as one of both stages is correctly specified, the estimated treatment effect is consist-
ent (see Wooldridge, 2010). Finally, as it does not rely on exclusion restrictions, all
variables can be considered endogenous in our dataset (Kuvshinov & Zimmermann,
2019).

To be more specific, we assume that the following probit model gives the esti-
mated probability of visiting the US:

2 it it

BV, = ®(FDI,,_, FDI, . FDI, 5, XI5 Xy s i B) (1)

where P/V\l . 1s the predicted probability of a visit by country i at time ¢, @ is the
cumulative distribution function of the standard normal distribution, FDI;,_; is the
Jth lag of FDI, X" and Xll , are the set of predictor variables of country characteristics

8 As a robustness test, we experiment with the various types of visits (i.e., private visits, working visits,
or non private Vvisits).

9 These three countries are not included in our sample, as there are no data available for either the FDI
flows or other variables. Our sample, then, consists only of countries with at least one visit to the US.

10" An alternative approach would have been to employ an Instrumental Variable approach. However,
finding valid instruments, i.e., variables that are correlated with the probability of visiting the US, but
conditional on the probability of visiting being orthogonal to FDI, is a very difficult task. Moreover, as
we argue below, the selection on observables assumption appears to hold here, hence the JPWRA can
estimate true causal effects.
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and leader characteristics, respectively, 4,, y; are time and country fixed effects, and,
finally, f is a vector of estimated coefficients.
Then, we can estimate a model of the form

AFDI; = gy + 6,V W, + 2}11 0y FDIL;_i+W,;, + J’hXirf,*Wi,t +é&;, 2)

with X;’t C X;’;, as in Jorda and Taylor (2016) and Kuvshinov and Zimmermann

(2019), W;, = l/P/VTJ for “visitors” and W, = 1/(1 — P/\—/l\t) for “non-visitors” and
u; is the country fixed effect.'! We follow Imbens (2004) and truncate the estimated
propensity score to 0.1 and 0.9. As all countries in the sample have been subjected
to treatment, i.e., visited the US at least once, 6, is the Average Treatment Effect on
the Treated (ATT) of V;,, under the IPWRA estimator. Similarly, under the restric-
tion that v, =0, 6, gives the ATT under the Inverse Propensity Score Weighted
(IPW) estimator (Angrist & Kuersteiner, 2011; Angrist et al., 2018; Jorda & Taylor,
2016; Kuvshinov & Zimmermann, 2019). A thing to note is that Eq. (2) is estimated
for each time horizon h=-2,-1, 0, 1, 2, ..., 8 Thus, we compute the ATT for each
year h before and after the treatment.'”> We calculate the associated standard errors
with cluster robust methods as in Jorda and Taylor (2016).

The final dataset we use covers 143 countries over the 1970-2019 period. We
restrict the sample to this period, as pre-1970, the data for most countries, especially
low-income ones, are missing. The JPWRA model corrects country heterogeneity by
reweighting the data in such a manner as to produce comparable units. More specifi-
cally, countries in years that are expected to visit the US receive a lower weight. In
contrast, countries in years in which a visit is not likely, and thus can be considered
random, receive a higher weight.'?

' The propensity scores are also augmented by multiplying them by a correction term that takes into
account the difference between the observed and the treated outcome for each treatment group. Hence,
the estimator employed here is the augmented IPWRA estimator, which is doubly robust to misspecifica-
tion and the augmentation term in the outcome model corrects the estimator in case the treatment model
is misspecified.

