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Abstract

Existing theories argue that democratization is likelyaket place in coun-
tries with high capital mobility. These theories usuallg@ase that a country’s
capital mobility is exogenous. However, it is not uncommosée politicians af-
fect capital mobility when doing so serves their politicaierests. If dictators are
able to control capital mobility and capital mobility affeche chance of demo-
cratic transitions, why would dictators allow for high cagbimobility? In this
paper, | argue that capital mobility can be endogenouslgrdenhed by political
leaders who optimize capital controls to maximize the chaoictheir survival.
| also argue that the direction of capital movements alsdaergat While inflows
tend to strengthen the leader’s governing power, outflowsg thiieaten regime
survival by damaging the economy. Thus, political leadensegally welcome
infows, but fear outflows. Yet they cannot eliminate outfl@empletely because
their supporters may demand outflows. The ruling elite dels&igh capital mo-
bility only when they have sufficient funds to invest abro&dhether they have
sufficient funds or not is in part determined by the size ofriileng coalition.
Consequently, we can predict a country’s level of restiitgion capital outflows
by examining the size of the regime’s ruling coalition. Selempirical tests
support my arguments.

Subfield: International Political Economy, Regime Transis, Authoritarian Pol-
itics



Introduction

The year 1998 was a hard one for Indonesians because of tha fsancial crisis.
Indonesia’s gross domestic product contracted by 17 pdr wdmle its currency de-
valued by 7 times. The capitalization of the Jakarta Stockh@rge also underwent
a drastic shrinkage, from 118 billion to 17 billidnThe crisis left many Indonesians
jobless and often homeless as well. Angry Indonesians todke street, protesting
the government’s inability to prevent the crisis and denmagndhe end of cronyism,
the perceived cause of the financial crisis. Suharto, thatdicwho ruled Indonesia
for over three decades, soon found himself engulfed in thgdst political turmoil of
his rule. By May 20, Suharto had stepped down and Indonesinte a democracy.
While 1998 represented a year of unrest for Indonesia, itygagnother year of
stable growth for China. The Asian giant recorded a 7.8 pet icerease in its gross
domestic product from the previous year. Its currency stoodisturbed, while its
export market continued to show resilience. Under suchd@&agonomic conditions,
the Communist Party had little difficulty keeping its paidl power unchallenged.
How was China able to remain insulated from the Asian findnaranoil? Many
(Bhagwati ,1998; Krugman, 1998; Rodrik, 1997; SitglitzDRPsuggest that it was due
to China’s highly regulated capital market; its currencyldanot be actively traded and
hence speculated Consequently, China avoided the financial epidemic thatkee
havoc on the other Asian economies. The absence of finandmllence was clearly a
political blessing to Chinese leaders, whose authoritatiée could thus remain intact.

Boix (2003) argues that countries with higher capital mopare more likely to

1See Winters (1999) “Indonesia: On the Mostly Negative Rél€ansnational Capital in Democ-
ratization.”

20nly a few foreign banks were allowed to do renminbi busirias§hina and such business is
tightly regulated (Langlois, 2001). Note that China disemed short-term capital flows, but welcomed
long-term investment. It has been the largest recipienbiai§in direct investment for years.



become democracies. The reason is that when the rulingcaliteasily transfer their
assets abroad, they become less afraid of the potentiahmcedistribution after de-
mocratization, and hence less resistant to the transiioletocracy.

The above tale of two dictatorships, albeit stylized, se@®ipport this famous
argument about democratization because capital mohilitydonesia was higher than
it was in China and Indonesia became a democracy in 1998 @hilea did not. Upon
scrutiny, however, the China-Indonesia comparison diffeom Boix’s argument in
an important way. For Boix, capital mobility is assumed exwgusly giver?. In the
above comparison, however, China’s low capital mobilithe fact that its currency
cannot not be actively traded — comes from a governmentisida¢

If capital mobility turns out not to be as exogenous as thstag theory predicts,
then we are confronted with a paradox: why would a dictatartw@increase a coun-
try’s capital mobility, when high capital mobility is likglto topple his rule%®

In this paper, | answer the above question by arguing thiaérahan waiting pas-
sively for capital mobility to shape their political futyrpolitical leaders actively reg-
ulate capital movements to maximize their chances of satvi8pecifically, | argue
that capital mobility inherently consists of two processe®mbility with respect to
capital inflows and mobility with respect to outflows. Whiidlows tend to strengthen
the leader’s governing power, outflows may threaten regimeéval by damaging the
economy. For this reason, political leaders generally arake inflows, but fear out-
flows. Yet, political leaders cannot shut down capital owtiaccompletely because

eliminating outflows is likely to eliminate inflows as well @more important, their

3For example, Boix argues that democratization is lessylikeloccur in oil-exporting countries
because they have inherited an asset with low capital npbfpparently, how much oil a country has
is exogenously given.

“Note also that Indonesia was a net exporter of oil, while @kias not.

SHere | take a standard assumption in political science thitigqans prefer staying in office.

8Many observe that monarchs in the eighteenth century weeseanf the destabilizing effect of
capital mobility (e.g. Moore, 1966; Boix, 2003).



supporters may have a demand for capital outflows as a waydigeh#omestic eco-
nomic and political risks. Interestingly, the larger theesof a leader’'s supporting
coalition, the more restrictions he can set on capital outflo

Empirical tests support my arguments. First, restrictiomgapital inflows do not
vary by the size of the ruling coalition (proxied by regim@ég). Second, as for re-
strictions on capital outflows, empirical evidence shovat tiegimes that depend on
a small ruling coalition tend to permit higher outward capihobility. In particular,
many Middle Eastern monarchies, whose political power ddp@n oil, a fixed asset,
actually favor greater capital outflows than many demoesacT his result contradicts
Boix’s observation that oil-exporting countries are asstec with low capital mobil-
ity.

The paper is organized into four sections. The first sectorews the literature.
| outline a formal model to explain my arguments in the secsection. The third
section presents empirical tests of my model’s predictens their results. The final

section concludes.

Literature Review

Economists have long observed politicians’ ability to mattapital mobility. Robert
Mundell (1963) and Marcus Fleming (1962) identify an ecoiopuolicy trilemma,
known as the "Unholy Trinity", confronting politicians: giéal mobility, discretionary
monetary policy, and stable exchange rates. They argualthtee are desirable, but
governments can achieve at most two. Which one would goventsysacrifice? The
post-war history tells us that sacrificing capital mobibgems to be the rule for most
countries.

A prime example is the Bretton Woods system, which was setyuiind United



States and some European countries after World War II. Utideruspices of the
Bretton Woods agreement, these countries adhered to a fixbdmge rate to encour-
age international trade and investment. At the same timatdes continued to use
monetary policies to deal with inflation or unemploymenteTifference in national
policies led to a difference in interest rates across c@s)tiGermany bore interest
rates one or two per cent higher than those in Italy and Fréfreeden, 2006). Such
a gap invited international investors to engage in finarabitrage. In order to keep
stable exchange rates and defend their monetary autonoemgbers of the Bretton
Woods system chose to compromise capital mobility. Theypetgulations to pro-
hibit money moving across borders for speculative purposes

As the Bretton Woods system collapsed in the 1970s, intematcapital move-
ments have escalated. John Goodman and Louis Pauly (19§8¢siuthat govern-
ments’ utility from capital controls has decreased sigaifity due to a variety of rea-
sons, including pressure from multi-national corporadiaine need to develop inter-
national financial centers, and the need to attract foreagital. That said, many gov-
ernments still use capital controls to advance other paioys. The extent to which
a country limits capital flows depends on domestic politaxadl economic conditions.
Geoffrey Garrett (1995) points out that there are more ahpintrols in countries
dominated by the left and organized labor than in those withknleftist parties and
unions. Thomas Oatley (1999) provides an explanationstefovernments run larger
deficits than rightist governments, so they have an incerttvuse capital controls
to reduce the risk premia charged by financial markets, qudatily when a fixed ex-
change rate is adopted.

