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PROFITING FROM SANCTIONS: 

ECONOMIC COERCION AND U.S. FOREIGN DIRECT INVESTMENT 

IN THIRD-PARTY STATES 

 

Colin M. Barry 

Katja B. Kleinberg 

 

Scholarship on the determinants of FDI flows has produced valuable insights into the role of host 

state characteristics and home-host relations. This study draws attention to another factor in 

investment decisions—the political and economic relations that home and host states maintain 

with third-party states. More narrowly, we focus on how investors respond to their home-state’s 

imposition of economic sanctions against a trading partner. Greater economic integration has 

allowed states to use economic sanctions more frequently in recent decades. At the same time, 

economic sanctions are thought to have a distorting effect on global trade and financial flows as 

firms and governments adjust to new constraints. We argue that as firms at home in the 

sanctioning state respond to coercive measures against a trading partner by looking for 

alternative sources of profit, they will shift investments to states that can provide indirect access 

to the sanctioned economy. In particular, we argue that those states that are perceived as 

prospective 'sanctions-busters'—major trading partners of the sanctions target or states with a 

history of sanctions-busting behavior—will benefit disproportionately from the misfortune of 

others. We test this conjecture using data on U.S. economic sanctions and global flows of U.S. 

FDI from 1966-2000. The findings reveal that investor decision-making in part responds to 

political developments beyond the home-host dyad. 



Introduction 

Following the death of anti-Apartheid activist Steve Biko in 1977, the U.S. government began to 

impose economic sanctions on South Africa. These measures, designed to express official U.S. 

disapproval of Apartheid, included a ban on technology exports to South Africa’s police and 

military. While the sanctions had widespread popular backing, support for them was weaker 

among U.S. firms with business interests in South Africa. As early as 1978, the U.S. embassy in 

Pretoria was forced to inform the State Department that, “multinationals, including U.S. 

subsidiaries, are determined to undercut any sanctions action and have already made plans to 

camouflage their operations through subterfuges arranged with affiliates in other countries.”1 

Among the firms ready to undermine official U.S. foreign policy in this way were many 

household names, including American technology giants Burroughs and IBM. Examples of such 

evasive activities abound.2  

A growing body of research investigates why firms engage in foreign direct investment 

and which characteristics make a state attractive to investors. In response to the second question, 

scholars have largely focused narrowly on the domestic political institutions and policies of 

potential host states, such as regime type3, participation in trade and investment agreements4, 

                                                           
1 Quoted in Lindell 1986, 34. 

2 See Amuzegar 1997 on efforts of Western companies to evade U.S. sanctions against Iran. Rodman 2001 and 

Askari et al. 2003 provide additional examples in the context of U.S. economic sanctions.  

3 E.g., O’Donnell 1978; Oneal 1994; Li and Resnick 2003; Jensen 2006; 2008; Li 2006. 

4 E.g., Neumayer and Spess 2005; Büthe and Milner 2008. 



welfare and taxation5, conflict6, and respect for human rights.7 More recently, scholars have 

begun to consider the dyadic context, evaluating how FDI responds to political relations between 

home- and host states. Conflict and cooperation, military alliances and ethnic diasporas have all 

been found to shape bilateral investment flows in significant ways.8 While these factors are 

important, they miss considerations that arise from the broader economic and political 

environment in which countries and firms interact. This study moves beyond characteristics of 

the host-country and direct home-host relations to examine the extent to which investor decisions 

are responsive to states’ position in the global economy and their relations with third-party states. 

Building on recent work on sanctions-busting trade9 and the impact of sanctions on FDI 

flows10, this study investigates how firms adapt to the imposition of sanctions against a trading 

partner. In the case of South Africa, when IBM or Burroughs sought a means to skirt U.S. 

sanctions, they were responding to a politically imposed change in the world economy and the 

new opportunities and challenges generated by that change. And when the solution adopted by 

these companies was to reroute commerce through foreign subsidiaries in third-party countries, 

the resulting capital flows did not merely reflect a response to the domestic political conditions 

in these countries. The shift in inward FDI that these countries experienced also reflected an 

                                                           
5 Noorbakhsh, Paloni and Yousseff 2001; Jensen 2006; Jensen et al. 2012; Biglaiser and DeRouen 2006. 

6 Nigh 1985; Biglaiser and DeRouen 2007; Jensen and Young 2008; Bussmann 2010. 

7 Blanton and Blanton 2007; 2009; Barry, Clay and Flynn 2013. 

8 Polachek, Seiglie and Xiang 2007; Li and Vashchilko 2010; Leblang 2010; Biglaiser and Lektzian 2011. 

9 Morgan and Bapat 2003; Early 2009 and 2011. 

10 Biglaiser and Lektzian 2011; Lektzian and Biglaiser 2013. 



assessment of their changed position in the global economy and the value of their relationship 

with South Africa.  

Our broader argument is that firms investing abroad take into account the host-country’s 

relations with third-party states when deciding how to allocate their resources. The presence of 

economic sanctions is one facet of these third-party relations. We focus on sanctions for two 

reasons. First, economic sanctions, the threat or imposition of restrictions on international trade 

and investment to compel political concessions, are a perennial feature of international politics. 

Governments regularly resort to economic coercion as a first (and often only) step in resolving 

international conflicts of interest. The ubiquity of sanctions has led prominent scholars to label 

the 1990s “the sanctions decade”11 and their use has become, if anything, more frequent in the 

following years. Second, recent studies suggest that economic sanctions have a significant 

distorting effect on the structure of global trade and investment, not least due to the adjustments 

they force upon firms and individuals engaged in international commerce.12 As global economic 

ties expand and multiply, there is reason to believe that restrictions on any one actor in the global 

economy will affect the flows of goods, services and capital not only between the sender state 

and the target, but also between each of these states and third-party states, as well as between 

third-party states.  

By restricting commercial activity between the sender state and the target state, economic 

sanctions create constraints as well as opportunities for firms. Sanctions increase the risks 

associated with commercial relations with the target state, making some traders and investors 

                                                           
11 Cortright and Lopez 2000. 

12 Caruso 2003; van Bergeijk 1995; 2009; Hufbauer et al. 1997; Early 2009; Biglaiser and Lektzian 2011; Lektzian 

and Biglaiser 2013. 



reluctant to do business there. Others, however, may perceive the slack that sanctions create in 

the target’s economic relations as an opportunity to engage. Put another way, sanctions can 

create incentives for firms and governments to shift economic activity in ways that allows them 

to take advantage of the sanctioned state’s misfortune.13 We hypothesize that in response to 

sanctions imposition against a trading partner, sender state firms will shift investments 

disproportionately to those third-party states that either have a record of engaging in sanctions-

busting activity against the sender state or are likely to become sanctions-busters in the future. 

We test these propositions using data on U.S. economic sanctions and U.S. FDI outflows 

between 1966 and 2000. The results suggest that states which maintain strong economic ties with 

targets of U.S. sanctions see significantly greater inflows of direct investment by U.S.-based 

firms than other states, ceteris paribus. 

These findings have several implications that will be of interest to scholars of both FDI 

and economic coercion. First, our results suggest that multinational firms indeed consider not 

only host country characteristics but also their ties with other states in the international system 

when deciding where to invest. Moreover, the evidence presented here suggests that firms 

respond to particular rent-seeking opportunities--an idea that was widely discussed in earlier 

scholarship14 but that has become increasingly disregarded in light of mounting evidence that 

firms are wary of partnering with dictators and tyrants.15 This study points to another type of 

rent-seeking opportunity that firms can take advantage of, arising from a host country’s 

bargaining position vis-à-vis its other trading partners. Second, our findings suggest more 

                                                           
13 Early 2009. 

14 E.g., O’Donnell 1978; Evans 1979; Oneal 1994. 

15 Jensen 2006; Jakobson and de Soysa 2006; Busse and Hefeker 2007. 



broadly that investor decision-making is based on a view of the global economy that is more 

complex than much of the empirical literature assumes. This view recognizes that home and host 

countries of FDI are embedded in networks in which political developments can encourage firms 

to seek indirect access to third-country markets.   

Finally, while greater global integration has increased opportunities to use economics as 

political leverage, it has simultaneously made it more difficult for governments to use economic 

coercion effectively. Not only can those targeted with sanctions rely on their better and more 

numerous alternative trading partners to offset economic losses16, but globalization has also 

empowered sender-state firms who do not share their government's priorities to circumvent 

sanctions and continue engagement with the target country. Direct investment in states that 

maintain trade relations with the target of sanctions can go a long way in undermining the 

intended coercive effect of depriving the targeted economy of goods and income. 

 The rest of the article proceeds as follows. In the next section, we outline our theoretical 

argument about the economic incentives that sanctions create for sender-state investors, and 

derive hypotheses about how private U.S. investment flows respond to U.S. government 

sanctions against trading partners. We then introduce the research design, with a particular focus 

on alternative measures of our main predictors. The final section discusses the empirical results 

and their implications for our understanding of FDI, economic coercion, and the broader effects 

of sanctions on the structure of the global economy.  

 

Economic Sanctions as a Factor in Investment Decisions: Access and Rents 

                                                           
16 Early 2011; Lektzian and Biglaiser 2013. For a classic theoretical discussion of this dynamic, see Hirschman 

1945. 



