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Abstract:  Recent literature contends that Regional Trade Agreements (RTAs) enhance the flows 
of Foreign Direct Investment (FDI).  The majority of these findings explore whether bilateral or 
regional agreements have a differential impact on FDI and thus whether FDI is a complement or 
a substitute for exports when the tariff level has a significant impact on export costs.  This paper 
explores the reverse question and empirically examines the predictive value of FDI with respect 
to RTAs.  Using a data set covering the years 1980-2010, we apply discrete analysis to evaluate 
whether FDI flows are predictive of RTA development.  We find that the predictive value of FDI 
flows is tempered by both political and institutional variation. 
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Predicting a Free Trade Agreement: The Importance of Trade versus Investment 
 

1 Introduction 
Since the founding of the World Trade Organization (WTO), the proliferation of Regional 

Trade Agreements (RTAs) has been considerable.  The content of these agreements has also 

changed substantially.  Originally designed as purely trade liberalization agreements, RTAs have 

increasingly included investment and tax provisions as well as agreements related to intellectual 

property and migration.  The literature regarding the relationship between RTAs and the flow of 

Foreign Direct Investment (FDI) has been ambiguous. While the relationship between FDI and 

RTAs has been comprehensively examined with result of no clear agreement on a consistent 

relationship, the existing findings highlight capital flows as a dynamic process and the possibility 

of correlation between RTAs and concomitant levels of FDI. (Lira 2010) 

Although considerable empirical and theoretical research indicates RTAs promote FDI, 

primarily via a market size effect, there is increasing evidence that that is not always the situation 

and that in some cases there is actually a negative effect (Lira 2010).  There is also evidence 

suggesting that the European Union (EU) is the only regional integration agreement (RIA) to 

consistently have significant positive effects on FDI (Pereira et al, 2011).  The majority of this 

empirical work uses FDI flows as the dependent variable and thus analyzes the impact of 

investment provisions in international trade agreements on the flows of FDI (e.g. Blonigen, 

2005).  The findings of these works explore whether RTAs have a differential impact on FDI and 

thus whether FDI is a complement or substitute for exports when the tariff has a significant 

impact on the cost of exporting.  There are a variety of factors beyond the existence of an RTA 

which are also FDI determinants.  If the factors leading to RTA formation are the same factors 

that encourage FDI flow, then the reverse may be true and an increase in FDI inflows could be an 

indicator of RTA formation or transformation.  
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In this paper, we explore the question of whether FDI is a push factor of RTA formation 

and therefore empirically examine the predictive value of FDI with respect to RTAs.  Given that 

the majority of findings regarding RTA formation are inconclusive with respect to trade creation, 

it is very likely that investment concerns drive the founding of a trade agreement due to the lack 

of multilateral agreements on investment.2  Using a bilateral data set covering the years 1980-

2010, we apply discrete analysis to evaluate whether FDI flows are predictive of RTA 

development.   

 

2 Data 
 The data are generously supplied by Chris Magee as part of a project on trade 

diversion.3  His bilateral dataset goes from 1980-2010 and includes approximately 200 countries.  

Bilateral trade is again taken from the IMF trading entities.  Population and real GDP (in constant 

2000 US dollars come from World Development Indicators from the World Bank.  The dataset 

also includes a dummy variable for RTA participation and for the event that a country has a 

trading partner who belongs to more than one of a number of RTAs.  In addition, there are a 

number of control variables including population, gross domestic product and the traditional 

gravity model control variables including distance.  We augment the Magee dataset with bilateral 

inward and outward FDI data from the OECD and calculate net FDI flows for each of these 

countries.  

 

                                                             
2 See Wu, 2005 for uncertainty arguments. http://www.wto.org/english/news_e/pres96_e/pr057_e.htm for arguments concerning multilateral 
investment treaties or rather lack of. 

3
 Graciously made available by Chris Magee and downloaded from http://www.facstaff.bucknell.edu/cmagee/. 

. 
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3 Estimation 
We ask whether trade and investment are substitutes or complements in the context of a 

regional trade agreement.  We focus on whether the formation of a RTA is motivated by 

investment rather than trade.  The literature on trade creation with respect to RTA formation has 

been entirely inconclusive such that researchers have concluded that the formation of an RTA in 

many contexts is not closely linked to the international trade relationship.  This is especially true 

in the context of low tariffs and for the “north-south” trade agreements.  

Until recently, the FDI literature has examined the opposite question e.g., that FDI is 

enhanced due to the formation of a RTA.  We are aware of the implications of a reverse causality 

issue in this question as it is certainly likely that the formation of a RTA will transmit certainty in 

the investment climate and thus encourage increased FDI flows to the partner country.  We can 

econometrically attempt to account for these issues using a more complicated modeling method 

however as a preliminary investigation, we examine the effect of FDI on RTA formation using a 

logit estimation technique.   