In addition to differences in capital controls that resuitnfi the traditional left-
right partisan line, Jeffrey Frieden (1991) suggests tloditipal interests regarding

capital controls are likely divided between those who fawdixed exchange rate and



those who do not. William Bernhard and David Leblang (2008) that countries with
high costs associated with electoral defeat and with exagerlectoral timing prefer
floating exchange rates, implying that preferences ovetalaypntrols vary depending
upon political institution.

The above studies show that, on the one hand, politicians ingentives and the
ability to control capital mobility. This is probably becs) as Gunther Schulze (2000)
argues, capital controls have a revenue-generating artisarieutive function. Yet on
the other hand, politicians’ incentives and ability may fieaed by domestic political
costs. For example, Scott Basinger and Mark Hallerberg4pafyue that there exist
two sources of political costs associated with changingtabpontrols: transaction
costs due to the presence of multiple political veto plageid constituency costs due
to ideological opposition to policy changes.

In his book, 'Democracy and RedistributiénBoix (2003) argues that countries
with higher capital mobility are more likely to become demamies. The reason is that
when the ruling elite can easily transfer their assets abhribeey become less afraid
of the potential income redistribution after democrat@at and hence less resistant
to the transition to democracy. His argument hinges on tkaraption that capital
mobility is exogenously given. As the above literature egvshows, this assumption
is problematic.

In this paper, by relaxing Boix’s exogenous capital mop#issumption, | analyze
his causal argument in reverse order; that is, how politeadiers select an optimal
level of capital mobility to advance their likelihood of ftidal survival. | present a

formal model to illustrate my argument in the next section.



Theory

The following model assumes three players: a political éedtl),” a representative
membef of the political leader’s ruling coalition (S), and a repretative member of
the residents (C). The political leader (also known as thanmbent) holds the highest
political office in the regime. Note that the political leadan be a person or a group
of individuals who collectively share the political office.

The political leader inherits a ruling coalition (also knoas the coalition of sup-
port) of sizen, wheren is a subset of the populatioN, The value oh is exogenously
given?

The members of the ruling coalition are known as the selsctor

Definition 1. The n selectors differ from the= N — n residents in that the support of

the selectors is needed if the leader is to remain in power.

To understand the distinction between the selectors andetidents, some ex-
amples are necessary. First, consider a Middle Easternnctonavhere the ruling
coalition is composed of the members of the royal family. &mdormal circum-
stances, only the members of the royal family, the selectars affect the outcome of
leadership transitions.

For another example, consider a democracy consisting o$twial groups: a rich

minority and a poor majority. In this case, the former bektgthe residents group,

"Also known as the incumbent.

80ne can interpret the representative member as the medianindhe ruling coalition.

9Since | aim to build a parsimonious theory, in this model | dii make any special reference
to the common characterization of political regimes, foaraple, the rule of law, civil liberty, and
political freedom. Nor do | make use of the typical classifiwa of regime types such as demoracy
v. dictatorship. Rather, | adopt the approach used by Buendekquita and colleagues (2003) that
focuses on the size of the ruling coalition, or in their tethe selectorate. What distinguishes one
regime from another is the size of In other words, a regime can be completely characterizetidy
size of its ruling coalition. A democracy, thus, is simplyesial case of regimes that have a lange
Note, however, that my model differs from theirs in that ityotleals with three players, instead of four
(residents, a selectorate, a winning coalition, and legder
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while the latter the selectof8. The reason is that if a democratic leader needs to side
with only one group in order to remain in power, she would parthe support of the
poor majority.

Suppose that there exist some routinized mechanisms (édtimeal or informal)
that allow the selectors and residents to remove the incanmber example, the mech-
anism could be regular elections. Note that in some autir@it regimes, there are
no elections for regular citizens (i.e. the residents) tedepolitical leadership. Yet
whether there really are elections in which residents caticgaate is unimportant be-
cause, by Definition 1, the support of the residents is natired for the leader to
remain in power. In other words, even if there exist suchtelas, the residents can
hardly change the electoral outcomes, either becausedituents do not have enough
votes (e.g. the rich in a democracy) or because the eleci@simply rigged (e.g.
elections in many authoritarian regimes).

Assume that there is no within-group income variation, \utsaggests the polity
consists of two economic classes: each selector (residasta fixed wealthvg (We).
Many comparativists adopt this two-class structure to #ifgngheir analysis (most
notably, Boix, 2003 and Acemoglu and Robinson, 2006). Fop#city, normalizews
to 1.

Members of each group can set aside a fractibs r) of their income to invest
abroad where < [0, 1] is the level of restrictions imposed by the leader on capital
outflows, with a highr denoting more restrictions. The rest of their income is stwe
in domestic markets.

Letd; anddy be the respective rates of return to foreign and domestesinvent.
Normalizedy to 1 and assume thdt > dq. | believe that this is a valid assumption for

three reasons. First, domestic markets are usually sm@lhance offer fewer invest-

1%For democracies that do not have clear majority and minayitups, then there would be no
distinction between the selectors and the residents; ttire &itizenry belongs to the ruling coalition.
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ment opportunities than foreign markets. Second, it isdratatax foreign investment
than domestic investment. Finally, by investing abroadestors can hedge against
domestic economic and political risks such as debt senataulf! and regime fail-
ure.

Suppose that investing abroad requires a fixedgashich is randomly distributed
according to some functiog(.) over [0,0). There are many ways to interpret this
fixed cost. It can be the information cost that investors Hawveay in order to dis-
cover business opportunities in foreign markets. It cao bésinterpreted as the basic
consumption that investors need to satisfy before purshixgyies, such as making

investment. Hence, one would invest abroad if only if

(w—c)ds > w.
Rearranging, we have
cdf
w > d—1 W. Q)

The income levelv divides people into those who can invest abroad and those who

cannot. Define a variabbe for groupi such that

1 ifw>Ww,
Xi fd
0 ifw<w.
Suppose that the leader levies a tax [0, 1] on all her subjects within the coun-

try.1? The total tax revenu® collected by the leader is

11Boyce (1993) points out that when a debtor country defamtssaforeign loans, the creditor coun-
try may force the debtor country to impose austerity measwrhich often harm the working classes
and the ruling elite because the latter group evades theeqapsces by holding foreign assets.

20wing to the space limit, | assunteto be exogenously given in what follows. This assumption
does not change the main results. In a richer model, | relexattsumption and allow the leader to

10



T=TF4+7P (2)

whereTF denotes the tax collected from foreigners who have brouggital into the
country andTP denotes the tax collected from the locals. To simplify thelgsis,
tentatively assume that there is no foreign capital comirttyé country; that isTF =
0.

Suppose that the leader is able to tax only the domesticsast#te locals. The

total tax revenue collected is

T = TP = Mwcke + ntks — C(1) (3)

wherek; = (1+xir —X;), with i € {s,c}, andC(.) denotes the cost of raising tax from
individual residents members, wi@i > 0 andC” > 0.

This cost function aims to capture the "Laffer Curve" effececonomics (Ace-
moglu and Robinson 2003). The idea of the "Laffer Curve" &t tine relationship
between a government’s tax revenue and the tax rate takesened U shape; raising
the tax rate is effective in improving the tax revenue onlytaa point, above which
the tax revenue would decrease as the tax rate rises. Thenreagtuitive: when
the tax rate is very high, people lose incentive to producthey withdraw from the
formal economy. Consequently, the pool of taxable incomimks.