In their most common form, sanctions involve the government of a 'sender' state imposing (or 

threatening to impose) restrictions on commercial relations with another state unless that 'target' 

acquiesces to the sender's demands. The basic logic of economic coercion is that commercial 

restrictions, such tariffs or outright blockades, will impose sufficiently high costs on the target to 

make political concessions to the sender an appealing alternative. Interesting for our purposes is 

that sanctions also impose costs on the sender, specifically on firms that conduct business in the 

target state. These costs include the loss of income from reduced exports of goods and services to 

the target, reduced imports from the target and the need to obtain substitutes of comparable 

quality, and adjustment costs associated with obtaining new markets and suppliers. Sender firms 

may also lose their competitive advantage in the target if companies from third countries 

"backfill" the voids left by sender-state firms.17 Additional costs arise if sender firms acquire a 

reputation for being unreliable business partners, making it more difficult to renew current 

commercial ties or build new ones.18 Moreover, revenue losses and the damage to business 

relationships are bound to outlast the sanctions themselves.19   

Despite these costs, existing studies on the dynamics of economic sanctions often 

implicitly assume that sender state firms will comply with their government's policies. These 

studies rarely ask which alternative opportunities these firms may pursue to make up for the 

slack created by sanctions. Our theoretical argument starts with the notion that when sanctions 

cut off one profitable economic relationship, because sender state firms are obligated to stop 

trading directly with the target state or withdraw its investments from the target, these firms are 

                                                           
17 Lektzian and Biglaiser 2013. 

18 Lindell 1986, 33; Farmer 2000, 97-9.  

19 Hufbauer et al. 1997.  



likely to look for alternatives. The options available to them fall into two broad categories: Shift 

away from engagement with the targeted state toward other trading partners and investment 

opportunities or continue relations with sanctions target in some form that generates profits. 

While a sizeable literature has sought to identify firms’ decision-making related to foreign direct 

investment20, few have considered the extent to which distortions caused by economic sanctions 

against one state can make another economy attractive to potential investors. We argue that 

sender state firms have incentives to consider, alongside other factors, the extent to which a 

potential investment location offers access to the original sanctions target and higher returns due 

to rents produced by the sanctions.  

For some firms that are trading with target states prior to sanctions imposition, the costs 

associated with complete disengagement from a target state may justify the risk of getting caught 

doing direct business with the enemy, especially if profits are large and the risk and the 

associated penalties are low.21 Others may choose more indirect means of staying in business 

with the target state, such as rerouting goods and capital through third-party states. For these 

firms, third-party states that can provide extensive and reliable access to the target state’s market 

and resources may present particularly attractive alternatives to direct engagement with the 

sanctioned economy.  

Economic sanctions can generate economic opportunities that may entice even firms that 

were not originally engaged with the target. Restrictions imposed on lawful trade with a target 

economy can generate significant rents for firms willing to continue commercial relations in the 

face of sanctions. When the target economy is forced to find replacements for the sender’s 

                                                           
20 E.g., Henisz 2002; Li and Resnick 2003; Jensen 2003, 2006, 2008; Biglaiser and DeRouen 2006.  

21 Morgan and Bapat 2003. 



supplies and customers, firms in third-party states--including subsidiaries of firms at home in the 

state imposing the sanctions--may be able to expand their business with the target state. 

Moreover, they may be able to charge a premium for imports demanded by the target state or 

discounts for goods exported by the target.22 As a result, economic sanctions against the target 

may generate economic opportunities that can provide profits above and beyond those generated 

by commerce in absence of sanctions. These rents can make a third-party state with ties to the 

target economy an attractive destination for foreign firms, including those from sender states.  

Thus far, the argument only suggests that sender firms have incentives to engage in 

indirect commercial relations with the sanctioned state.  We argue, specifically, that sender firms 

have incentives to pursue these indirect relations through foreign direct investment. The reasons 

for this stem directly from the logic of FDI. Firms commonly pursue internationalization to gain 

access to resources and markets beyond their home country’s borders. They do this through the 

establishment of subsidiaries, over which they retain control, rather than through market 

transactions with other firms in order to protect intangible assets, such as production methods 

and management techniques.23 They also choose to act through subsidiaries in order to reduce 

the uncertainty and transaction costs associated with normal market exchange with unaffiliated 

firms. 24 From the perspective of sender firms, pursuing trade with sanctioned states through their 

own subsidiaries in foreign countries has important advantages. In principle, a sender-state firm 

                                                           
22 Kaempfer and Lowenberg 1999. On the long-term effects of rents created by sanctions, see also Andreas 2005. 

23 See Dunning 1981 for an application of transactions costs theory to the multinational firm; see also Dunning, 

Kogut and Blomstrom 1990 for a general review of the economics literature on the rationale for the existence of the 

multinational corporation. 

24 Coase 1937; Alchian and Demsetz 1972. 



could reroute its trade through third countries, buying goods that originate in the target state in 

third-country markets or exporting goods intended for the target economy to third countries 

where they will be re-exported. This, however, requires the firm to do its business with the target 

state at arm's length, and through intermediaries who have their own interests to look after. 

Indeed, just as there are incentives to exploit the target state’s economic misfortunes, so too is 

there an incentive to exploit sender-state firms eager to maintain business ties with the target. 

Engaging the target state through its own subsidiaries rather than through local firms in the third-

party state allows firms to cut out the middle-man, and enables them to capture a larger share of 

the rents that sanctions generate.  

Given the advantages of acting through local subsidiaries, the question arises why sender-

firms would increase investments in third-party states rather than in the sanctioned state directly. 

Historically, foreign direct investment was often used to "jump" tariff barriers. When tariffs 

imposed by protectionist governments made it difficult for foreign imports to compete, foreign 

firms could sidestep these obstacles by moving production directly into the protectionist 

country.25 While this option may be available to sender-firms, there are reasons for investors to 

be wary of choosing this path.26 The imposition of even limited economic sanctions could be a 

sign of deteriorating political relations between the sender and target governments and may 

portend further restrictions on sender firms' economic activity in target economy.27 At the 

extreme, sanctions may raise the risk of nationalization of sender firms' assets by the target 

government. Being seen as retaining direct economic ties with the target may also be risky for 

                                                           
25 Maxfield and Nolt 1990; Cox 1994; Nunnenkamp 2002. 

26 Biglaiser and Lektzian 2011. 

27 Li and Vashchilko 2010. 



sender state firms' reputation and profits in other ways. For example, sender governments can 

engage in blacklisting of firms with questionable business contacts for government contracts. 

Consumers may become aware of a firm's business activities in a sanctioned state and push to 

punish the firm via consumer boycotts or disinvestment campaigns.28 Engagement with the 

sanctioned state through investment in third-party states can spare sender-firms some of the risks 

associated with direct investment in the target state, as it puts the firm's assets beyond the reach 

of the target government. It also potentially obscures relationships between sender-state and 

target-state firms in ways that may allow their commercial transactions to escape public and 

governmental scrutiny. 

The ability to provide access to the resources and market of a sanctioned state and 

presence of potential rents generated by the changed economic position of the sanctioned state 

are not the only, or even the most important, characteristic of a potential location for investment. 

We argue merely that a state’s ability to take advantage of distortions created by sanctions 

against another state is a consideration that can make that state attractive to investors, including 

those from the state that imposed the sanctions. How would investors identify these 

opportunities? We argue that investors are likely to look to current or potential ‘sanctions-

busters’. These are states that currently trade with the target and are likely to continue doing so in 

the future and may even increase their trade in the face of sanctions. These states are attractive 

because, from the investor’s perspective, they carry lower risk of joining the sanctions effort. If 

the state did so, or if there is a significant probability that it will down the road, the benefits of 

market access and rents may be less likely to be realized, or firms will have to move on too soon 

to make investment there profitable. 

                                                           
28 Rodman 2001, 199ff. 



It can be difficult for firms to gauge ex ante whether or not a host government will 

actually commit to preserving favorable policies over the long-term.29 The evidence has 

generally shown that, to minimize this uncertainty, investors look to indicators of rulers’ 

credibility, including historical reputation.30 In the context of economic sanctions, we argue that 

firms may look to those states that have actively disregarded sanctions efforts, and that have even 

gone so far as to increase trade with targeted states. The governments of these states have chosen 

either for economic or political reasons to tie their economic welfare to a policy premised on 

undercutting sanctions imposed by the sender state on their trading partners. Whether they are 

pursuing an explicit policy of sanctions-busting or whether they are simply tolerating local firms’ 

exploitation of business opportunities with a sanctions target, these states would appear to be 

likely to continue to provide a safe haven for investment directed at business with the target. This 

activity is easily observable for investors and should send a clear signal to firms, including those 

from the sender state, that their continued business with the target state would be well preserved, 

even further encouraged, if they relocated accordingly. We hypothesize that: 

 

H1: In response to sanctions imposition, sender-state firms increase FDI disproportionately in 

host states that have a record of sanctions-busting against the sender state. 

 

Relying on a state’s record to predict future policy is intuitive but also problematic. A 

third-party state that is not currently engaged in sanctions-busting may nevertheless do so if the 

opportunity (or the need) arises. In these cases, investors may consider the factors that make a 

                                                           
29 Vernon 1971. 

30 Tomz 2007. 



state likely to become a sanctions-buster. Recent research has sought to identify these factors. 

Early finds that economic rather than security interests appear to drive decisions to pursue 

sanctions-busting policies.31 In particular, current trading partners of the target state are in a 

privileged position as firms in target state may find it less costly to expand their relations with 

existing partners than to find new ones. Among these trading partners, Early finds, third-party 

states that are more dependent on trade with the sanctioned state are more like to become 

sanctions-busters than other states.32  

Trade dependence on the target could influence the third-party government’s position on 

sanctions-busting in two complementary ways. If trade ties with the target are extensive, they 

may contribute significantly to national economic performance such that the economic costs of 

breaking the ties would outweigh any potential benefits to the government of joining the 

sanctions effort. Extensive commercial ties also create societal groups within the third-party state 

that have vested economic interests in continued trade with the target. If commercial relations 

with the target are sufficiently large, these groups will raise the political costs of joining the 

sanctions for the third-party government. In sum, governments of third-party states that are 

highly dependent on trade with a sanctions target have incentives to remain economically 

engaged with that state. The prospect of this continued engagement should make the third-party 

state an attractive place to invest for sender state firms. We hypothesize that: 

 

H2a: In response to sanctions imposition, sender-state firms increase FDI disproportionately in 

host states that are more highly dependent on trade with target states. 