12 To estimate the ATT the above model relies on three assumptions: (i) conditional Independence, i.c.,
after conditioning on the covariates, the outcomes are conditionally independent of potential outcome,
(ii) overlap, i.e., each treated observation has a positive probability of being allocated to each treatment
level and (iii) i.i.d., which in our setting rules out interactions between countries in each period. For
more details on the assumptions, see Imbens and Wooldridge (2009) and Angrist and Pischke (2009).
To inspect visually whether the overlap assumption holds in Fig. 2 in the Appendix, we present the
smoothed densities of the estimated propensities to visit the US between the two groups (visitors and
non-visitors), using a standard Epanechnikov kernel. As the reader can verify, considerable overlap is
found among treated and control propensities. What is more important, the control observations cover the
support for all treated observations. This evidence provides support for the required overlap assumption
and gives suggestive evidence in favor of our empirical strategy.

13 Even though the countries differ significantly, the common overlap assumption is not violated (see the
virtual inspection in the Appendix Fig. 2). This indicates that our results are meaningful and not affected
by country heterogeneity. Moreover, as we are interested in estimating the ATT, we should note that the
overlap assumption is weaker and requires only that Pr(D = 1|X) < 1, where D is the treatment indicator
and X is the set of controls (Heckman et al., 1997). We use a large set of variables in X, where the treat-
ment and control groups are different and also truncate the propensity scores to 0.1 and 0.9. Hence, we
ensure that the overlap assumption is not violated.
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The estimated 6, from Eq. (2) uncovers the causal effect of a visit under the
assumption of the selection on observables, i.e., after conditioning on observables
in Eq. (2), all other variation in the treatment variable is due to randomness. This is
a highly restrictive assumption, so we take several measures to ensure it is satisfied.
First, we consider the more general model, i.e., the IPWRA model, which estimates
the true ATT as long as either the first stage probit regression or the model which
models inward FDI, i.e., the variables FDI it and X:l , are correct in explaining the
FDI flows.'* Second, and most importantly, we include as our main predictor set of
variables as many variables as possible.

Table 2 presents the variables used in the first stage probit model. There are two
sets of variables. The first set includes the country’s macroeconomic indicators, i.e.,
the population to account for country size, the GDP per capita to account for the
level of economic development, the polity score to account for the level of political
development, and trade openness to account for the relationship with the rest of the
world.

Then, we include a series of variables to control for the intensity of diplomatic
relations. More specifically, we introduce a dummy, taking the value one, if a coun-
try is a NATO member state and a dummy capturing if the country is communist.
We also include a dummy for membership in the UN security council; following
Dreher et al. (2009), UN security council members have increased leverage in inter-
national decision-making. Therefore, they are more significant players in the inter-
national political arena. Additionally, we include a variable that measures the num-
ber of previous visits to the US. Finally, we include a variable that measures the
amount of trade (imports plus exports over GDP) with the US. Except for the last
variable, all variables have a different mean between visitors and non-visitors, sug-
gesting that they explain the probability of visiting the US.

The second set of variables used in Eq. (1) is a full set of fixed effects. We expect
that leader and country characteristics to affect the country’s intergovernmental rela-
tions and thus should be included as predictors of the probability of treatment. Simi-
larly, we expect US presidents’ characteristics and changing US foreign policy over
time to affect the probability of a visit. However, the effect of these variables is cap-
tured by the fixed-year effects. Along the same lines, country-specific effects (e.g.,
language, religion, fractionalization, distance to the US, etc.) will capture the rest of
the determinants of visiting the US.

Finally, we include lags of FDI to capture any pre-treatment dynamics that might
affect the underlying relationship.'> A visit to the US may be the outcome of large
past FDI flows; as a country becomes more integrated into the world economic sys-
tem, it might build positive political links with several countries, including the US.
This creates pre-treatment dynamics that we need to rule out. We have experimented

4 To show the robustness of our results, we also present the results of the IPW model.

!S° A minimum for the selection on observables assumption to hold is that there are no significant pre-
treatment dynamics for years prior to the treatment. The figures and tables in the following section show
that the estimator matches the pre-treatment dynamics, as in all cases the effect for t=—1 turns out
insignificant, providing evidence that we have excluded any (pre-treatment) dynamics in the dependent
variable that may be correlated with the treatment.
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with several lags, but in all cases, they turned out insignificant in all first-stage pro-
bit regressions. However, the pre-treatment effect becomes statistically insignificant
only when we include three lags. For robustness, we also present the results for a
single lag and two lags of FDI. We have also examined the robustness of our results
when instead of lags on FDI, we use the total FDI stock (as a percent of GDP).