The termk; = (14 Xcr —X¢) (or ks = (1+Xsf —Xs)) in (3) is intended to distinguish
different scenarios. For instance, If the pre-tax incomthefresidents is insufficient
for foreign investment{. = 0), then the total revenue collect&ds reduced tatw, +

ntks — C(1). But if x; = 1 andr # 0, then the left hand side Ewcr + ntks — C(1).

optimizet. The main concern for the leader when selectiigihow the disenfranchised would react to
the tax. Too heavy the tax may induce the disenfranchiseevmtr Thus, endogenizingwill add a
revolution constraint to the leader’s optimization prablgSee Acemoglu and Robinson, 2007, p. 120
for details). The results of the richer model is availabtarirthe author upon request.
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From the formulation off, it is easy to see that the leader’s tax revenue depends on
the restrictions on capital outflows

Suppose that the leader distributes all the tax revenue gui@nruling coalition
as private benefits, leaving each member in the ruling ¢oalé post-tax income of
1—tks+ T /n. Subsequently, the selectors devise an investment portéoimaximize
their income. As was mentioned, their investment decissaaffiected by the level of
restrictions on capital outflowsas well as the level of their post-tax income, namely
the value ofxs. The selector’s indirect utility function is essentiallis hnvestment

portfolio:

T T
Vo= (1—TKS+H—C)(XS—Xsr)df+(1—Tks+ﬁ_cxs)k5 (4)

The first term of 4) is the return on foreign investment. It consists of thedelés
post-tax income % tks and private benefits received from the incumbEfn, minus
the cost of making foreign investmeat weighted by the extent to which they are
allowed to invest abroatks — xsr ), times the rate of return on foreign investmet
The variablexs determines whether the selector has sufficient funds tetraload in
the first place.

The second term is the return on domestic investment. Agasterm consists of
the selector’s post-tax income minus the cost of investimgad(1—tks+ T /n—cXs),
if any, which is then multiplied by another terkg. As in (3), this latter term helps
distinguish different scenarios. For example, when thectet’s wealth(1 — tks +
T /n) is insufficient for making foreign investments(= 0), then the second term is
reduced to(1—1r +T/n). Butif xs =1 andr # 0, then the second term becomes
(1—tr+T/n—c)r.

Since all selectors share the same level of initial incod)es(also the representa-

12



tive selector’s indirect utility function.

If the leader wants to continue to stay in power, she has tedol (4)

T T
mraX(l—Tks—i— e C)(Xs — Xsf )df + (1 — ks + e CXs)Ks (5)

whereT = Mwckc + Ntks — C(T) andks = 1+ X — Xs.

The timing of the game is as follows:

(). The leader sets the levels of taxation and controls @it&ieoutflows.

(ii). The selectors decide whether to keep the incumbentamoept her policy
offers or to vote for an alternative candidate from the delate, who is assumed to
be available at all times. If the representative selectoepis her offer, the incumbent

stays in power. If not, an alternative candidate would betettand the game is over.

Optimal Outward Capital Restrictions

The optimal outward capital controls depend on whetherelectors and the residents
have enough wealth to invest abroad.

We can distinguish four possible scenarios.

The optimal outward capital controls depend on whether ¢hexctors and the res-
idents have enough wealth to invest abroad.

We can distinguish four possible scenarios.
Scenario 1. w< wandws < W

Under this case, every group in the polity is so poor that maigramasses enough
wealth to invest abroad. Hence, neither the selectorstaatutility function nor the
revolution constraint depends onln other words, the leader can freely choose what-
everr she wants.

Scenario 2. w< wandws > W

13



This is the situation in which only the ruling class has sigfit funds to transfer
assets abroad. With, < w andws > W, we havex; = 0 andxs = 1. The optimization

problem of g), thus, becomes

T T
mrax(l—Tr+ﬁ—c)(1—r)df+(1—rr+ﬁ—c)r

whereT = ntw + ntr —C(1).

As one can see, outward capital restrictions can affect thrdyselectors. Since
the return on foreign investmedt is greater than 1 and since the selectorate is rich
enough to overcome the fixed cost of making foreign investrogife representative
selector’s utility decreases in For this reason, the optimal restrictions on outward
capital under Scenario 2 should simply be set at zete=(0). This result is intu-
itive: when the incumbent’s tax revenue does not depeng'dishe should satisfy the
selectors’ demand for low outward capital restrictions.

Scenario 3. w> wandwg < W

Scenario 3 is the reverse of Scenario 2. Here, it is the rudmaition, not the

residents, who lack the ability to invest abroad, themepy 1 andxs = 0. Plug these

values back in the leader’s optimization problem, and weehav

-
max(1—1+—)
r n

whereT = Atwer + nt — C(1).

Now r affects the selectors only through Whenr is small, so that the residents
can easily transfer assets abroad, the leader’s tax revesuld decline, which in turn
reduces the private benefits received by the selectoratethisaeason, the selectors

want to setr as high as possible in order to prevent any loss of tax revéntiee to

I3Note that the tax collected from the selectors is eventuhiffiributed back to them in the form of
private benefits.

14



capital flight by the well-off residents. The optimal levébwitward capital restrictions
is simply 1.
Scenario 4. w> W andws > W

In this case, both the selectors and the residents are ragérto invest abroad.

The leader’s optimization problem has the following stanet

T T
mrax(l—Tr+ﬁ—c)(1—r)df+(1—rr+ﬁ—c)r

whereT = Atwer + ntr — C(1).

The optimal level of capital restrictions is less obvioushis case. On one hand,
the selectors demand fewer capital restrictions, so tlegt ¢an invest abroad to reap
more profits. On the other, setting a low level of capitalnesons would dry up tax
revenue because the residents, from whom the tax is callezde also transfer assets
abroad to escape taxation.

We can solve for by using the first order condition of the leader’s objectwed-

tion with respect ta. It can be shown that

o C(1)+n(c—1) ds
N ATW, df — 1

Figure 1 displays the four scenarios. For the ease of expositiorhernFigure, |
relax the assumption that wealth is constant within groups.

Summarizing this analysis, we have the following:

Proposition 1. All else held constant, a unique solution of outward capitahtrols
r* in the leader’s optimization problem described B) (nay exist, depending on the
respective wealth level of the selectors and the residétisnally, it is such that for
the thresholdv specified in 1):

Ifwe <wandw <w, r €[0,1].

15



Ifwe <wandw>Ww, r*=0.

fwe>wandw <w, r* =1

(1)4n(c-1)
NTWe

_ _ d
Ifwe >wandw >w, r‘ =S +df11-

Thus far, we have discussed four mathematical possilsiliigarding the choice of
the optimal level of outward capital controls. SubstanyivV@cenario 2 and 3 are closer
to reality. It is uncommon (though not impossible) to seeantxy that is so impover-
ished that even the ruling class is too poor to transfer asdebad. Equally rare is a
country that is so rich that even the average residents nremaisesufficient wealth to
invest abroad (remember that foreign investment comesanliiigh information cost).

What can we say about Scenario 2 and 3? One can associatgi8&nahere
only the ruling class is rich enough to invest abroad, witttatorships and Scenario 3,
where those who are rich enough to invest abroad are not iepevith democracies
that have distinct majority and minority groups classifigdazalth.

That said, two caveats are in order. First, the optimal Ewéloutward capital
restrictions for Scenario 2 and Scenario 3 —thatfis; 0 andr* = 1, respectively — are
indicative only. Regimes that fit squarely in the conditioh§cenario 2 may maintain
a certain level of capital restrictions, whereas regimasdhan be perfectly described as
Scenario 3 may allow a certain level of outward capital mthilhere are two reasons
to this empirical variation. The first is that the model assamnwithin-group wealth
variation is absent. In reality, however, we often obsenaiatinuous distribution
of wealth within each class and their respective distriyutinay even overlap with
each other. The second reason, especially for Scenarial2atisvith perfect capital
mobility, the selectors may lose incentive to defend themegn times of political

crisis. | will elaborate on this in the next sectiéh.

Notwithstanding these potential empirical irregulastithe model predictions should in general be
correct; that is, a "Scenario 2" regime should maintain feveital restrictions, while a "Scenario 3"
regime should have more.