                                                           
31 Early 2009. 

32 Early 2009, 56. 



 

In addition to the third-party’s dependence on the sanctions target, the target’s economic 

dependence on trade with the third-party state could enter into investors’ calculations, too, as it 

increases potential rents and makes sanctions-busting more likely. Firms in target states looking 

to replace trade with the sanctioning state may increase their trade with third-party firms. As 

already noted, there is reason to believe that states with existing trade ties to the target may 

benefit disproportionately from this activity. The target’s new need may strengthen the 

bargaining position of third-party states on whom the target is already dependent, in particular, 

given their existing relationship. Firms in these states are well positioned to demand even better 

terms from their now increasingly disadvantaged business partners in the target country. 

Moreover, if third-party states can serve as a conduit for indirect commercial relations with the 

sender state, for example by rerouting trade and ‘laundering’ capital flows, governments and 

firms in target states may be more willing still to grant preferential treatment. These 

considerations create strong incentives for states on which the sanctioned state is economically 

dependent to become sanctions-busters. In turn, these incentives may reassure foreign investors, 

including those from the sender state, that the third-party state is unlikely to join the sanctions 

and that it is thus an attractive place to do business. Based on this discussion, we hypothesize 

that: 

 

H2b: In response to sanctions imposition, sender-state firms increase FDI disproportionately in 

host states upon whom target states are more highly trade dependent. 

 



The type of investment activity we are describing here could reduce the impact of economic 

sanctions on the targeted state. To the extent that sanctions are designed to compel political 

concessions through economic deprivation, increased investment in third-party states that 

maintain commercial relations with the target reduce their coercive potential. If sender 

governments are serious about the sanctions they impose, they may try to limit investment in 

third-party states that trade extensively with the target. In principle, sender governments have 

two approaches at their disposal. They can enforce sanctions laws against firms domestically, 

threatening violators with legal sanctions and blacklisting from government contracts. They can 

also seek enforcement of their sanctions laws in third-party states against foreign subsidiaries of 

sender state firms and even foreign firms unaffiliated with the sender state.  

 If enforcement is effective and the penalties sufficiently large, investment in potential 

sanctions-busters will be less attractive to firms than it would be otherwise. Even when it is not 

made illegal by sanctions legislation, indirect trade with the target through foreign subsidiaries 

may occupy a legal (and possibly moral) grey zone that increases uncertainty for sender-firms 

looking to invest. In his study of U.S. extraterritorial sanctions, Rodman concludes that in the 

post-World War II era foreign subsidiaries of U.S. firms in third countries were often reluctant to 

engage in investments, even when doing so did not technically violate U.S. sanctions law.33 

Policies such as the Helms-Burton Act of 1996, which extended U.S. jurisdiction to foreign 

corporations on foreign soil, had a chilling effect on global investment even with lackluster 

enforcement. Societal pressure and congressional commitment to sanctions, in particular, could 

convince some firms with smaller commercial stakes in the target to forego commercial 

                                                           
33 Rodman 2001, 232. 



opportunities that might violate U.S. sanctions.34 Developing a formal model of government-firm 

interactions in a sanctioning state, Morgan and Bapat similarly conclude that the probability of 

evasion attempts by sender state firms is a function of the value these firms attach to the affected 

trade and of the sender government’s ability to detect evasion.35     

That said, there are reasons to believe that government intervention will not always cause 

firms to refrain from pursuing commercial relations with sanctioned states. First, enforcement 

within the sender state is often limited by the fact that monitoring the activities of local firms’ 

foreign subsidiaries is a resource-intensive activity. This is particularly true when the number of 

multinational corporations with branches on foreign soil is large. Most states are unlikely to 

possess the administrative capacity to detect and punish firms that subvert sanctions, 

intentionally or inadvertently, at sufficient levels to deter all such activity.36 To the extent that 

sender governments rely on voluntary restraint by firms, for example in response to ‘moral 

suasion’ or public scrutiny, compliance with sanctions law is more likely when firms—or their 

customers—identify with the government’s goals in imposing the sanctions. This identification 

cannot be taken for granted; it is likely to vary with the type of goal the government is pursuing 

through sanctions, broader national political and economic conditions, and over time. Research 

suggests that in the case of U.S. firms, the general level of identification with the government’s 

foreign policy goals has been waning in the last decades.37  

                                                           
34 Rodman 2001, 128. 

35 Morgan and Bapat 2003. 

36 Lindell 1986, 33. 

37 Kobrin 1989; Lindell 1986. 



Second, sanctions enforcement against subsidiaries on foreign soil is politically delicate. 

In effect, it requires a sender government to extend its domestic sanctions law into another 

sovereign country. Such extraterritorial sanctions require the cooperation or at least the 

acquiescence of the host government. As noted earlier, host country governments may face 

significant domestic economic and political costs for siding with sender countries against firms, 

including subsidiaries of foreign companies, operating on their soil. They are unlikely to be 

willing to bear those costs unless there is a compelling reason, for example when their foreign 

policy goals significantly overlap with those of the sender state. Examples from U.S. policy 

suggest that foreign governments are increasingly unwilling to comply with policies that are 

perceived to be violations of their sovereignty.38 While some users of sanctions, most notably the 

U.S., may have the means to compel third-party states to accept extraterritoriality, the potential 

harm to future political relations with the third-party state may be a deterrent. In the wake of a 

high-profile failure to compel Western European countries to implement the pipeline sanctions 

against the Soviet Union, the U.S. government has become increasingly reluctant to insist on 

enforcement of its extraterritorial sanctions if doing so would harm political relations with 

allies.39 In fact, recent research suggests that some third-party states may be able to exploit their 

friendly political relations with the sender state as cover for their sanctions-busting activity when 

the resulting commercial benefits are great.40  

The presence of effective sender enforcement of sanctions laws has the potential to 

discourage firms from seeking commercial relations with the targeted state and to discourage 

                                                           
38 Kobrin 1989, 38. 

39 Rodman 2001. 

40 Early 2012. 



potential sanctions-busting states from becoming conduits for such activities. Unfortunately, 

systematic data for domestic and, in particular, extraterritorial enforcement does not currently 

exist in sufficient quantity to allow us to control for potential effects on investment flows to 

third-party states. For now we proceed with the analysis with the understanding that if 

enforcement is a factor in our causal mechanism, its presence should bias the results against 

providing support for our hypotheses. 

 

Research Design 

Our causal argument produces hypotheses about the foreign investment behavior of sender state 

firms. Ideally, we would want to test these hypotheses using information that would allow us to 

identify whether individual investors shifted investments specifically in response to the 

imposition of economic sanctions against a current trading partner.  

 

[Figure 1 about here] 

 

For the purpose of illustration, Figure 1 presents limited firm-level data on the foreign 

operations of 23 randomly selected major U.S. multinationals that provides some preliminary 

support for our contention.41 Among developing states between 1993 and 2000, "busting" U.S. 

sanctions is observed in about 16.5% of all cases, marked by the vertical dotted line.42 In 

                                                           
41 These firm-level data were coded by the author, using information provided by Lexus-Nexus "Corporate 

Affiliations" database (2012). 

42 We thank Bryan Early for sharing his data on sanctions busters. See Early (2009) for a detailed discussion of the 

operationalization of sanction busting.  



comparison, sanction-busters make up a disproportionate share of the host states for 22 of these 

23 firms over this same period, and in many cases by a large margin. Indeed, 16 companies have 

more than 40% of their foreign operations in the developing world located in sanction-busting 

states.43 Unfortunately, such detailed information is not currently available in sufficient quantity 

to mount a large-n empirical analysis. If the mechanisms we postulate exist more widely, 

however, we should be able to observe effects at the aggregate level.44 Below we outline an 

empirical test using state-level FDI flows.   

 

Dependent Variable. In order to assess the impact of economic sanctions on sender-state 

investment in particular third-party states, we embed our main variables of interest in a standard 

model predicting FDI flows. We use data on sanctions imposition by the United States and U.S. 

FDI flows between 1966 and 2000. Our unit of analysis is the recipient country-year. Data on 

impositions of economic sanctions is drawn from Hufbauer et al.'s data collection.45 The 

dependent variable is a country's total of FDI inflows from U.S.-based investors, measured in 

                                                           
43 This is measured as the share of each firm's total number of foreign location-year observations in the developing 

world between 1993 and 2000 in which the host is classified as a "sanctions buster." The total number of foreign 

location-year observations for each firm is included in parentheses after the company's name. 

44 An empirical test at this higher state-level of aggregation actually biases the results against finding support for our 

firm-level propositions.  

45 Hufbauer et al 2007. We rely on this data in part because the construction of some of our independent variables 

draws heavily on data generated by Early (2009, 2011), which also uses Hufbauer et al. 2007. 



millions of real dollars. These data are provided by the U.S. Bureau of Economic Analysis' 

(BEA) statistics division.46 

We focus on the U.S. for two reasons. First, the U.S. government frequently uses 

economic sanctions in international relations. It accounts for approximately half of all sanctions 

cases recorded in the two most widely used data sources.47 Second, the U.S. economy is a major 

source of direct investment. In 2010, U.S. FDI outflows accounted for slightly less than 25% of 

total FDI outflows worldwide.48 Activities by U.S. firms and the U.S. government can be 

expected to have significant ramifications for the structure of the global economy. 

 

Independent Variables. Two sets of predictors form our main independent variables. In order to 

test Hypothesis (1), the first set captures the host state’s current record of engaging in sanctions-

busting trade. The variable Sanctions-Busting is a simple count of U.S. economic sanctions that 

the state is observed as busting in a given year. Here we rely on the operationalization developed 

by Early (2009), which identifies "major" sanctions-busters as those states that increase their 

total trade with a target state by 5% or more following sanctions imposition. A country's status as 

a sanctions-buster persists for as long as it maintains this higher level of trade over the duration 

of the given sanctions effort.49 Opportunities for sanctions-busting activity will necessarily be 

                                                           
46 FDI data are highly skewed in their distribution. We use an inverse hyperbolic sine (IHS) transformation to 

address this problem (Burbridge, Magee and Robb 1988). For details see the Web Appendix. 

47 Hufbauer et al. 2007; Morgan, Krustev, and Bapat 2009. 

48 UNCTAD 2011, 337. 

49 For a more detailed description, see Early 2009.    



constrained by the number of sanctions imposed and in place at a given time. We control for this 

by also including a count of all U.S. Sanctions for each year in the sample.  