4 Results

Tables 3 and 4 empirically test the above theoretical predictions. First, we estimate
the effect of a visit to the USA in our full sample. According to the estimates in the
first line of Table 3, a diplomatic visit to the US increases total FDI inflows. More
precisely, the effect of a visit by a country’s leader to the USA increases FDI, on
average, by 0.5 percentage points per annum, for the first five years. This figure cor-
responds to a cumulative effect close to 2.15 percentage points at the end of the five
years. Additionally, there is no statistically significant effect by the sixth year after
the visit.

In Table 4, we present the first stage results of the probit model, which mod-
els the probability of visiting the US. There are several interesting observations to
highlight in these results. Country- specific variables appear to be robust predictors
of treatment propensity. More prosperous, populous, and democratic, members of
the UN security council, with high military expenditure, and non-NATO countries
are more likely to pay a visit to the US. Also, countries that have visited the US are
more likely to visit again, a result which is reasonable given that a large number of
previous visits indicates a good foreign relationship between the US and the coun-
try. On the other hand, there are no differences in the probability of visit between
communist and non-communist states, as well as between different levels of military
expenditure. Finally, we should note that lagged FDI does not always statistically
significantly affect the probability of a visit. In some instances, however, the sec-
ond or third lag of FDI turn out statistically significant. For this reason, we decided
to have as the baseline model the one with the three lags of FDI as moderators.
More importantly, the three lags ensure that there are no statistically significant pre-
trends- a fact verified in the tables that follow.

In Fig. 1, we plot the estimated annual ATT (left panel) and the cumulative effect
(right panel) of a visit on FDI to get a visual idea of the estimated effect. The shaded
area represents the 95 and 90 percent confidence intervals. The standard errors of
the linear combination of coefficients in the right panel are computed using the delta
method. The main results, i.e., a positive effect in the first five years and a cumula-
tive effect that reaches a peak in the fifth year after the visit, are evident in the fig-
ure. More importantly, the figure verifies that a visit has only a short to medium-run
effect.

In the second and third lines of Table 3, we examine the effect across political
regimes. To differentiate between democratic and non-democratic countries, we
use the Polity score. Specifically, we opt for a threshold of 7 for the Polity score.
Countries with a mean Polity score above or equal to 7 are considered demo-
cratic, whereas when the corresponding score is below 7, they are classified as
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1.5
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Fig. 1 Estimated ATT for each ¢, annual and cumulative effects. Notes: The thick line represents the ATT
for each ¢, as estimated in the first line of Table 3. The graph on the left represents the annual effect,
whereas the graph on the right the cumulative effect. The shaded areas correspond to the 5% (dark grey)
and the 10% (light grey) clustered robust confidence interval. The standard errors of the right figure are
computed using the delta method

non-democratic.'® The results verify our priors as set out in Sect. 2. The effect for
democracies is positive only in =2 and 7= 3, the latter only at the 10% level of sta-
tistical significance. However, at t=3, the associated effect is negative. In contrast,
for non-democracies, the estimated ATT is always positive, and greater in magni-
tude. These results allow us to derive some conclusions regarding the non-signifi-
cant effect derived for =3 in the full sample. First, it seems that this non-significant
effect is driven by the negative effect in democracies, whereas in autocracies, the
estimated coefficient in =3 is very close to the one obtained for =1 and t=2. Sec-
ond, in democracies the estimated effects for r/=2 and r=3 cancel out, suggesting
that there is a short-run positive effect, but FDI quickly returns to their pre-treatment
level. In this case, we can deduce that in democracies any signaling effect is smaller
in magnitude and lasts for less time than in autocracies. This is consistent with our
theoretical priors; in the democracies group there are countries with a consolidated
democracy- where the signaling effect is expected to be zero- as well as some new
democracies- where a positive signaling effect, but less prominent than in autocra-
cies, is expected.