16



The second caveat is that there are authoritarian reginag¢srthintain a support
base among the poor rather than the rich, for example, tlgtesparty dictatorship
led by the Partido Revolucionario Institucional (PRI) of Xt prior to 1988. There
are also authoritarian regimes in which the leaders deltbgr exclude the rich from
political power. For example, Suharto deprived ethnic €s&) who were traditionally
the rich minority, of their power to participate in politioghile simultaneously grant-
ing them a great deal of economic freedom, so that they caritrwe to serve as the
cash cow for the regime.

These examples reflect the limit of the conventional clasgifin of political regime
types in understanding the political economy of capital itityb In fact, what influ-
ences a country’s level of capital mobility is not so muchwthehether the regime is
democratic or not, but rather the size of the ruling coalitio

It is easy to see whyg can predict the level of capital mobility. Asdecreases, the
private benefits received by each individual sele@ton increases. Consequently, the
post-tax income of the selectors also rises. The smallerghe ofn, the more likely
is it that the selectors’ post-tax income surpasses thehbtéw. Scenario 2 is more
likely in this situation.

To derive this comparative static result more formally,entitatds is a constant
and the fixed cost of making foreign investmentis randomly distributed according
to g(.). Thereforew, by 1, also follows a probability distributiog(.). DefineG =
[ 9(w)dw and denote the supporters’ post-tax incomeBy= 1—tks+ T /n. From the
above analysis, we know that the supporters would not poess|bw level of capital
restrictions ifxs = 0; that is, whenw” < w. The probability tha” < w is simply
G(wP). Sincedw’/dn < 0 andG(.) is monotonic inw, dG(w") /dn < 0. Thus, as
increases, the probability thaf = 0 also increases.

With the above analysis, we can state the following:

17



Proposition 2. As the size of the ruling coalition increases, the probapiihat the

selectors demand a low level of outward capital restrictidecreases.

Inward Capital Restrictions

Thus far, the model has focused on outward capital resiristiYet it is easy to extend
the current model to include inward capital restrictionsnasdl. Let rOYT andr'N
denote outward and inward capital restrictions, respelstibpoth of which are bounded
by 0 and 1 inclusive, with high values representing moreiwiins. DefineK (r'N) a

function of capital inflows, wher&’ < 0. Recall Equation3),

T=TF+TP.

TF refers to the tax imposed on foreign capital brought to thentry; hence, it
is a function ofK(.). It is easy to check that unlike restrictions on outward tpi

restrictions on inward capital do not depend on the size®ftling coalitiont®

Proposition 3. The size of the ruling coalition does not predict the leveksfrictions

imposed on inward capital mobility.

Non-routinized Leadership Transition

Hitherto, we have considered only routinized procedureewfoving a leader, such
as elections. There exist , however, other non-routinizedguures of unseating the
incumbent. | define non-routinized procedures as attenopdsist the incumbent or-
ganized by those who cannot do so under routinized procedUreese people may

include the residents and minority members within the gubpalition. The attempts

15A more formal derivation is available from the author upoguest.
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organized by the residents are known as revolutions, winiled organized by the latter
group arecoups d’etat®

When it is possible to oust the leader through non-routth@cedures, the leader
may have incentive to restrict outward capital movementgmthat the selectors are
rich enough to invest abroad, for the following reason. AE2003) argues, when
the ruling elite can easily transfer their assets abroay, Wwould have less incentive
to defend the regime in times of political crisis. When thapmot transfer their assets
abroad, however, losing the regime means losing everythiaigce, they have strong
incentive to fight for the regime.

It can be shown that when non-routinized removal is immiram when the se-
lectors are rich enough to send their assets abroad, therléamts to impose more
restrictions on outward capital movemehfsAn alternative way to say this is that
only in times of extreme political crisis, in which the incbhent is more likely to
be removed under non-routinized removal procedure thaautinized one, does the
leader deviate from the" as specified in Proposition 1. That is to say, Proposition 1
applies in most situations. This is intutive because thouglobserve revolutions and
coups d’etain many countries (democratic or authoritarian), thesetsvare more the

exception than the rule, when compared to regular leadetsmsition processes.

Empirics

In this section, | will panel data to test my argument thaimegtype affects capital
mobility. The dependent variable is capital mobility, véhthe variable of interest is

the size of the ruling coalition supporting political regim

16According to Edward Luttwak’s (19683oups d’etarefer tothe infiltration of a small but critical
segment of the state apparatus, which is then used to displecgovernment from its control of the
remainder

17A formal derivation of this result is available from the aothupon request.
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Dependent Variable

There are two general approaches to measuring capital ityokih the one hand, we
can gauge the exact volume of capital flows across bordexdétfactoapproach). On
the other, we can examine the official restrictions imposedapital movement (the
de jureapproach). To measude factocapital movement, there are various economic
variables that researchers may employ. For example, leaidahd Horioka (1980)
look at the correlation between national saving and naliowastment rates. A high
correlation indicates scarce foreign investment, theralnygesting low capital mo-
bility. Other researchers (for example, Kraay, 1998; Lane ililesi-Ferretti, 2001)
make use of actual capital flow data such as portfolio anatingestment assets and
liabilities to gauge thele factomovement.

Other researchers adopt tthe jureapproach by looking at the rules and regulations
affecting capital movements in each country. While somé&é@get, Harvey, and Lund-
blad, 2001; Henry, 2000a and b; Levine and Zervos, 1998;elh/estermann, and
Martinez, 2004) study the liberalization dates of variowrkets!® others (Miniane,
2004; Montiel and Reinhart, 1999; Quinn, 1997) try to captilme intensity of official
capital restrictions? For the former group, the variable of interest is binary biure
the value of "1" is assigned to the year in which the liberdlan took place and "0"
to the preceding years, the typical data format in everibhysstudies. For the latter
group, more disaggregated variables are used. Montiel aithR&rt (1999) construct
an indicator that ranges from 0 to 2, with higher values faager restrictions. Mini-
ane (2004) and Quinn (1997) respectively create a composiex based on several

categories of capital controls.

18Bekaert, Harveyn and Lundblad (2001), Henry (2000a andra) L&vine and Zervos (1998) focus
on stock market liberalization, while Tornell, Westermaand Martinez (2004) includes trade liberal-
ization dates as well.

Empirical measures of capital restrictions abound. Forrapiete list of the literature, see Edison
et al (2004) and Quinn (1997).
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De factoandde juremeasures are correlated with each other, as we would expect.
When one plotgle factocapital movements, measured by foreign direct investment
or portfolio investment, againste jure measures, taken from, for example, Miniane
(2004) and Quinn (1997), one can see that the two measurgeeeally correlated’
What is interesting is that the strength of the correlatiepahds on the type of flows;
actual outflows are more strongly correlated witd jure measures than are actual
inflows. There are three reasons to account for this. Theidinsteasurement error.
Miniane’s and Quinn’s indices measure capital controls eneagal, not controls on
a specific type of capital movement. Hence, it is natural thair measures do not
correlate perfectly with, say, portfolio investment alorf&econd, inflows tend to be
influenced by more external factors than outflows. For iresaifithe global economic
environment is bad, then countries are likely to receive feseign capital, no matter
how weak the controls on capital inflows are.

The third factor is that thde jure measurement is essentially the official rules set
by national governments. Oftentimes, however, what istamiin law is one thing,
while what is practiced in reality is quite another. One oeathat there are instances
where the two measurements do not agree with each other Hasitibh law enforce-
ment. The existence of black markets and bureaucratic gioruoften hinders the
implementation of capital restrictions.

For the above reasonde factoandde juremeasures provide quite different infor-
mation. If we are interested in studying official preferesyoge should rely more on
de juremeasures. Since the objective of this chapter is to testhehelifferent types
of regimes have different preferred levels of capital mohithe main results should
refer tode juremeasures, though | also ude factomeasures, which are available for

more years, as a robustness check in the following analysis.