The separate set of independent variables is designed to test Hypotheses (2a) and (2b) and 

consists of two directional measures of trade dependence. Recipient Dependence represents the 

observed state's dependence on trade with those states that are the target of U.S. sanctions in a 

given year. The more dependent the third-party state is on trade with targeted states, the more 

costly it would be for the third-party state to participate in sanctions efforts. The more valuable 

this bilateral trade, the more likely the income derived from trade with the target is to outweigh 

any benefits of joining the sanctions regime. It should be noted that this measure is not dyadic 

but instead represents the sum of a state's bilateral trade shares accounted for by sanctions 

targets. For example, if there are three ongoing U.S. sanctions in year t, and the three targets 

account for 1%, 2%, and 3% of the observed state’s total trade, respectively, then Recipient 

Dependence will take on a value of 0.06. That is, 6% of its total trade is with sanctioned states.  

The second directional measure, Target Dependence, represents the extent to which 

sanctioned states are dependent on the third-party state for their foreign trade. Greater 

dependence of the sanctions target on trade with the third-party state also generates incentives to 

sanctions-bust. For example, targets looking to replace lost income from trade with the sender 

may be willing to grant preferential trade terms to third-party states on whom they already rely. 

Because there are multiple sanctions targets during any given year, this variable is measured as 

the mean level of sanctioned states' bilateral trade shares accounted for by the host state. For 

example, if the U.S. has sanctions imposed against three countries in year t, and the observed 

state accounts for 1% of Target 1's total trade, 2% of Target 2's total trade, and 3% of Target 3's 

total trade, then Target Dependence would equal 0.02. That is, on average, 2% of target states' 



total trade is with the observed state. Thus, higher values indicate that target states rely more 

heavily on the observed third-party country for their international exchange. Distinguishing 

between recipient dependence and target dependence allows us to more closely scrutinize how 

these underlying economic relationships between third-party and target affect the behavior of 

foreign firms looking to find a safe place from which to continue their own business with the 

target. Our argument suggests that higher levels of Recipient Dependence and Target 

Dependence, respectively, should be associated with greater U.S. FDI inflows into the third-party 

state.  

It is important to note that Hypothesis (1) and the set of hypotheses (2a) and (2b) are 

substitutes rather than complements. Recall that (2a) and (2b) identify the conditions under 

which states are likely to become sanctions-busters and distinguish between them, whereas 

Hypothesis 1 directly concerns the third-party state’s current record of sanctions-busting. The 

research that underlies the development of these hypotheses suggests that trade dependence and 

sanctions-busting should be highly correlated.50 Indeed, the point of including (2a) and (2b) is to 

isolate the key economic mechanisms thought to drive sanction-busting activity, and shed light 

on which of these indicators firms consider when shifting their resources abroad. Including them 

in the same equation is likely to produce unreliable estimates. We evaluate them in separate 

models, accordingly. 

Control Variables. Sanctions-busting and economic dependence are clearly not the only 

predictors of FDI flows. Existing research on the factors that influence foreign investment is 

large and diverse. We focus here on a set of predictors that is common to many of these models.  
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First, given the motivations that underlie firm-level decisions about FDI, investors are 

generally assumed to consider a variety of economic conditions in the recipient state. States with 

larger markets, higher levels of economic development, and more robust economic growth are 

expected to attract higher levels of foreign investment.51 Population is included as a measure of 

the recipient-state’s market size. Per Capita GDP is used to indicate the recipient state's level of 

economic development. Economic Growth is measured as the percentage change in GDP from 

the previous year.52  The data were taken from the World Bank's World Development Indicators. 

Another factor likely to influence firms’ investment decisions is government spending in the host 

state. While some public expenditure such as infrastructure and education may benefit businesses 

and potential investors53, it often comes at the price of higher taxes, more extensive government 

regulation of economic activity, and poor fiscal health. Thus, on balance, we expect higher 

spending to exert a negative influence on FDI.54 Government Spending, drawn from World 

Bank's World Development Indicators, is measured as a proportion of the national GDP. 

A related set of variables concerns the economic relationship between investors’ home 

country and the host. We thus include a measure of total trade with the U.S.55 To the extent that 

FDI is used by firms as an alternative to trade, or as a means of getting around trade barriers, we 

should expect FDI and U.S. Trade to have a negative relationship. However, some investments, 

especially those in vertical industries intended to produce goods for export back to the parent 
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54 Jensen 2006. 
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company, rely on functioning and predictable trade channels. Thus, we are agnostic as to this 

variable's expected effect. Geographical separation may have similarly cross-cutting effects, as 

more distant markets may be generally less accessible to U.S. firms, but their distance can also 

make trade relationships more costly, incentivizing FDI as an alternative means of economic 

exchange.56  We therefore also control for the recipient state's total Distance from the U.S. These 

variables were generated using EUGene.57  

Second, a number of domestic political characteristics have also been found to make 

states more or less appealing to foreign investors. Several scholars have noted that democratic 

institutions and constraints on leaders' ability to rescind property rights lower the political risk 

for foreign investors.58 We control for this by including an indicator of Liberal Democracy.  This 

variable is constructed using the revised Polity scale, which ranges from -10 to 10 with higher 

values indicating more liberal institutions. Political instability, on the other hand, has been found 

to depress foreign direct investment.59 We account for Regime Durability in the recipient state 

with a variable that is also taken from the Polity data and measures the number of years since the 

observed state has shifted three or more points on the polity scale within a three-year span.60 At 

the extreme end of political instability, violence and war are typically thought to deter foreign 

investment.61 In order to control for civil conflict, we rely on a trichotomous measure. Civil 
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57 Bennett and Stam 2000. 
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Conflict, taken from the PRIO Armed Conflict dataset, equals 1 when a country is in the midst of 

an ongoing civil conflict (less than 1000 battle-related deaths), 2 when a country is experiencing 

out-right civil war (1000 or more battle-related deaths), and 0 when no organized armed 

rebellion is observed.  

Third, host states’ external political relations are likely to factor into investors’ 

assessments of risks and benefits. Of particular interest is the nature of dyadic relations between 

the investor’s home state and the recipient state. Conceptually related to the primary inquiry 

here, we include a dichotomous indicator, U.S. Sanctions Target, that equals 1 when the 

observed state is also a target of U.S. sanctions and 0 otherwise. The effect of sanctions on FDI 

into targeted states over the course of sanctions imposition is actually quite nuanced, as shown 

by Biglaiser and Lektzian.62 However, as previously noted, we expect states that already have 

economic restrictions placed on them by the sender state to be less attractive destinations for 

sender-state FDI than states that have not been targeted with sanctions. This variable is taken 

from Hufbauer et al.63 We further expect that the potential for escalated conflict between home 

and host countries will depress FDI flows. U.S. investors should be less inclined to shift 

resources to states whose policies are diametrically opposed to those of the U.S. government 

because this makes foreign investment more risky politically and thus less attractive 

economically.64 We gauge this potential for conflict using Signorino and Ritter’s measure of the 
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similarity in foreign policy portfolios to create the variable S-Score with U.S.65 The measure 

ranges from -1 (completely opposite) to 1 (completely similar). 

In addition to host state characteristics, investment decisions are likely also driven by the 

extent to which firms have an already established relationship with the potential recipient state. 

We should expect on average greater inflows into states with a positive history of hosting U.S. 

FDI. Indeed, much of the movement in FDI flows data stems from new transactions between 

parent firms and their existing foreign subsidiaries. Thus, we control for the total Stock of U.S. 

FDI present in the observed country. These data were also taken from the BEA and measure the 

cumulative direct investment position of U.S. firms in a given country.66 In addition, the 

maximum amount of FDI inflows a state could receive during a year is necessarily restricted by 

the total amount of FDI available. We account for the total amount of Global U.S. FDI Flows 

observed during the given year. With the exception of this last indicator, all variables are lagged 

one year. This is to account for the time it takes for foreign investors to select a host and to sink 

their investment, and to reduce the risk that endogeneity biases our results. Table 1 presents the 

summary statistics on each of these variables, as observed in the estimation sample. 

 

[Table 1] 

 

Results and Discussion 

Table 2 reports the results of our analysis. Models 1–3 evaluate the theoretical argument for a 

sample consisting of all countries for which data were available between 1967 and 2001. The 
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sample is limited to only highly developed countries for Models 4–6 and only developing 

countries for Models 7–9. All models were estimated using OLS regression with robust standard 

errors.  

Previous research suggests the distinction between developed and developing countries 

may be important when modeling FDI flows.67 The total volume of FDI exchanged among 

developed countries dwarfs the amount that is directed into developing markets. In addition, the 

composition of FDI in developing countries is thought to be markedly different than that in the 

most advanced economies. Blonigen and Wang argue convincingly that pooling all countries 

together may produce misleading inferences.68 Indeed, they find that the estimates from standard 

economic models of FDI are highly sensitive to sample specification, suggesting that the 

processes driving FDI into developed versus developing countries fundamentally differ. 

Similarly, recent work has found that investors are more sensitive to certain political stimuli 

when investing in the developing world than they are when investing in the North America or 

Western Europe, which is attributed to the much higher baseline risk of investing in countries 

less politically and economically established.69  

 

[Table 2 here] 

 

Baseline Models. Models 1, 4, and 7 include only the control variables, drawn from prior 

research, for the three samples: all countries, developed countries, and developing countries. 
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They represent our baseline models of FDI flows. The predictors perform largely as expected 

while also showing interesting differences between developed and developing countries’ 

experiences with FDI. The variables capturing domestic economic conditions – Economic 

Growth, Per Capita GDP, and Population – all demonstrate strong, positive relationships with 

U.S. FDI into developing countries. The negative coefficient on Per Capita GDP found for the 

sample of developed states is likely an artifact of the relatively small differences in national 

wealth among these countries.  