16" Although the threshold of 7 is rather arbitrary, it is a common threshold adopted by several authors
(Bogaards, 2012). In this way, we characterize regimes with incoherent policies, anocracies, and other
controversial cases as non-democracies (Rgd et al., 2020).
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To find further support for our argument, we examine the effect of a visit by
splitting the sample according to the level of political risk and respect for property
rights. For this exercise, we use the overall International Country Risk Guide index
provided by the Quality of the Government project (Teorell et al., 2020). To split
the sample, we consider the 7th decile of the index as the threshold that separates
high and low-political-risk countries.!” The results once again verify our priors. The
indicated effect of US visits on FDI holds only for countries with high political risk.
Both the results for the non-democratic and the high-political risk countries indicate
that visits have a more pronounced effect only for those countries that benefit from
the visit’s signaling effect.

In the following two lines, we examine the effect of a US visit on FDI after and
before 1989. After that year, the USA rose as the only superpower with a dominant
economic and cultural position. Moreover, the post-1989 period is characterized by
a significant increase in the importance of FDI in the world economy. Hence, we
expect that after 1989 a visit to the US must have a more pronounced effect on the
country’s politico-economic profile. And indeed, this is the case. The results suggest
that after 1989, the cumulative positive effect of a visit to the US on the FDI to GDP
ratio is approximately 2.6 percentage points. In contrast, in the pre-1989 sample, we
fail to find any statistically significant result. In fact, for =1, we find a moderate
and statistically significant negative effect (—0.19 percentage points). Furthermore,
a positive effect is obtained after t=4 and it is never statistically significant at the
5% level and half in magnitude compared to the corresponding effect in the post-
1989 period. We believe that these results are consistent with our priors.'8

In the following line of Table 3, we examine the effect of visits on the bilateral
FDI from the US to the “visiting” country. The data on bilateral US FDI is taken
from the US Bureau of Economic Analysis. The results indicate that a visit has no
statistically significant effect on US FDI. That is consistent with our main argument.
Before a visit, several other forces have an impact on FDI. For example, according
to several papers in the relevant literature, a political alliance might affect FDI flows
(e.g., Desbordes, 2010; Desbordes & Vicard, 2009). Similarly, others indicate that
the causality runs the other way, as previous FDI flows also increase the likelihood
of a political alliance (e.g.Bussmann, 2010; Lee & Mitchell, 2012). Also, it is rea-
sonable to argue that US investors might have better knowledge regarding the exter-
nal relations of its government before a visit takes place. All these factors are con-
trolled for in our empirical model (i.e., the variables that control for the intensity of
diplomatic relations and the lagged FDI variables). So, the results of Table 3 regard-
ing US FDI suggest that, after controlling for all these factors, there is no additional
signaling effect for the US investors. In contrast, when it comes to total FDI, there is
a positive and statistically significant effect.

17 We have experimented also with the 5th and 6th decile and our results are robust to the choice of the
threshold.

18 Moreover, we should note that foreign visits before 1989 were a rarer phenomenon: we observe 959
visits between 1878 and 1989, while the corresponding amount after 1989 to be 1388. Of course, over
this period the role of the US in the international arena changes. Thus, it is natural to expect a more pro-
nounced effect after 1989.
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In the rest of Table 3, we examine our results by considering the type of visit.
According to our theoretical reasoning, we do not expect a private visit, e.g., for
health reasons, to change the country’s outlook in the markets. On the other hand,
non-private visits (either official or working visits), especially those involving meet-
ings with highly ranked US officials, are expected to have a pronounced effect.
Therefore, we differentiate into four visit categories according to the classifica-
tion and information provided by the data from the US History of the State archive.
These are working visits, private visits, all visits excluding private visits, and all
visits excluding private and visits to attend the UN Assembly (which we denote as
formal visits).