20These graphs are available from the author upon request.
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Data Sources

The existing measures of capital controls (either de factiequre) do not distinguish
between capital inflows and outflows. To test my theory, h@met is indispensable
to distinguish between the two. For this reason, | constwctseparate indices, one
measuring capital controls on inward flows and the other awau capital flows,

based on the information available in the International Btany Fund’s Annual Report

on Exchange Arrangements and Exchange Restrictions (ARGAE

New Measures of Capital Controls

The information collected in the AREAER was in the form of cigstive text prior
to 1996. One needs to delve into the dense paragraphs intordetract information
from the pre-1996 editions. The process is highly subjecsind inefficient. More
important, the IMF did not distinguish between restriciam inflows and outflows in
many country reports, which means that cross-national eoisyns at this disaggre-
gated level is impossible.

To facilitate cross-national comparison, the IMF adoptetew reporting proce-
dure in 1996, in which the information is tabulated into nuows categories, con-
sistent across all countries. Thirteen categories aréeckl@ restrictions on capital
movement (See Table 3.1Y.Under each category, the AREAER reports the specific
arrangements of the country. The AREAER also provides a samtable of all the
categories across countries. In the summary table, emp$yrelect absence of con-
trols, while dotted cells indicate the existence of corstrdlliniane (2004) relies on
this summary table to construct his capital restrictioreid

Unfortunately, the summary table makes no distinction ketwrestrictions on

21The AREAER reported only twelve categories of capital colstin the 1996 and 1997 editions.
Starting with the 1998 edition, it adds a new category: aston personal transactions.
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inflows and those restricting outflows. To extract that infation, one needs to go
back to the main text of the AREAER, which does contain sdpattascriptions for
inflows and outflows. | use this text to develop new measuresjital controls.

Based on the thirteen categories of capital controls, Itereo separate lists, one
for inflows and another for outflows, using information aghle in the main text. For
example, in 2002, there exist controls on incoming capitatkat securities in the
United States, but no controls on outgoing capital marketisies. | assign a value
of "1" to the list of inflows, and "0" to the list of outflows, dotinder the category of
capital market securities.

With the above coding scheme, | can classify most categ@oresiost countries
in most years unambiguously. In a small subset of cases,Jewentroversy arises.
To ensure consistency, | develop a more detailed codingfubdter coding all these
categories, | construct an index for outward capital cdrdral another for inward
capital control by aggregating the scores of these categfor each country in each

year examined?®

Data Coverage

The capital control indices cover some 170 member courfrielsthe IMF over a
period of nine years, from 1995 to 2083 The short period covered is due to the fact

that the current reporting procedure began only with the ARE’s 1996 editior?®

22This is available from the author upon request.

23Detailed score aggregation method is available from thiecautpon request.

240nly 52 countries were included in the first year, 1995, hauev

2SEach edition documents the capital transaction restristio the previous year.

26Miniane (2004) uses a method of "filling by default" to recowéormation in the pre-1996 edition.
What he does is to use the 1996-edition, where the curreattieg procedure was first adopted, as the
baseline and then check for changes in the main text in beti®¥95 edition and 1996 edition. After
filling in all the 1995 entries, use 1995 as the new baselise teebacktrack the information for 1994.
Logical as it seems, | find this method dubious, as the AREAE&@rovides no explicit information
for all categories in the pre-1996 editions, especially miteomes to distinctions between inflows and
outflows. For this reason, | would rather rely on a modestthee; but accurate dataset than on one that
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Variable of Interest & Hypotheses

The theory elaborated in the previous section leads to tpectation that the de-
mand for outward capital mobility decreases in the size efdbalition supporting
the government. For democracies, the coalition of suppdti@selectors, according
to my definition laid down in the previous section, is the pdon of voters who
voted for the incumbent and expect to benefit from the incurhparty’s rule. For
non-democracies, identifying support coalitions is mwessiclear-cut due to a lack of
publicly observable information and opague and sometimfesrmal transition proce-
dures (such as primogeniture in some monarchies). As a rdsslimpossible to pin
down the exact size of the coalition supporting each audrdain regime.

Since different kinds of authoritarianism differ from eaather in systematic ways,
however, we can use authoritarian regime type, as classfigdeddes (2003), as a
proxy for size of the support coalitioff. This proxy is far from perfect, but it can be
used to order types of regimes by the usual size of suppolitioagor each regime
type. For example, many regimes are governed by a militdiyenf and few besides,
high-ranking officers have a say in the national decisiofkinta We may classify
them as military dictatorships. Other regimes may be dotathéy a single party,
that controls most access to power and government officesn&yegout these regimes
in the category of single-party. Using Geddes’ (2003) dfsgion rule, extended
by Wright's (2007), | identify four generic types of authtarian regimes: military,
monarchic, personalistic, and single-party. By definifidisingle-party regimes, on
average, should have largest coalition of support amonfptiveas ruling party mem-

bership often involves a significant subset of the poputatlbis difficult to rank the

is big, but contains more inaccuracy.

2By regimes , | rely on Geddes’ (2000) definition, which refers set of formal and informal rules
and procedures for selecting leaders and policies.

28The definitions of these regimes are available from the authon request.
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remaining three types, but one thing is certain; their suug coalitions should be
smaller than those of single-party regimes and democradfes this reason, | choose
not to construct an ordinal scale for coalition size. Rathese dichotomous variables,
representing these regime types, so that we can assessftbetis empirically without
making assumptions about thefh.

The linkage between regime types and my theoretical argtisipresented graph-
ically in Figure2. The figure shows a hypothetical income distribution of aupaton.
The shaded region of each diagram represents the incomp tpouhich the ruling
elite of a corresponding regime type usually belongs. Nio&t these graphs are in-
tended to illustrate the conceptual distinction charaatey different regimes, though
not all regimes fit perfectly into this.

As can be seen from Figutg the ruling coalitions of personalistic dictatorships
and monarchies are composed of a small group of rich peofle.rdason is that, as
| argue in the previous section, the existence of a hugeeesgbpulation generates,

through taxation, an enormous amount of private benefitsth®political leaders

29The data for democracies are taken from Przeworski et al0(200

30%When using Geddes’ and Wright's datasets, two caveats weseentioning. First, sometimes
we may observe that political leaders transform their regifinom one type to another. For instance,
Mao successfully purged his peer within the Communist Rasgglership in the sixties and personalized
the single-party regime in China. After Mao’s death, hiscessor, Hua Guofeng, tried to replicate
Mao’s personality cult, but to no avail. The Chinese ComrstiRarty soon got rid of Hua and restored
its previous single-party characteristics. Geddes do¢soant Mao’s regime personalization as a
transition nor does she count the subsequent restoratanmodiser, since doing so would be inconsistent
with we call regimes in everyday language. Rather, she coetgses by the category in which they
become stabilized.

The second caveat is that there exist some hybrid regimesllydall authoritarian regimes should
fall into one of the four generic categories (i.e. persati@l single-party, monarchies, or military).
Reality is more complicated, however. As Geddes suggésts€ real world, many regimes have char-
acteristics of more than one regime type." For this reasendhtaset contains some hybrid categories.
The hybrid categories are military/personalistic hybsihgle-party hybrid with either the military or
the personalistic, and military/single-party/persostatiamalgam.

These hybrid categories are used for regimes with apprdgignaqual numbers of the traits used to
code regime type for two or more types, and sometimes thegctedl lack of agreement among area
specialists. To prevent measurement errors introduceldsetcontroversial cases, | included only the
unambiguous cases — that is, those belonging to one of thgémeric types — in the statistical models.
Cases coded as pure types make up more than 75 per cent aiasdsl
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use to reward their supporters. As the size of the rulingittoas in personalistic
dictatorships and monarchies tends to be small, membeltsesétruling coalitions
benefit handsomely from the leaders’ largess.