In contrast, both Liberal Democracy and Regime Durability are estimated to have 

statistically significant positive effects when comparing across developed countries, but drop 

from significance in the sample of developing countries. While inconsistent with some 

contemporary studies,70 these findings may in part reflect the longer time-span under 

consideration and the types of less savory relationships that large multinationals often had with 

developing states in earlier decades.71 The instability associated with civil conflict and war, 

however, does seem to effectively deter U.S. investors from developing countries, as 

demonstrated by the significant negative coefficient estimated for the Civil Conflict variable. 

Also consistent with existing studies, our findings suggest that U.S. investors favor host 

states that maintain friendly relations with the United States. The coefficient for S-Score with 

U.S. is positive, and statistically significant in the sample of developing countries. U.S. Trade, on 

the other hand, is negatively related to U.S. foreign investment. This relationship is most 

pronounced when we limit the sample to other developed countries. While trade and direct 

investment are often found to have a positive relationship in models of aggregate FDI, this 
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finding is less surprising when we consider the longer time period under investigation and the 

fact that we are only examining FDI flows from a single country. In previous decades, American 

firms may have used FDI as an alternative to exporting, rather than as the means of linking 

global production chains that we often see today.72 This seems especially likely in the developed 

world, where foreign investments have more often been horizontally integrated than vertically 

integrated.73 The host state’s distance from the United States similarly shows a negative 

correlation with U.S. FDI in the developed countries sample. 

Interestingly, we find that while being a target of U.S. sanctions does show the expected 

negative relationship with investment by U.S. firms, U.S. Sanctions Target fails to reach 

commonly accepted thresholds for statistical significance in any of our models.74 However, as 

Biglaiser and Lektzian suggest, FDI inflows into sanctioned states may reflect a more nuanced 

process with timing sensitivities that require modeling choices which go beyond the primary 

focus of this paper.75 Finally, as anticipated, both existing U.S. FDI Stock in the host state, and 

the total amount of outbound U.S. FDI during a given year, show a positive and highly 

significant association with new investment flows across the full sample and both sub-samples. 

The fact that our findings are largely consistent with insights from the existing empirical 

literature gives us confidence in our base model of U.S. FDI flows. 
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The Impact of Sanctions. The remaining models reported in Table 2 include our variables of 

chief theoretical interest. Models 2 and 3 analyze a sample containing all countries. The findings 

suggest that busting U.S. sanctions has a significant positive relationship with inward FDI by 

U.S. investors (Model 2). When looking at the trade relationships that underlie sanction-busting 

activity (Model 3), the results show that the strength of existing trade ties also correlates 

positively with FDI. However, this only holds for trade dependence in one direction: States on 

whom sanction targets are more dependent for their economic exchange seem best positioned to 

benefit from the distortionary incentives created by the imposition of economic sanctions. States 

that are themselves more dependent upon targets for their own trade are not so fortunate, as 

indicated by the coefficient for Recipient Dependence. We return to this issue below. As a first 

cut at the data, we take these findings to be generally supportive of our core argument that 

sender-state FDI is driven disproportionately toward third-party countries that maintain strong 

economic ties with sanction targets. 

As expected, important differences emerge in the effect of our main independent 

variables when splitting the sample between developed countries (Models 5 and 6) and 

developing countries (Models 8 and 9). When we limit the sample to only the most developed 

countries (Model 5), the coefficient for Sanction Busting takes on a positive sign but fails to 

reach commonly accepted levels of statistical significance. Instead, the general positive 

relationship between outright sanction-busting and U.S. FDI inflows found in Model 2 appears to 

be driven primarily by differences in FDI patterns across developing countries (Model 8). Here, 

the estimated effect of Sanction Busting is large: for every additional U.S. sanction a developing 

country busts, it will on average see 45% more FDI from U.S. investors than it would otherwise 

be expected to receive.  



 

[Figure 2 here] 

 

Figure 2 further illustrates this effect for developing countries. It shows the exponential 

increase in the expected percentage difference in FDI that results from busting several sanctions, 

relative to busting none at all, as inferred by the estimates produced in Model 8. The cumulative 

effect of sanction-busting on U.S. FDI inflows into developing countries is considerable. A state 

that busts two sanctions is predicted to receive about twice as much investment as it would if it 

were not engaged in sanctions-busting at all, ceteris paribus. Those states that are ambitious 

enough to actively bust even more sanctions may see as much as a three- or even four-fold 

increase. Even if the true effect is closer to the lower-bound of the estimated coefficient, 

sanction-busting still exerts a fairly strong, positive influence on the investment behavior of U.S. 

firms. 76 That is, a one-unit increase in sanction-busting would yield about a 25% increase in new 

FDI flows, while a three-unit increase could serve to double the amount of investment.77 These 

are substantial differences.  
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when the coefficient is set to the lower-bound of its 95% confidence interval, while the scatter along the top 
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77 In most cases of sanction-busting found in the estimation sample, the state in question is observed as busting only 

one or two U.S. sanctions. There are very few cases in which a state is observed as busting more than four at a given 

time. The estimates change very little when directly controlling for these outliers (i.e. Sanctions-Busting ≥ 4) with a 

dummy variable, or when dropping the most prolific sanction-busters found in the sample. The results are also 

robust to using a dichotomous indicator of Sanctions Busting, as well as when using an ordinal variable with a more 

limited range, in place of the count variable (see Table A1 in the Web Appendix). 



Two of the strongest, most consistent correlates of FDI flows into the developing world 

found in the empirical literature are national wealth (i.e. Per Capita GDP) and market size (i.e. 

Population). These variables perform equally well here and are estimated to exert strong effects, 

making them useful for comparison. According to Model 8, a 1% increase in per capita GDP is, 

on average, predicted to increase inward U.S. FDI by about 5.1%, and a 1% increase in 

population to increase investment by about 5%.78 This means that, in each case, it would take an 

increase of about 7% - 8% on the selected variable, all else constant, to yield the same return in 

FDI that is provided by busting one U.S. sanction. Further, it would require an approximate 

increase of 14% to 15% in either Per Capita GDP or Population to double the amount of 

expected investment, which is about equal to the effect of busting two additional U.S. sanctions.  

Importantly, these findings imply that even though market fundamentals still play a major 

role in determining the geographic distribution of FDI flows, international politics can also shape 

the movement of capital in substantial, if indirect, ways. In this instance, firms respond to the 

distortions that result from their home government’s use of sanctions by seeking out foreign 

hosts willing to actively undercut the policy. Consequently, a notable proportion of investment 

flows are driven not only in the pursuit of particular economic endowments, but also by the 

opportunities created by political context. 

The differences between developed and developing countries persist when we consider 

trade dependency measures as proxies for incentives to sanctions-bust. The higher a recipient 

state's average share of target states' total trade, the more U.S. FDI it is expected to receive. Once 

again, the magnitude of this effect is notably greater for developing countries (Model 9) than it is 
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for developed countries (Model 6). Specifically, a one-unit change in Target Dependence, i.e. a 

1% increase in the average trade dependence of target states on the observed developing state, is 

estimated to correspond with a 65% increase in expected U.S. FDI inflows. For advanced 

economies, however, this change is only expected to correspond with a 23% difference in 

investment. Figure 3 plots the cumulative percent differences in FDI that correspond with 

multiple-unit increases in the Target Dependence variable.79 Judging from these results, 

developing states that enjoy stronger, more dominant trade ties with target states are more 

attractive investment destinations for sender-state firms than their domestic economic and 

political conditions alone would permit. 

 

 [Figure 3 about here] 

 

Interestingly, as noted earlier, we find only support for our expectations in one direction 

of trade dependence. Specifically, while Target Dependence demonstrates the strong, positive 

relationship that we expected, Recipient Dependence does not. Indeed, the variable takes on a 

negative sign across all models. However, the strength of the estimated negative effect seems to 

apply mostly to the developed countries in our sample, which may reflect some anomalies 

among this small, elite group of states. For example, Greece and Finland frequently score high 

on this variable, but are not typically among the leading recipients of U.S. FDI – a fact that likely 

has little to do with their relatively greater trade dependence on target states. It seems more 
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plausible that Recipient Dependence is simply not a salient factor in driving the investment 

activity of sender-state firms.  

A closer look at the correlations among our key variables provides some insight into why 

this is the case. While Target Dependence is highly correlated with Sanction Busting (.81 among 

cases in the full sample), Recipient Dependence is not (.04). This suggests that it may be those 

states who enjoy the dominant position in their trade relationships with sanction targets, rather 

than those that are in a position of dependence, that have the leverage and clout necessary to 

effectively bust U.S. sanctions. While it is for future research to further tease out this particular 

relationship, one plausible interpretation of these results is that firms are particularly attracted to 

those states that have both the incentive and the capacity to actively undermine the sanctions 

imposed by their home government. Indeed, as expressed in our argument, states on whom 

targets are more dependent are perhaps best positioned to exploit the targets’ economic 

misfortunes for their own gain, providing both domestic and foreign firms a valuable opportunity 

to cash in on the rents generated by sanctions.80  

 

[Table 3 about here] 

 

                                                           
80 It is possible that geographic or political ties with target states drives sanction-busting activity as much as 

economic ties. If so, these factors could have similar effects on sender-state FDI. We estimated alternative models 

that include the number of target states the observed state borders, the number it has defense pacts with, and its 

average S-Score with target states. None of these variables shows a strong correlation with U.S. FDI flows and 

Target Dependence remains robust to their inclusion (see Table A3 in the Web Appendix). This is consistent with 

Early’s findings that economic ties trump geographic and political ties in explaining sanction-busting (2009). 



 While the durability of our primary independent variables gives us confidence in the causal 

mechanisms proposed here, it is worth noting that their addition to the baseline model of FDI 

inflows does not significantly affect the performance of the control variables in either set of 

models. This leads us to believe that we are not merely identifying another factor that is itself 

highly related to established determinants of FDI flows, but rather have isolated a more novel 

factor that has been overlooked in existing studies.  