As the results show, private visits do not have a positive effect. On the other hand,
working visits have a smaller impact. Moreover, formal visits produce the greatest
ATT." If we also compute the cumulative effect, we find that working visits have
a compound effect that is very close to the estimated ATT of the baseline model.
In contrast, a private visit has an overall negative effect (— 1.43 percentage points).
The highest cumulative effect is estimated when we exclude private visits and UN
Assembly visits, a figure around 3 percentage points.

5 Robustness

In the following table, we perform a series of robustness tests.”’ As the baseline
case, we consider the one with the full sample and any visit as treatment. Thus, all
comparisons are made with the first line in Table 3.

In the first line of Table 5, we report the ATT when we do not truncate the esti-
mated propensity score in the second-stage regression.”! Then, in the second line,
we assume that the effect of the exogenous variables and lags of FDI between treated
and controlled units is not the same. More precisely, in this model, we allow y,, §,
to vary between visiting and non-visiting countries. Both exercises reveal that these
assumptions do not drive our main results.

In the following three lines, we examine the robustness of our results when we
use only one or two lags in FDI in (1) and (2), and when instead of lags in the FDI
flows, we use the total FDI stock (as a share of GDP) to control for the pre-treatment
dynamics. Once again, the qualitative nature of our results remains unchanged. The
cumulative effect of a state visit on FDI for the first eight years reaches approxi-
mately 3 percentage points, with the annual effects having the same pattern as in the
previous specifications.

19 If we take our results in face value, maybe it seems that king Kalakaua’s visit, highlighted in the intro-
duction, could have had negative effects. Of course, the first visit to the US, even if it was a private visit,
was an important event back then. Today, this might not have been the case.

20 The first stage results for Table 5 are presented in the Appendix (Table 6).

21 Note that the truncation suggested by Imbens (2004) does not affect the sample size and only sets the
maximum and minimum propensity score to be 0.9 and 0.1, respectively. For this reason, the number
observations for the non-truncated propensity score case here is exactly equal to the baseline model’s
observations- line 1 in Table 3.
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Fig.2 Smoothed density for the propensity to visit the USA. Notes: This figure plots the smoothed den-
sity of the estimated propensities to visit the US. The black line plots the propensity for the countries that
have not visited, whereas the dashed line the density for the countries that have visited the US. The den-
sities are smoothed using an Epanechnikov kernel

Next, we exclude the data on leader characteristics from Eq. (1) and keep the
country-specific political and economic variables, lagged FDI, country, and year
effects as explanatory variables. Once again, our results appear robust.

As a next step, we examine the sensitivity of our results when we exclude the
NATO countries from the sample. NATO country leaders pay more visits to the US
than other leaders. At the same time, as they have a formal alliance with the US,
they have already signaled that they are “a friend” of the US. Hence, any signaling
effect must be present when we exclude visits by NATO country leaders. According
to our results, this is the case. Even when excluding NATO members, our results
remain qualitatively unchanged. The only difference is that the estimated effect in
t=2 loses some statistical significance, and the ATT in =6 becomes statistically
significant at the 1% level.

Then, we exclude countries that were communist states in the given year. These
countries are closed to international economic flows and thus are less likely to attract
foreign investments (Schneider & Frey, 1985). Furthermore, the risk of expropria-
tion of foreign investments is higher in these countries, resulting in lower invest-
ment (Li, 2009). Also, due to ideological differences, the associated country leaders
have a lower probability of visiting the USA.?> Thus, we want to ensure that these

22 However, the opposite might also hold, i.e., communist leaders might be willing to visit the US, as
according to Cukierman & Tommasi (1998), “substantial policy changes are sometimes implemented by
unlikely parties”.
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countries do not drive our results. We can observe that excluding these countries
does not affect our estimated effect. All estimated ATTs are very close to the ones of
the baseline model.