Firstly, countries that trade more are usually expected to benefit from the formation of an 

RTA.  If trade is to be created through the formation of the RTA, then an indicator of this 

creation is the level of current trade.  Thus, countries that trade a lot would be expected to gain 

from the formation of an RTA.  Regional trade agreements have been hypothesized to form for a 

variety of reasons.  Bergsten (1994) argues that the threat of block formation aids multilateral 

negotiations.  Panagariya (1998) suggests that PTAs can unify protectionist lobbies and turn them 

into more effective obstacles to trade liberalization.  This is because many PTAs are between 

developed and developing countries and are associated with a perceived loss of wages in 
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developed countries.  Multilateral negotiations draw less attention from protectionist lobbies and 

are thus easier to achieve in democratic countries.   

Mansfield, et. al. (2002) have a similar argument.  In their political economy model, 

international agreements are shown to serve a domestic purpose by providing credibility to the 

executive.  Empirically, they find that democracies, allied countries, and GATT members have a 

greater likelihood of signing a preferential trade agreement (PTA).  If PTAs can be constructed in 

such a way as to provide credibility and reinforcement of market forces, then a more integrated 

economy can result.  

Another proposed reason for RTA formation has to do with trade environment uncertainty 

(Wu, 2005).  This can lead to the domino effect in RTA creation as proposed by Baldwin 

(1998?).  Another commonly accepted reason is that of Natural Trading Partners (NTP) 

hypothesis due to Krugman (1980?), Schiff et al. (1996?) and others.   

It is generally accepted that a trade agreement will be signed if the participants are 

complementary in trade and are not ‘far apart’ either geographically or culturally.  Thus if 

country A is geographically close to country B, and they each trade what the other is interested in 

acquiring, they may have an incentive to form a regional trade agreement.  Thus if the countries 

are geographically distant, they are less likely to form a trade agreement. 

By the same logic, trade and investment flows are both generally accepted to be subject to 

the legal and institutional regimes of the receiving country as this serves as an indicator of 

cultural “closeness”.  This should be even more important with respect to the investment climate.  

If the regimes are too different, the translated risk will not inspire the flow of investment from 

one institutional system to another.  Thus colonies matter – those countries which have had 
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colonial relationships should be more likely to collect and record data in the same way which 

provides us with similar outcomes with respect to FDI receipts and the treatment of investment.  

We should therefore expect that colonial relationships should positively influence the formation 

of a trade agreement. 

 We are also interested in controlling for country wealth and size.  Larger, industrialized 

countries trade more and tend to be wealthier.  These countries also tend to have lower tariffs 

overall and are members of the GATT/WTO.  As our bilateral FDI data comes from the OECD, 

we do not control for WTO membership as all of sample countries are members of both 

organizations.4 

The estimation is thus: 

 

RTA = f(FDI, trade, GDP and/or income levels, distance, common legal system, common 
language, common currency) 

           Equation 1 

We then examine a second estimation where instead of using the levels of trade and FDI, 

we scale them as an index of intra-industry trade and intra-industry FDI respectively.5  The 

measure of intra-industry trade captures the uneven exchange between countries.  The two largest 

predictors of trade agreements are generally the tariff differential and the trade pattern.  If the 

trade pattern is very one sided, this may be a greater indicator of the probability of signing the 

trade agreement.  Our hypothesis considers that one-sided investment also serves as a predictor of 

                                                             
4 Note that we have not yet acquired the BITS data and should also think about tariff data however tariffs are low in general in 
the OECD countries and this is the core of our current dataset. 

 
5 Because the FDI calculation could return a negative result, the negatives were recoded as missing variables. 
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the formation of a regional trade agreement under an assumption that greater market access will 

enhance the ability to invest under the trade agreement. 

The estimation is thus: 

RTA = f(IITrade, IIFDI, Area, Population, distance, colony, common legal system, common 
language, common currency) 

           Equation 2 

All regressions are estimated using STATA logit or probit models.  The results are reported in the 

next section. 

 

4 Results 

Table 1 reports preliminary findings from Equation 1.  In order to check the robustness of 

the logit, a probit and a logistic regression are also run using STATA.  The dependent variable in 

both instances is a dummy variable for the existence of a regional trade agreement. 

The results indicate that a RTA is more likely to be formed if countries have a common 

legal system and share a common currency.  In addition, a common official language does not 

necessarily increase the probability of forming a RTA.  Distance is reported as one would expect 

i.e., the further countries are geographically, the less likely they would be to sign an RTA.  A 

colonial relationship would seem to detract from the probability of forming a trade agreement 

while the common legal system would increase its likelihood of formation. 

 The results concerning FDI flows are quite interesting.  A lack of FDI outflows and 

inflows indicate that the probability of RTA formation is enhanced.  This would seem to indicate 

that the lack of FDI flows is an important indicator for a potential investment agreement.  
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Similarly, a country which exports would be more inclined to pursue a RTA.  A country like 

Germany therefore would be inclined to pursue efforts toward the signing of the trade and 

investment pact (TTIP) with the USA due to its export position and the lack of large volumes of 

FDI flow between the two areas.  This is consistent with our earlier hypothesis concerning 

investment flows and RTA formation. 