The evidence we have presented so far demonstrates that economic ties with target states 

help explain the variation in U.S. FDI flows across developing countries. Though this is 

consistent with our argument, it only tests one implication of it. If the mechanisms we have 

highlighted work as theorized, we should similarly see evidence that such ties also covary with 

direct investment patterns within countries over time. That is, FDI inflows should increase or 

decrease from one year to the next with changes in U.S. sanctions activity and the host country’s 

position vis-à-vis sanctions targets. Table 3 reports the results of a set of models estimated using 

country fixed-effects, which permits evaluation of the evidence in light of this more dynamic 

relationship. We have narrowed the focus onto only developing countries here. 

Our key findings are robust to this alternative specification. Sanction Busting (Model 11) 

and Target Dependence (Model 12) are both estimated to have statistically significant positive 

effects on U.S. FDI inflows. This implies that when the U.S. imposes new sanctions, host states 

that are positioned to exploit the resulting economic disruption stand to benefit in another way, 

by garnering greater interest from U.S. firms than they received prior.81 These variables therefore 
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not only help to explain differences in U.S. FDI flows between countries, but also differences for 

individual countries over time. Indeed, the magnitude of the effect attributed to each variable 

changes very little from the previous models, showing a durable and consistent correlation that 

further strengthens our confidence in the hypothesized relationship.  

While our variables of chief interest perform largely as before, the same cannot be said 

about the rest of the variables included in the model. Indeed, the inclusion of fixed-effects yields 

interesting and informative differences in the results. In Model 11, U.S. Sanctions now shows a 

statistically significant positive relationship with U.S. FDI. Developing countries are estimated to 

experience a near 9% jump in investment inflows with each increase in the number of sanctions 

targets, all else constant. This evidence further supports a basic premise underlying our logic, 

namely that sender-state firms negatively affected by sanctions generally seek to offset those 

losses by pursuing opportunities elsewhere. In contrast, some variables that were statistically 

significant before now fail to reach that threshold. While Per Capita GDP, Civil Conflict, S-

Score with U.S., and existing U.S. FDI Stock all help explain differences between countries, they 

do not seem to exert as much of an influence on FDI inflows for any particular countries over 

time. More dynamic variables, like growth and total U.S. FDI outflows, however, continue to 

demonstrate significant positive effects. Population is also still significant, but now takes on a 

negative sign. Though hosts with larger markets are often more attractive than those with smaller 

markets, it appears that more rapid population growth leads to declines in foreign investment.  

Our theoretical argument is that the politically imposed distortion in international 

commerce caused by economic sanctions should increase the volume of sender-state capital 
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flows into countries with close economic ties to sanctions targets. Such states should see more 

direct investment than other states that lack these ties and more direct investment than they 

typically enjoy in the absence of sanctions against their trading partners. The evidence we have 

presented is consistent with both of these expectations. Indeed, the findings suggest that strategic 

investors respond not only to domestic conditions in the host state, nor only to those factors that 

characterize the home-host relationship. They also take into consideration factors that reflect the 

host’s position vis-à-vis other states in the global political economy. Our model captures 

important elements along each of these dimensions and shows that they all factor in important 

ways into the global distribution of capital flows. 

 

 

Conclusion 

A significant proportion of international trade today is conducted by—and within—multinational 

corporations. These are entities that control and manage production facilities in two or more 

countries.82 While the expansion of firms across borders is not a new phenomenon, the growing 

internationalization of trade and progressive lowering of barriers to capital flows have made 

multinational corporations major actors in the modern global economy. Foreign direct 

investment comprises a large portion of the global capital flows. Between 1980 and 2010 alone, 

worldwide outflows of foreign direct investment have increased from 51 billion U.S. dollars to 

25 times that amount.83 Though certainly propelled in part by the force of its own momentum, 
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this expansion in capital flows has not unfolded entirely independent of politics.84 Thus far 

relatively few studies consider the impact of economic sanctions on the choice of where to 

invest.85    

For investors and governments alike, globalization appears to be a double-edged sword. 

An increasingly global marketplace and ever-lower barriers to flows of goods and capital invite 

governments to use economic ties for political leverage. At the same time, these features provide 

economic actors in sender states, target states, and third-parties alike with strong incentives to 

circumvent government restrictions as well as with the means to do so. Current scholarship 

suggests that major trading partners of a sanctioned state are particularly likely to continue, and 

even expand, their economic relations with that state after sanctions are imposed.86 The results 

presented in this paper suggest that the economic incentives that lead states to become sanctions-

busters, such as privileged access to the target economy and rents arising from it, also make them 

attractive destinations for foreign investors—including firms at home in the sanctioning state.  

We find here that in response to sanctions, U.S. firms shift investments 

disproportionately to third-party states that are likely to become sanctions-busters or already 

have a record of such activities. We find that being a known sanctions-buster and having 

significant trade ties with a target of sanctions are host country characteristics that appear to 

                                                           
84 E.g., Jensen et al. 2012. For studies on the effect of levels of economic development, see Root and Ahmed 1979; 

Chakrabarti 2001; Nunnenkamp 2002; on regime type and political stability, see Li and Resnick 2003; Jensen 2003; 

2006; 2008; Busse and Hefeker 2007; Choi and Samy 2008. Resnick 2001; on the effect of armed conflict, see Nigh 

1985; Jensen and Young 2008. 

85 Biglaiser and Lektzian 2011; Lektzian and Biglaiser 2013. 

86 Early 2009. 



attract U.S. investment. In particular, third-party states on whom sanction targets are highly 

dependent for their economic exchange are likely to benefit from increased U.S. FDI inflows. 

The evidence shows that these traits not only set states apart from their competitors, but also 

increase the amount of investment states receive when triggered by new sanctions impositions 

against economic allies. One explanation for these shifts in FDI is that they reflect decisions by 

some U.S. firms to both sidestep the obstacles and exploit the profitable opportunities that are 

generated by the United States’ use of sanctions – ends that can be achieved by rerouting 

exchange with target states through subsidiaries in affiliated third-party countries.  

This study aimed to provide some novel insights into the international political factors 

that drive investor decisions. While we have focused on the presence of economic sanctions 

against the host state’s trading partners, other considerations could similarly affect investor 

decision-making. Political competition between states (or more accurately, between 

governments) may imply that for firms, the optimal link between the economies is sometimes an 

indirect one, involving third-party intermediaries.   

The results of our analysis speak to a number of additional puzzles, broadly related to 

how governments and domestic economic actors respond to the challenges and opportunities 

posed by global economic integration. First, our findings raise questions about the incentives of 

firms and governments whose major trading partners find themselves the target of sanctions. 

Existing research on sanctions-busting trade suggests that economic rather than political 

considerations drive decisions to expand trade with a sanctioned state.87 Yet in addition to gains 

from trade, current and potential sanctions-busters may see benefits in terms of greater FDI 

inflows as well. To the extent that governments are strategic in their decision to join or defy 
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sanctions efforts against major trading partners, demand from foreign investors may well be an 

important consideration. Acting as sanctions-busters, these third-party states may be able to 

make themselves more attractive to sender firms--and possibly firms from other countries who 

do not want to run afoul of the sender’s sanctions policies--by providing indirect access to the 

sanctions target. Our findings further suggest that these incentives might be stronger for 

developing countries as they are generally more dependent on foreign investment for economic 

growth. While the findings we generate using aggregated, state-level data on FDI flows are 

suggestive, a more detailed test could employ firm-level data in a specific sector.  

Second, nothing in our study suggests that it would be impossible for the sanctioning 

government to stop domestic firms from shifting investments to trading partners of the targeted 

state. They could do so, for example, by policing the firms directly or by demanding that 

governments in third-party states police the sender-state firms’ subsidiaries. Our findings for the 

United States suggest that the government is either disinclined or unable to tightly regulate 

compliance effectively as U.S. firms respond to sanctions by shifting FDI to third-party states 

with significant trade ties to the target. To date, the factors that inform governments’ willingness 

and ability to monitor firm compliance with sanctions policy remain understudied empirically. 

Finally, recent studies find that the presence of ‘black knights’ and of third-party FDI into 

targeted states impedes the efficacy of economic sanctions as a coercive tool. The same market 

forces that grow economies and confer international influence may also undermine the political 

leverage of even the most powerful states. Assessing the impact of FDI flows on sanctions 

success, Lektzian and Biglaiser find that decreases in U.S. FDI flows to targeted states can have 

a positive effect on effectiveness, provided non-U.S. firms do not pick up the slack created by 



U.S. disinvestment.88 The incentives that sanctions create for third-party states are interesting in 

part because the involvement of third parties on the side of senders or targets has been found to 

influence the effectiveness of coercive sanctions.89 Our findings indicate that foreign economic 

actors are not the only potential threat to a government’s sanctions efforts. A major challenge 

may arise much closer to home, from domestic firms in search of profit.  Scholars of 

globalization have argued that greater economic integration has loosened governments’ hold 

over the direction of trade and investment, as managers of multinational corporations have 

moved from a home-country ethnocentric orientation to a more global one. If it can be shown 

that investment flows to third parties undermine the effectiveness of trade sanctions, the 

conclusions should be of interest to scholars of economic interdependence and to policymakers 

alike. 

  

                                                           
88 Lektzian and Biglaiser 2014. 

89 See most recently Morgan and Bapat 2009; McLean and Whang 2010. 
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Table 1: Summary Statistics, All Countries 

 Mean Std. Dev. Min Max 

FDI Inflows 2.98 4.64 -9.50 11.49 

Sanction Busting 0.64 1.90 0 19 

U.S. Sanctions 19.32 8.28 5 33 

Target Dependence 0.77 1.48 0 14.17 

Recipient Dependence 6.71 9.16 0 167.3 

U.S. Sanction Target 0.11 0.31 0 1 

Economic Growth 3.65 5.08 -32.1 39.5 

Per Capita GDP 7.77 1.51 4.44 10.77 

Population 16.21 1.45 12.80 20.95 

Liberal Democracy 2.09 7.50 -10 10 

Regime Durability 23.88 27.88 0 152 

Civil Conflict 0.22 0.52 0 2 

Govt. Spending 15.53 6.38 2.98 69.5 

S-Score with U.S. 0.47 0.19 0.07 0.97 

U.S. Trade 6.75 2.22 -1.47 12.88 

U.S. Distance 5243 2292 455 10171 

U.S. FDI Stock 6.77 3.10 -10.02 13.04 

Global U.S. FDI Flows 62488 48316 1923 216442 

# Countries    135 

N    2863 

Note: Summary statistics correspond with the sample used for 

obtaining Table 1 results. This includes all countries for which 

data were available except the U.S. 