The top right panel of Figur@ shows a hypothetical income distribution in a
democracy with two distinct socio-economic groups: a poajomity (the shaded re-
gion) and a rich minority. The two groups are essentiallydtid between those who
can invest abroad and those who cannot.

Single-party dictatorships also tend to maintain a sizablgport coalition. Al-
though the exact size and shape of the shaded region mayrearydégime to regime,
many single-party dictatorships rely on the support of ttmme group as shaded in
Figure2, the first panel. The prime example is the Partido Revolwiorinstitucional
(PRI) of Mexico prior to 1988. The PRI ruling coalition inclad neither the very top
of the income distribution nor the bottom and party careeesewone of the surest
routes to upward mobility?

The ruling coalition of military regimes is quite unusuatime sense that, although
it is composed of a small group of ruling elites (indicatedls narrow shaded region
in top right panel of Figur®), this group does not occupy the rich end of the income
distribution. The reason stems from the fact that militarggorters mainly consist of
professional soldiers who usually engage in regular andialmed duties that are of
a non-productive nature in the military establishment. S huis more appropriate to

classify them as the middle or upper middle cl&&s.

3INote that the shaded region indicates the range of inconaislés which the coalition members
belong. The converse may not be true; that is, people whonatfgis range may not necessarily be
members of the ruling coalition. Even one is located in thd mange of the income distribution of
Mexico, one may not be able to become a member of the PRI. Thsipossible that the shaded region
of single-party dictatorships is larger than that of deracis.

32There is no reason to believe that military dictators canrastsform the ruling coalition into the
rich by allowing their supporters, namely professionatlsls, to engage in production. For example,
Suharto, the former dictator of Indonesia, permitted hilefeofficers to do business such as logging
through which they reaped handsome profits. Subsequerdlyy tmecame the upper class in the coun-
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Owing to the unique composition of the support base of njlitagimes, it is dif-
ficult to make a clear theoretical prediction about theifgmences with regard to out-
ward capital mobility. Although their ruling coalition tda to be small, the coalition
members, namely professional soldiers, are generallyergtwell paid. It is possible
that their salary is sufficient to enable them to invest atbr&ut another possibility is
that their salary is so meager that they never contemplatetiance of moving their
assets abroad. My conjecture is that the latter case is nooiestent with reality be-
cause military regimes can only be found in developing coemaind the middle class
of developing countries seem unlikely to be rich enough t&ersubstantial foreign
investment.

With both the dependent and variable of interest specifietinl now state the

hypotheses to be tested.

Hypothesis 1. Restrictions on outward capital mobility should be fewepeérsonal-

istic regimes or monarchies than in democracies and sipglety dictatorships.

Hypothesis 2. Restrictions on inward capital mobility does not vary systally

across regime types.

Control Variables

In order to test these hypotheses, other factors that d#éeets of controls on cap-
ital must be accounted for. The control variables includggtd GDP per capital,
logged population, landlockedness, lagged growth rag dependence, dummies for

decades, and dummies for geographical regions.

try. Cases like this, however, are normally not coded by @sdis military regimes, for they have
characteristics of more than one regime type.
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Estimation Strategy

The estimation strategy is ordinary least squares (OLS) panel-corrected standard
errors (PCSE’s), recommended by Beck and Katz (1995). Iregiiess the dependent
variables, thele jurecapital controls on inflows and outflows respectively, onlitoa
size as proxied by regime types and a set of control variables dependent variables
are official rules controlling capital inflows and outflowshish may change overtime,
though slowly. This may induce an autocorrelation in th@reterms and result in
biased OLS estimates. To check if autocorrelation existserdependent variables, |
use the Woodridge test for autocorrelation in panel dataclwshows that first-order
serial correlation does exist. | correct the problem by gisin autoregressive model

(AR1) in the OLS with PCSE.

Results

Table 1 shows the regression results. Two features stand out., Fagime type is
a significant determinant of capital policy only in the caseapital outflow policy.
None of the regime dummies achieves statistical signifieaaven at 10 per cent in
the models (model (3) and (4)) of inflows. This result suppdiypothesi? that
political leaders generally welcome capital inflows redgsd of the size of coalition
that supports them, as incoming capital contributes tangtheening the probability of
survival of the leaders. Hence, we do not observe any sysiewaiation in the level
of controls on incoming capital that is associated with megtype.

The second striking feature is that all other regime type®han average, fewer
restrictions on capital outflows than do military regimé teft out regime category.
For example in model (1) and (2), all regime dummies have atinagcoefficient,

and all are statistically significant. This result seemsgieea with my conjecture that
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military supporters generally have no sufficient wealthnigest abroad and hence, do
not demand high outward capital mobility. What is strikisghat military regimes are
more repressive of outward capital movements not only inciee of other regimes
with comparable coalition size, but also in the case of regimith greater coalition
size.

The results also support Hypothes$igConsider first regimes with larger coalitions
— that is, single-party dictatorships and democracies. s&hegimes prefer 0.16
fewer restrictions than military regimes. On a 0-1 scaléhefdependent variable, this
difference should not be ignored. Regimes with smalleritoat — personalistic and
monarchies — prefer even fewer restrictions).28 less than the military dictatorships’
on average. This quantity covers almost one third of theiplessange of the depen-
dent variable and thus constitutes a substantively sigmfidifference. Taking these
results together, we see a clear picture: controls on dapitdows increase with the
size of supporting coalitions, except in military regimes.

One might argue that what model (1) and (2) are showing iisdlg the differ-
ence between each of these regimes and the reference réggmdlitary dictatorship,
and thus the models do not necessarily test the differentfeedixed effects between
small and large coalitions. To test Hypothesimore rigorously, | combine person-
alistic regimes and monarchies as small coalitions, andasignthe regime dummies
for single-party autocracies and democracies as largéionalegimes. Then, | re-run
model (2) using these new variables instead of the originadrdies, while keeping the
military dummy as the reference group. Finally, | performiffedence of means test
with respect to the coefficients sMALL andLARGE. The effect of small coalitions
is different from that of large coalitions with statisticagjnificance at 10 per cent (see
Table2, row 1).

Similarly, | perform the same difference of means test fodei¢4). As can be seen
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in Table2 row 2, for capital inflows, there is no significant differerimetween regimes
with small coalitions and those with large ones. Hypoth2sssagain confirmed.

It is important to note that, according to the results, mohis maintain the least
restrictions on capital outflows, which runs counter to otheorists’ predictions. For
example, Boix (2003) argues that many monarchies in the MiBdst have lasted a
long time because the capital mobility of these oil-rich mivies is low. Yet, as is
evident in Tablel, moncarchical regimes have the freest capital mobilityeast in
terms of outflows.

Nevertheless, one may argue that the capital mobility asuored in these regres-
sions is different from the capital mobility as defined in girevious theories, which
are concerned primarily about natural resources. Natesdurces may well be a
lurking variable influencing both monarchies and rules algapital mobility. On one
hand, the natural endowments may lengthen the life expegtrmonarchies. On the
other, fuel exports make a country rich and rich countriesr&be higher capital mobil-
ity. Hence, the relationship between monarchy and capitddility may be spurious.

As can be seen in model (2), however, controlling for deprod®n fuel exports
does not change the effect of coalition size on capital obstHence, there is no evi-
dence that the relationship between monarchies and vergratedcontrols on capital
outflows is spurious.

Now consider the effects of the other control variables himdutflow regressions
(model (1) and (2)), besidesdc GDP PER CAPITA none of the control variables is
statistically significant. The negative coefficient cb& GDP PER CAPITAINdicates
that richer countries tend to have fewer restrictions ontahputflows. It is possible
that governments of richer countries have less fear of akifight.