In the rest of the table, we experiment with the type of official that visited the US.
Specifically, we exclude visits by Kings (line 3), Presidents (line 4), Prime Ministers
(line 5), and other members of the government (e.g., secretary of state, line 6). This
exercise aims to ensure that specific leader characteristics do not drive our results.
But, again, our results are robust in general terms.

6 Conclusions

International visits are an integral part of diplomacy. As such, they have significant
ramifications on the economy. In this paper, we examined the causal effect of a visit
of a country’s leader to the USA on FDI. Visits to the US are nonrandom events;
political and economic factors determine both FDI inflows and the propensity of a
visit to the US. For this reason, we created pseudo-randomization by first estimating
the propensity of visiting the US, using the determinants of a visit, and then rebal-
ancing the sample so that observations with higher (lower) propensity receive lower
(higher weight).

According to our findings, there is a statistically significant and quantitatively
important effect, corresponding to an almost 2.5% increase in FDI within six years
after the visit. Moreover, we have found that formal visits have a higher impact
than private ones. We also find a stronger effect after 1989 and in countries with
low-quality political and economic institutions. Our findings, backed by a series of
robustness tests, can be explained by the idea that a foreign policy visit signals the
government’s commitment to specific policy goals, such as creating a hospitable
environment for foreign investments.

Our results are also important in terms of policy. Our findings are suggestive of
the side effects of foreign policy on the economy. Good relationships in the interna-
tional political arena may shape economic outcomes. At the same time, political alli-
ances and foreign relations might be equally important to sound economic policies.
For the issue we examine, economic integration, as manifested by increasing FDI
flows, might also require a high degree of political integration in the international
system.

Appendix
Country list
Afghanistan, Albania, Algeria, Angola, Argentina, Armenia, Australia, Austria,
Azerbaijan, Bahrain, Bangladesh, Belarus, Belgium, Bolivia, Botswana, Brazil, Bul-
garia, Burkina Faso, Burma, Burundi, Cambodia, Cameroon, Canada, Cape Verde,

Central African Republic, Chile, China, Colombia, Congo Democratic Repub-
lic, Congo Republic, Costa Rica, Cote d’Ivoire, Croatia, Cyprus, Czech Republic,
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Denmark, Dominican Republic, East Timor, Ecuador, Egypt, El Salvador, Equato-
rial Guinea, Eritrea, Estonia, Ethiopia, Finland, France, Gabon, Georgia, Germany,
Ghana, Greece, Guatemala, Guinea, Guinea Bissau, Guyana, Haiti, Honduras,
Hungary, India, Indonesia, Iran, Iraq, Ireland, Israel, Italy, Jamaica, Japan, Jordan,
Kazakhstan, Kenya, Korea South, Kuwait, Kyrgyzstan, Laos, Latvia, Lebanon,
Lesotho, Liberia, Libya, Lithuania, Luxembourg, Macedonia, Madagascar, Malawi,
Malaysia, Mali, Mauritania, Mauritius, Mexico, Moldova, Mongolia, Montenegro,
Morocco, Namibia, Nepal, Netherlands, New Zealand, Nicaragua, Niger, Nigeria,
Norway, Oman, Panama, Papua New Guinea, Paraguay, Peru, Philippines, Poland,
Portugal, Qatar, Romania, Russia, Rwanda, Saudi Arabia, Senegal, Sierra Leone,
Singapore, Slovakia, Slovenia, South Africa, Spain, Sri Lanka, Sudan, Swaziland,
Sweden, Switzerland, Tajikistan, Tanzania, Thailand, Togo, Tunisia, Turkey, Turk-
menistan, Uganda, Ukraine, United Kingdom, Uruguay, Uzbekistan, Venezuela,
Vietnam, Zambia, Zimbabwe.
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