 



 

 

 

 

 

 

Table 2: Relationship with U.S. Sanctions Targets and U.S. FDI Inflows, 1967-2001 
 All Countries Developed Countries Developing Countries 

 1 2 3 4 5 6 7 8 9 

Sanction Busting  0.10*   0.11   0.45**  

  (0.050)   (0.071)   (0.10)  

U.S. Sanctions  -0.031**   -0.029   -0.014  

  (0.012)   (0.034)   (0.013)  

Target Dependence   0.26**   0.23*   0.65** 

   (0.062)   (0.11)   (0.14) 

Recipient Dependence   -0.018*   -0.087   -0.011 

   (0.0073)   (0.051)   (0.0069) 

U.S. Sanctions Target -0.12 -0.011 -0.010 - - - -0.038 -0.076 -0.087 

 (0.26) (0.26) (0.26)    (0.26) (0.27) (0.27) 

Economic Growth 0.091** 0.085** 0.089** 0.20** 0.19** 0.17** 0.081** 0.078** 0.080** 

 (0.015) (0.015) (0.015) (0.058) (0.060) (0.061) (0.015) (0.015) (0.015) 

Per Capita GDP 0.75** 0.66** 0.64** -1.12 -1.29 -1.34 0.57** 0.51** 0.48** 

 (0.099) (0.10) (0.10) (0.66) (0.67) (0.70) (0.12) (0.12) (0.12) 

Population 0.74** 0.65** 0.60** 0.96** 0.65 0.50 0.57** 0.50** 0.45** 

 (0.085) (0.088) (0.092) (0.31) (0.35) (0.40) (0.10) (0.100) (0.10) 

Liberal Democracy 0.017 0.021 0.015 0.14** 0.14** 0.13** 0.0037 0.010 0.0097 

 (0.013) (0.013) (0.013) (0.038) (0.039) (0.038) (0.015) (0.015) (0.015) 

Regime Durability 0.012** 0.013** 0.013** 0.016* 0.017* 0.016* -0.0022 -0.0038 -0.0032 

 (0.004) (0.0035) (0.0035) (0.0073) (0.0075) (0.0073) (0.0058) (0.0058) (0.0059) 

Civil Conflict -0.57** -0.54** -0.50** -0.59 -0.45 -0.32 -0.55** -0.49** -0.47** 

 (0.17) (0.17) (0.17) (0.81) (0.81) (0.84) (0.17) (0.17) (0.17) 

Govt. Spending -0.014 -0.014 -0.022 -0.039 -0.034 -0.053 -0.0085 -0.0085 -0.013 

 (0.012) (0.012) (0.012) (0.050) (0.050) (0.051) (0.013) (0.013) (0.013) 

S-Score with U.S. 1.46* 1.49* 1.61** 0.51 0.89 0.46 1.83** 1.81** 1.88** 

 (0.58) (0.58) (0.59) (1.63) (1.66) (1.63) (0.64) (0.64) (0.64) 

U.S. Trade -0.18* -0.11 -0.19* -0.93** -0.82** -0.69** -0.015 -0.035 -0.073 

 (0.077) (0.087) (0.076) (0.23) (0.31) (0.25) (0.088) (0.094) (0.088) 

U.S. Distance 7.3e-06 1.3e-05 1.3e-05 -0.0002* -0.0002* -0.0002* 7.8e-05 7.4e-05 0.6.7e-05 

 (4.2e-05) (4.2e-05) (4.2e-05) (9.2e-05) (9.6e-05) (9.1e-05) (4.7e-05) (4.6e-05) (4.7e-05) 

U.S. FDI Stock 0.25** 0.22** 0.24** 1.20** 1.15** 1.02** 0.20** 0.19** 0.20** 

 (0.046) (0.050) (0.048) (0.21) (0.23) (0.24) (0.047) (0.051) (0.048) 

Global U.S. FDI Flows 5.9e-06** 7.8e-06** 6.6e-06** 1.3e-05** 1.4e-05** 1.4e-05** 5.8e-06** 6.0e-06** 5.6e-06** 

 (1.8e-06) (2.0e-06) (1.8e-06) (4.8e-06) (5.1e-06) (4.9e-06) (2.0e-06) (2.2e-06) (2.0e-06) 

Constant -16.7** -14.5** -13.6** -4.95 1.34 4.88 -13.8** -11.9** -11.1** 

 (1.66) (1.74) (1.82) (7.39) (7.81) (9.16) (1.99) (2.00) (2.09) 

Observations 2,863 2,863 2,863 683 683 683 2,180 2,180 2,180 

Note: Robust standard errors in parentheses, **p<0.01, *p<0.05. 



 

 

Table 3: Relationship with U.S. Sanctions 

Targets & U.S. FDI Inflows in Developing 

Countries (w/ Country Fixed-Effects) 
 10 11 12 

    

Sanction Busting  0.43**  

  (0.13)  

U.S. Sanctions  0.088**  

  (0.022)  

Target Dependence   0.66* 

   (0.30) 

Recipient Dependence   0.0009 

   (0.011) 

U.S. Sanctions Target 0.23 -0.050 0.12 

 (0.31) (0.31) (0.30) 

Economic Growth 0.054** 0.056** 0.057** 

 (0.020) (0.019) (0.020) 

Per Capita GDP 1.09 0.58 0.57 

 (0.64) (0.67) (0.76) 

Population -2.73** -4.70** -2.94** 

 (0.76) (0.87) (0.76) 

Liberal Democracy 0.031 0.022 0.037 

 (0.027) (0.027) (0.027) 

Regime Durability -0.0034 -0.0012 0.0004 

 (0.014) (0.014) (0.014) 

Civil Conflict -0.52 -0.59 -0.54 

 (0.39) (0.39) (0.38) 

Govt. Spending -0.010 -0.010 -0.0099 

 (0.038) (0.039) (0.039) 

S-Score with U.S. 2.03 0.64 2.12 

 (2.28) (2.43) (2.25) 

U.S. Trade 0.11 -0.074 0.11 

 (0.17) (0.17) (0.16) 

U.S. Distance - - - 

    

U.S. FDI Stock -0.076 -0.048 -0.079 

 (0.10) (0.11) (0.10) 

Global U.S. FDI Flows 1.6e-05** 1.8e-05** 1.6e-05** 

 (2.9e-06) (3.0e-06) (2.9e-06) 

Constant 36.3** 71.3** 43.1** 

 (12.5) (14.5) (13.0) 

Observations 2,180 2,180 2,180 

Note: Robust standard errors in parentheses **p<0.01, 

*p<0.05. 

  



 

 

Figure 1: Sanction Busting States as a Share of 23 U.S. MNCs' Hosts in the Developing World (1993-2000) 

 



 

 

Figure 2: Estimated Effect of Sanction Busting on U.S. FDI Inflows in Developing Countries 
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Figure 3: Estimated Effect of Target Dependence on U.S. FDI Inflows in Developing Countries 
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Web Appendix 
 

 

This appendix presents summary statistics and results of several robustness checks, some of 

which are discussed in the main manuscript.   

 

 

Table A0a: Summary Statistics, Developed Countries 

 

Table A0b: Summary Statistics, Developing Countries 

 

Table A1: Sanction Busting & U.S. FDI Inflows in Developing Countries (Accounting for 

Outliers) 

 

Table A2: Trade Dependence & U.S. FDI Inflows in Developing Countries (Accounting for 

Outliers) 

 

Table A3: Economic, Political, and Geographic Ties to U.S. Sanction Targets & U.S. FDI in 

Developing Countries 

 

Table A4: U.S. FDI Inflows in Developing Countries (including a Lagged Dependent Variable) 

 

Table A5: Relationship with U.S. Sanctions Targets & U.S. FDI Inflows in Developing 

Countries (including Capital Account Openness) 

 

______________________________________________________________________________ 

 

A Note on the inverse hyperbolic sine (IHS) transformation used to construct our 

dependent variable (see footnote 60): 

 

FDI data are highly skewed in their distribution. Because of this, it is common practice to take 

their natural logarithm as a means of down-weighting distant outliers. However, a log 

transformation of non-positive values is mathematically undefined, and is thus problematic when 

there are many zero and negative values in the data. One solution is to use the inverse hyperbolic 

sine (IHS) transformation (Burbridge, Magee and Robb 1988). IHS is defined as 

 𝑙𝑛 (𝑥 +√(𝑥 × (𝑥 + 1))),  

and is roughly equal to ln(2x), except for when values of x are very small. As such, regression 

results using an IHS-transformed dependent variable are interpreted in exactly the same way as 

when one uses a logarithmic transformation. The important difference is that the IHS 

transformation can also be applied to non-positive values, negating the need to make any major 

adjustments to the data prior to transformation. This is the approach we use here. 
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Table A0a: Summary Statistics, Developed 

Countries 
 Mean Std. Dev. Min Max 

FDI Inflows 5.64 4.58 -9.50 11.49 

Sanction Busting 1.77 3.37 0 19 

U.S. Sanctions 18.36 8.48 5 33 

Target Dependence 2.05 2.38 0.05 14.17 

Recipient Dependence 4.50 4.12 0.15 28.78 

U.S. Sanction Target 0 0 0 0 

Economic Growth 3.18 2.56 -7.28 12.9 

Per Capita GDP 9.63 0.43 8.09 10.53 

Population 16.48 1.09 14.85 18.66 

Liberal Democracy 9.15 3.39 -9 10 

Regime Durability 51.24 36.27 0 152 

Civil Conflict 0.05 0.21 0 1 

Govt. Spending 18.39 4.32 8.09 29.6 

S-Score with U.S. 0.52 0.12 0.31 0.97 

U.S. Trade 8.50 1.67 4.95 12.88 

U.S. Distance 4506 1935 455 9913 

U.S. FDI Stock 9.48 1.62 6.00 13.04 

Global U.S. FDI Flows 56770 44814 1923 216442 

# Countries    20 

N    683 

Note: Summary statistics correspond with the sample used for 

obtaining Table 2 results. This includes all developed countries 

for which data were available except the U.S. 
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Table A0b: Summary Statistics, Developing 