In the inflows regressions, the only variables that arestieaily significant are

Loc GDPPER cAPITAand LOG POPULATION. For the former effect, richer countries
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have more tolerance of capital inflows than poor countriesugh it is possible that
fewer restrictions on capital inflows make countries richheTexisting models are
unable tease out the causal directions. The positive cieftitor LOG POPULATION

is consistent with the argument that countries with a ladgenestic market tend to be

more self-sufficient and hence less friendly to inward cdpliows.

Discussion

This paper challenges the existing theory about the eff#fotapital mobility on de-
mocratization by arguing that political leaders do not vpaissively to see their polit-
ical career be influenced by capital mobility. Rather, thetyaly use capital restric-
tions to maximize their chance of political survival.

The contribution of the paper is twofold. First, it challesghe existing theory of
capital mobility and democratization by arguing that thagpital mobility essentially
consists of two different processes: mobility with regarddpital inflows and mobility
with regard to capital outflows. The two processes haveréiffeeffects on political
stability and hence, we should expect to see political lesatlave different attitudes
toward them.

The second contribution of this paper is that it shows howtipal leaders react to
the two processes differently. For outflows, leaders gdigeta not like outflows, as
outflows can destablize the economy or even the leadergigablsurvival. There is,
however, a limit to which leaders can set capital restidibecause the ruling elite,
whose support is crucial to the leaders’ survival, may deinamen they have suffi-
cient funds to invest abroad, greater outward capital ntgkak an insurance policy
against domestic economic and political risks. For thisoeapolitical leaders need

to calculate the considerations of their supporters whmgeestrictions on outward
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capita mobility. Their calculation is reflected by the sizeh® political regimes.

As for inward capital restrictions, since there exists noflicting interest between
political leaders and ruling elites (both want to have mapital inflows) we should
not expect to see any systematic difference across regaee si

| construct different measures for capital mobility to test arguments, which are
supported by the data.

In fact, the empirical evidence not only supports my argusielut also shows
some interesting patterns. First, democracy is assocwitedower outward capital
mobility. Second, oil-producing monarchies tend to pegraater outward capital mo-
bility than other types of regime, as opposed to the prezhadif the existing theories
which argue that oil-producing countries are associatél w capital mobility. The
result is not surprising. Although oil is immobile, the ptsfgenerated from selling oil
are.

This finding is not to say that capital mobility has no effestdemocratization or
regime transitions in general. Yet, it does point out thdtemwwe study the effects of
capital mobility on regime transitions, we cannot simplgwase that capital mobility
is exogenous. There are indeed many regimes, for examplkeabgle’s Republic of
China, which manipulate capital mobility policy to maxiraitheir chance of political

survival.
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Appendix: Robustness Check

The regressions shown in the main text deguremeasures of capital controls as the
dependent variables. Though these measures more acguedliett the preferences of
different governments, they are available for a relativggrt time span (nine years).
Whether the results hold up for a longer time period remaimsiawn. To check the
robustness of the previous results, | re-run the regressisimg actual capital inflows
and outflows as the dependent variables. The actual capie 8erve as a proxy for
de juremeasures of capital controls. Though not perfectly coteelghe actual capital
flows more or less reflect the official restrictions on capitaements.

There are many different kinds of capital. Here | use foreadgect investment
(FDI) and portfolio investment, for which data are avai@ablom as far back as the
1950s33

The sheer volume of capital flows across borders may not kawparable effects
due to differences in the size of different economies. Thaosymalized FDI and port-
folio investment as a proportion of country GDP. It is notetlg that the distributions
of these variables are highly skewed: some countries at#rdat of foreign direct
investment, while others receive virtually none. The skesgnof the dependent vari-
able may impair statistical inference. Hence, | logged eéhgsantities to correct for

their skewnes$?* Since these are measures of investment volume, high valdesite

33The distinction between FDI and portfolio investment i fial investors intend to establish a last-
ing controls over the management of the companies in whighithvest, while portfolio investors have
no such intention. FDI investors expect to remain investeddasonably long time periods, whereas
portfolio investment can be very volatile. Empiricallyy ftatistical convenience, FDI is defined as any
investment that holds at least ten per cent of the ownerdtagompany.

34Note that data with negative values will be dropped afteging. But this should not concern
us because the reason for negative FDI outflows is that ddoriesestors repatriate enough profits
from previous investment abroad to outweigh capital serdadh Since we are primarily interested in
whether governments allow capital to flow out of the countigt how much capital is being repatri-
ated back, we should focus on the positive values. That saiel, may still argue that the volume of
capital repatriation can be affected by government pdick®r instance, a political leader might order
the business elite to repatriate money from abroad. Thisnaegit rests on two assumptions, however.
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fewer restrictions, in contrast to the interpretation & de jurecapital controls.

Table 3 shows that the same results carry over into this larger sanfalst, we
observe no systematic difference with respect to inflowsif &ross regime types.
This suggests that government leaders generally welcomegyfodirect investment,
regardless of the size of the coalition that supports tBeBifferent kinds of regimes,
however, demonstrate different levels of tolerance foestment abroad in the form
of FDI. Regimes with smaller coalitions, personalistictdiorships and monarchies,
permit greater capital outflows, whereas regimes suppbstéatrger coalitions, single-
party autocracies and democracies, are less tolerant wfaoditcapital flows. All
regime types, except democracies, are statistically fstgnt. These regime coeffi-
cients are also of considerable substantive importanceintance, consider monar-
chies. Direct investment flowing from monarchies to otharrgdes is almost seven
times larger than the average level of direct investmenbabifor the sample as a
whole (the average is 0.11). In other words, contrary to Baxpectations, oil pro-
ducing monarchies in fact have unusually high outward eapibbility.

As in the previous section, | performed a difference of maagsbetween regimes
supported by small coalitions and those supported by langs.oTable2, rows 3 and
4, shows that the difference between these two groups istatally significant at 10
per cent for outflows of FDI, but not inflows.

Table 4 displays some factors affecting portfolio investment flov$ere again,
there is no systematic difference in the tolerance of inogportfolio investment

across regime types. For outgoing portfolio investmentanchies are the most per-

First, it assumes that the business elite necessarily dlegydiitical leader, which would contradict our
understanding of the effect of capital mobility on elite wvi.e. when the elite owns mobile assets,
they would become more independent from government). Toenseassumption is that capital repa-
triation is systemically influenced by domestic politicahsiderations. Both assumptions are unlikely
to be true.

391t may also suggest that investors care little about the tfpegime in power in the countries they
investin.

34



missive regime type. Single-party regimes and democrawigls their larger support
coalitions, seem to impose more restrictions on portfalieestment outflows. All

three dummies are statistically significant. There is neafbf personalistic regimes
on outward portfolio investment.

A difference of means test indicates that there is no sigmfidifference between
small- and large-coalition regimes when it comes to eithdward portfolio invest-
ment or inward flows of portfolio investment (see TaBlerows 5 and 6). The lack
of statistically significant differences for outflows of fpfotio investment may be due
to the fact that people who live under personalistic dictdips engage very little in
portfolio investment. Although | do not have a systematiplaration for this em-
pirical irregularity, my conjecture is that since portfminvestment did not become
prominent in international finance until the seventies, riglatively short period of
observation may render the data on portfolio investmestdesclusive.

As is shown in both Tabl& and4, military regimes are the least permissive with
regard to capital outflows. This is in accord with the resalitained from the regres-

sions run withde jurecapital control measures.
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Figure 1: Four Hypothetical Scenarios of Income Distribnti

Scenario 1 Scenario 2

Population

Low < Income > High

Scenario 3 Scenario 4

Note: The shaded regions represent the income bracketsi¢d e ruling elite belong. Red lines
denote the cut pointy, dividing those who can invest abroad from those who camwoite dashed
lines denote the income levels of the median member (i.erefiesentative member) of the ruling
coalition and of the residents, respectively.
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Figure 2: Hypothetical Locations of the Ruling Elite in Imae Distribution in Differ-
ent Regimes.