 With respect to GDP per capita, a country which is wealthier per capita is less likely to 

sign a trade agreement with another country unless the second country is wealthy also.  Thus, the 

impact of FDI has to do with the overall wealth of the country.  A country partner with an 

increase in per capita income will enhance the likelihood of RTA formation.  This is also 

consistent with our hypothesis concerning FDI as a wealthier country will be more inclined to 

search for investment opportunities outside of its borders. 

 In Table 2, we report the results of the estimation using intra-industry trade and FDI 

instead of the levels.  We find that both intra-industry trade and intra-industry FDI are both 

significant predictors of the formation of an RTA.  However, the elasticity of trade is much 

higher than the elasticity of investment, between 0.55 to 0.78 and 0.002 respectively.  The trade 

measure captures the eventual uneven exchange between countries.  Countries with very uneven 

exchange are therefore more likely to form an RTA – as the intra-industry trade index increases, 

this increases the probability of forming an RTA.  Similarly, the greater is the investment in the 

same industries, the greater is the probability that an RTA will form between countries.  Thus, as 

we hypothesized, if investment is very one sided, this indeed serves as a predictor of the 

formation of a trade agreement. 

A very interesting result to note concerns distance.  Distance is a deterrent in forming an 

RTA.  In estimation, when population is not controlled for, distance has a very high elasticity – 
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slightly greater than 2.0.  However, when population of the countries is controlled for, we see that 

market access becomes relevant.  A large population is an indicator of market size and thus 

market access.  While this does not change the signs or elasticities of either trade or FDI, it does 

change the elasticity of distance, lowering it to close to 0.  This would indicate very strongly that 

the market access hypothesis is quite relevant and will overcome the distance logic.  Thus two 

countries located geographically distant from one another will be inclined toward the formation 

of an RTA in the case where the market size, as shown by the population of the countries, is 

large. 

 As before, the common currency and common legal systems enhance the probability of 

RTA formation while colonies are less likely to form RTAs.  This is likely due to the trade 

relationship between colonies and former colonies being unrelated to the WTO standard of an 

RTA.  The negative results of population are related to our measures of intra-industry trade.  We 

have empirically found that large countries with large populations are less likely to participate in 

intra-industry trade, a result generally thought to be related to intra-industry trade. 

 

5 Conclusion 

In this paper, we explored the question of whether FDI is a push factor of RTA formation.  Using 

a bilateral data set covering the years 1980-2010 and the OECD countries, we apply discrete 

analysis to evaluate whether FDI flows are predictive of RTA development.  We find that trade, 

especially intra-industry trade, and investment, particularly one-sided investment, enhances the 

probability of RTA formation.   
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There are a variety of factors beyond the existence of an RTA which are also FDI 

determinants.  If the factors leading to RTA formation are the same factors that encourage FDI 

flow, then the reverse may be true and an increase in FDI inflows could be an indicator of RTA 

formation or transformation.  

If RTAs are really about creating conditions for FDI and market access in investment then 

we would expect to see that trade agreements are negotiated in the face of low trade and low 

investment.  In fact we find that when the intra-industry trade is considered, this captures the 

uneven exchange in trade and thus contributes to the probability of signing an RTA.  For 

investment, the result is equivalent.  When there are low values of intra-industry investment, this 

also serves as a predictor of RTA formation given that investment will occur to increase market 

access and opportunities.  We find this unexpectedly confirmed in our estimation of distance as 

the larger is the population, the larger the market to access and the lower the effect of distance on 

the formation of the RTA. 

One puzzle we have yet to resolve in the literature concerning RTAs and trade is that of 

an observed increase in trade FDI upon the conclusion of FTA.  Under the hypothesis that trade 

in goods and factors are substitutes, we should not see this as a result.  This previous finding in 

the literature would seem to indicate that an RTA is not signed for trade but rather for market 

access.  Our results here confirm that under a market access assumption, FDI is a predictor of 

RTA formation. 
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Table 1 Preliminary Results 

Dependent 
Variable : RTA 

Logit Probit 

FDI   
  Outflows - - 
  Inflows - - 
Trade Volumes   
  Imports - - 
  Exports + + 
GDP per capita   
  Country 1 - - 
  Country 2 + + 
Distance - - 
Common legal system + + 
Common currency + + 
Notes: regressions run in STATA  
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Table 2 Preliminary Results 

Intra-Industry measures 
 

Dependent 
Variable : RTA 

Logit Logit Probit Probit 

Intra-Industry Trade Index + + +  
Intra-Industry FDI Index + + +  
Distance - - -  
Colony relationship - - - - 
Common Legal System + - + + 
Common currency + + + + 
Size (Area) of country 1 - + - + 
Size (Area) of country 2 - - - - 
Size (population) of country 1  - - - 
Size (population) of country 2  -  - 

Notes: regressions run in STATA  
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