Single—Party Democracies

Population

Low < Income Level > High

Personalistic & Monarchies Military

Note: The shaded regions approximates the income brackéititthh members of the ruling coalition
belong in different regimes. Note, however, that the coswenay not be true; that is, people who
belong to the shaded region may not necessarily be a membiee afiling elite. These graphs are
intended to capture the conceptual distinctions of difieregimes.
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Table 1: The Effects of Regime Types on De Jure Capital Ctntro

Controls on Capital Outflows Controls on Capital Inflows

1) (2) 3) 4)
Regime Dummies
Personalistic -0.27%** -0.27%** -0.02 -0.03
(0.06) (0.06) (0.09) (0.09)
Monarchy -0.30*** -0.30*** 0.09 0.08
(0.08) (0.08) (0.10) (0.10)
Single-Party -0.17** -0.17** 0.16 0.16
(0.07) (0.07) (0.10) (0.10)
Democracy -0.16** -0.16** 0.07 0.07
(0.07) (0.07) (0.10) (0.10)
Controls
Landlocked -0.02 -0.02 -0.00 -0.00
(scale=0 - 1 dummy) (0.06) (0.06) (0.04) (0.04)
Log GDP per capita -0.10* -0.10* -0.12** -0.12%**
(mean=3.74, s.d.=0.71, (0.05) (0.05) (0.03) (0.03)
range=1.95-6.11)
Log Population 0.03 0.03 0.05*** 0.05***
(mean=3.97, s.d.=0.75, (0.03) (0.03) (0.01) (0.01)
range=1.95-6.11)
Lagged Growth Rate 0.00 0.00 0.00 -0.00
(mean=2.38, s.d.=6.98, (0.00) (0.00) (0.00) (0.00)
range=-45.7-77.65)
Fuel Dependence -0.00 -0.02
(scale=0-1 dummy) (0.02) (0.02)
Constant 1.00%*** 1.00*** 0.85*** 0.86***
(0.27) (0.27) (0.18) (0.18)
R 0.35 0.35 0.37 0.37
Number of Observations 1127 1127 1127 1127
p 0.85 0.85 0.76 0.76

Note: Dependent variables are de jure controls on capitéloats and inflows respectively. Controls on
outflows: mean=0.51, s.d.=0.37, range=0-1; Controls oowsl mean=0.50, s.d.=0.29, range=0-1, the
higher the more controls. Panel corrected standard emreiia @aranthesis. Regional and decade dummies
are not reported. Fuel dependence is coded "1" if a courfiiglsexports as a share of GDP exceed 50.
Autoregressive model AR1 is used, with pairwise selectidilitary regimes serve as the base group.
*p<0.1, **p<0.5, ***p<0.01.
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Table 2: Difference of Means Test

z P>z
Capital Outflows, de jure -1.41  0.08
Capital Inflows, de jure -0.64 0.26
Log FDI Outflows 1.51 0.07
Log FDI Inflows -0.84  0.20
Log Portfolio Investment Outflows -0.31 0.38
Log Portfolio Investment Inflows 0.53 0.30

*one-tailed p-value is reported.
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Table 3: The Effects of Regime Types on De Facto Capital @s)tFDI

Log FDI Outflows

Log FDI Inflows

) 2 3) 4)
Regime Dummies
Personalistic 0.40** 0.40** -0.04 -0.04
(0.19) (0.19) (0.09) (0.09)
Monarchy 0.67***  0.66*** -0.01 -0.01
(0.19) (0.19) (0.15) (0.15)
Single-Party 0.29* 0.29* 0.10 0.10
(0.18) (0.18) (0.09) (0.09)
Democracy 0.15 0.16 0.03 0.03
(0.13) (0.13) (0.07) (0.07)
Controls
Landlocked -0.22* -0.22* -0.03 -0.03
(scale=0 - 1 dummy) (0.12) (0.12) (0.06) (0.06)
Log GDP per capita 1.42%*  1.41*** 0.27*** 0.27***
(mean=3.60, s.d.=0.50, range=2.52-4.93) (0.12) (0.12) (0.03) (0.10)
Log Population -0.00 -0.00  -0.26*** -0.26***
(mean=3.91, s.d.=0.71, range=1.95-6.11) (0.04) (0.04) (0.03) (0.03)
Lagged Growth Rate 0.00 0.00 -0.00 -0.00
(mean=2.03, s.d.=6.96, range=-63.32-(0.00) (0.00) (0.00) (0.00)
151.06)
Fuel Dependence 0.04 -0.00
(scale=0-1 dummy) (0.11) (0.06)
Constant -7.08***  -7.07***  -0.27 -0.27
(0.62) (0.62) (0.37) (0.38)
R 0.35 0.35 0.10 0.10
Number of Observations 1580 1580 2624 2624
p 0.68 0.68 0.67 0.67

Note: Dependent variables are log FDI outflows and log FDbimfl respectively, which serve as proxies for
de facto capital controls. Log FDI outflows: mean=0.11,1d2, range=-3.84 - 2.50; Log FDI inflows:
mean=0.59, s.d.=0.73, range=-2.83 - 2.57, the higher therfeontrols. Panel corrected standard errors are
in paranthesis. Regional and decade dummies are not rdpbttel dependence is coded "1." if a country’s
fuel exports as a share of GDP exceed 50 %. Autoregressivelm&l is used, with pairwise selection.
Military regimes serve as the base group. *p<0.1, **p<08pk0.01.
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Table 4: The Effects of Regime Types on De Facto Capital @ts)tPortfolio Invest-
ment

Log PI Outflows Log PI Inflows
@) 2) 3) 4)

Regime Dummies

Personalistic 0.32 0.31 -0.07 -0.07
(0.24) (0.24) (0.24) (0.24)
Monarchy 0.81** 0.80** -0.38 -0.36
(0.34) (0.34) (0.30) (0.31)
Single-Party 0.50**  0.50** 0.09 0.09
(0.23) (0.123) (0.19) (0.19)
Democracy 054** 0.54** 0.28 0.28
(0.22) (0.22) (0.20 (0.20)
Controls
Landlocked 0.12 0.12 0.02 0.02
(scale=0 - 1 dummy) (0.12) (0.12) (0.13) (0.13)
Log GDP per capita 1.42%*  1.42%**  1.27** 1.27**
(mean=3.60, s.d.=0.50, range=2.52-4.93) (0.14) (0.14) (0.18) (0.18)
Log Population -0.05 -0.05 -0.04 -0.03
(mean=3.91, s.d.=0.71, range=1.95-6.11) (0.05) (0.05) (0.05) (0.05)
Lagged Growth Rate -0.00 -0.01 -0.00 -0.00

(mean=2.03, s.d.=6.96, range=-63.32-(0.00) (0.00) (0.00) (0.00)
151.06)

Fuel Dependence 0.05 -0.04
(scale=0-1 dummy) (0.112) (0.15)
Constant -8.00*** -7.98*** .5 3%k G 34x**

(0.67) (0.68) (0.76) (0.76)
R? 0.38 0.38 0.34 0.34
Number of Observations 1252 1252 1345 1345
p 0.59 0.59 0.49 0.49

Note: Dependent variables are log portfolio investmenflows and log portfolio investment inflows
respectively, which serve as proxies for de facto capitaltrads. Log portfolio investment outflows:
mean=0.28, s.d.=1.14, range=-3.94 - 3.16; Log portfolfegtment inflows: mean=0.51, s.d.=1.00, range=-
3.34 - 3.12, the higher the fewer controls. Panel corredeattiard errors are in paranthesis. Regional and
decade dummies are not reported. Fuel dependence is codéfdd' tountry’s fuel exports as a share of
GDP exceed 50 %. Autoregressive model AR1 is used, with fséraelection. Military regimes serve as
the base group. *p<0.1, **p<0.5, ***p<0.01.
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