Countries 
 Mean Std. Dev. Min Max 

FDI Inflows 2.14 4.33 -9.29 10.23 

Sanction Busting 0.29 0.82 0 10 

U.S. Sanctions 19.62 8.20 5 33 

Target Dependence 0.37 0.66 0 6.96 

Recipient Dependence 7.41 10.14 0 167.29 

U.S. Sanction Target 0.14 0.35 0 1 

Economic Growth 3.80 5.63 -32.10 39.5 

Per Capita GDP 7.19 1.22 4.44 10.77 

Population 16.12 1.54 12.80 20.95 

Liberal Democracy -0.12 7.05 -10 10 

Regime Durability 15.31 17.35 0 102 

Civil Conflict 0.28 0.57 0 2 

Govt. Spending 14.63 6.65 2.98 69.5 

S-Score with U.S. 0.46 0.21 0.07 0.81 

U.S. Trade 6.20 2.08 -1.47 12.53 

U.S. Distance 5475 2346 1447 10171 

U.S. FDI Stock 5.93 2.97 -10.02 11.27 

Global U.S. FDI Flows 64280 49236 1923 216442 

# Countries    115 

N    2180 

Note: Summary statistics correspond with the sample used for 

obtaining Table 2 results. This includes all developing 

countries for which data were available. 
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Table A1: Sanction Busting & U.S. FDI Inflows in 

Developing Countries (Accounting for Outliers) 
 SB Dummy SB Ordinal SB Outlier 

Dummy 

Top SBers 

Dropped‡ 

     

Sanction Busting 0.52† 0.55** 0.33* 0.56** 

 (0.29) (0.16) (0.17) (0.13) 

SB ≥ 4 Dummy   1.03  

   (0.81)  

U.S. Sanctions -0.013 -0.015 -0.014 -0.023 

 (0.013) (0.013) (0.013) (0.014) 

U.S. Sanctions Target -0.022 -0.044 -0.095 0.008 

 (0.27) (0.27) (0.27) (0.28) 

Economic Growth 0.079** 0.078** 0.077** 0.084** 

 (0.015) (0.015) (0.015) (0.016) 

Per Capita GDP 0.53** 0.51** 0.52** 0.38** 

 (0.12) (0.12) (0.12) (0.13) 

Population 0.52** 0.50** 0.50** 0.35** 

 (0.10) (0.10) (0.100) (0.11) 

Liberal Democracy 0.007 0.010 0.01 0.016 

 (0.015) (0.015) (0.015) (0.015) 

Regime Durability -0.003 -0.004 -0.004 -1.7e-04 

 (0.006) (0.006) (0.006) (0.006) 

Civil Conflict -0.54** -0.50** -0.48** -0.40* 

 (0.17) (0.17) (0.17) (0.18) 

Govt. Spending -0.008 -0.008 -0.008 -0.014 

 (0.013) (0.013) (0.013) (0.013) 

S-Score with U.S. 1.79** 1.78** 1.83** 1.01 

 (0.64) (0.64) (0.64) (0.67) 

U.S. Trade -0.012 -0.029 -0.033 0.076 

 (0.094) (0.094) (0.094) (0.098) 

U.S. Distance 7.9e-05 7.6e-05 7.2e-05 5.2e-05 

 (4.6e-05) (4.6e-05) (4.6e-05) (4.6e-05) 

U.S. FDI Stock 0.19** 0.19** 0.19** 0.16** 

 (0.051) (0.051) (0.051) (0.049) 

Global U.S. FDI Flows 6.3e-06** 6.2e-06** 6.1e-06** 6.7e-06** 

 (2.2e-06) (2.2e-06) (2.2e-06) (2.2e-06) 

Constant -12.6** -11.9** -12.1** -8.63** 

 (2.02) (2.02) (2.00) (2.27) 

Observations 2,180 2,180 2,180 2,060 

Note: Robust standard errors in parentheses, **p<0.01, *p<0.05, †p<0.1 

Note: ‡ Top 5 most prolific sanction busters dropped from analysis 

(Argentina, Brazil, China, Saudi Arabia, USSR/Russia) 

 

Our key findings are robust to down-weighting Sanction Busting outliers. In the first column, 

results show that even when Sanction Busting is treated as a dummy variable, it still shows a 

marginally significant positive relationship with U.S. FDI. Sanction Busting is compressed into 4 

ordinal categories in the second column (0 = 0; 1 = 1; 2 = 2 or 3; 3 = 4+). A dummy variable that 

equals 1 when Sanction Busting ≥ 4 is included in the third model. Finally, the top 5 most 

prolific sanction busters among developing countries over this period are dropped from the 

analysis presented in the fourth column. In each of these cases, Sanction Busting remains 

positive and significant, giving us confidence that outliers are not driving our findings. 
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Table A2: Trade Dependence & U.S. FDI Inflows 

in Developing Countries (Accounting for Outliers) 
 TD & RD Outlier  

Dummies 

TD Outliers ( > 2)  

Dropped 

   

Target Dependence 0.74** 0.65* 

 (0.24) (0.30) 

TD Outlier -0.31  

 (0.83)  

Recipient Dependence -0.028* -0.012 

 (0.011) (0.007) 

RD Outlier 0.97*  

 (0.46)  

U.S. Sanctions Target -0.098 -0.11 

 (0.27) (0.28) 

Economic Growth 0.082** 0.083** 

 (0.015) (0.016) 

Per Capita GDP 0.45** 0.50** 

 (0.13) (0.13) 

Population 0.43** 0.52** 

 (0.11) (0.11) 

Liberal Democracy 0.010 0.006 

 (0.015) (0.015) 

Regime Durability -0.003 -0.002 

 (0.006) (0.006) 

Civil Conflict -0.47** -0.47** 

 (0.17) (0.17) 

Govt. Spending -0.013 -0.010 

 (0.013) (0.014) 

S-Score with U.S. 1.85** 1.93** 

 (0.65) (0.65) 

U.S. Trade -0.052 -0.083 

 (0.088) (0.089) 

U.S. Distance 6.4e-05 5.1e-05 

 (4.7e-05) (4.7e-05) 

U.S. FDI Stock 0.20** 0.18** 

 (0.048) (0.048) 

Global U.S. FDI Flows 5.9e-06** 5.1e-06* 

 (2.0e-06) (2.0e-06) 

Constant -10.6** -12.0** 

 (2.13) (2.26) 

Observations 2,180 2,112 

R-squared 0.153 0.131 

Note: Robust std. errors in parentheses, **p<0.01, *p<0.05 

 

Our key findings are robust to down-weighting Target Dependence outliers. In the first column, 

dummy variables are included that equal 1 when Target Dep. ≥ 2 and Recip. Dep. ≥ 20, 

respectively (these correspond with the top of the distribution on each variable). In the second 

column, the Target Dep. outliers are simply dropped from the analysis. In both cases, Target 

Dependence remains positive and significant. Interestingly, Rec. Dep. is negative and significant 

while its outlier dummy is positive and significant. While we don’t want to read too far into this, 

it might suggest that there is a relationship here that is more nuanced than we’ve allowed for. 
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Table A3: Economic, Political, and Geographic Ties to U.S. Sanction 

Targets & U.S. FDI in Developing Countries 
 Trade Dep. Neighbors Def. Pacts S-Score Combined 

      

Target Dependence 0.65**    0.79** 

 (0.14)    (0.15) 

Recipient Dependence -0.011    -0.004 

 (0.007)    (0.007) 

Neighboring Targets  -0.090   -0.25* 

  (0.097)   (0.11) 

Def. Pacts w/ Targets   -0.035  -0.017 

   (0.046)  (0.048) 

S-Score w/ Targets    0.012 0.008 

    (0.011) (0.011) 

U.S. Sanctions Target -0.087 -0.005 -0.023 -0.045 -0.037 

 (0.27) (0.27) (0.26) (0.26) (0.27) 

Economic Growth 0.080** 0.081** 0.081** 0.081** 0.081** 

 (0.015) (0.015) (0.015) (0.015) (0.015) 

Per Capita GDP 0.48** 0.57** 0.57** 0.56** 0.48** 

 (0.12) (0.12) (0.12) (0.12) (0.12) 

Population 0.45** 0.60** 0.56** 0.56** 0.50** 

 (0.10) (0.11) (0.10) (0.10) (0.11) 

Liberal Democracy 0.01 0.002 0.002 0.002 0.006 

 (0.015) (0.015) (0.015) (0.015) (0.015) 

Regime Durability -0.003 -0.002 -0.002 -0.002 -0.003 

 (0.006) (0.006) (0.006) (0.006) (0.006) 

Civil Conflict -0.47** -0.55** -0.55** -0.55** -0.43* 

 (0.17) (0.17) (0.17) (0.17) (0.17) 

Govt. Spending -0.013 -0.007 -0.009 -0.009 -0.01 

 (0.013) (0.013) (0.013) (0.013) (0.013) 

S-Score with U.S. 1.88** 1.87** 1.90** 1.89** 2.02** 

 (0.64) (0.65) (0.65) (0.65) (0.65) 

U.S. Trade -0.073 -0.013 -0.005 -0.002 -0.057 

 (0.088) (0.088) (0.089) (0.088) (0.090) 

U.S. Distance 6.7e-05 7.6e-05 6.4e-05 4.8e-05 2.7e-05 

 (4.7e-05) (4.6e-05) (5.0e-05) (5.4e-05) (5.6e-05) 

U.S. FDI Stock 0.20** 0.19** 0.20** 0.20** 0.19** 

 (0.048) (0.048) (0.047) (0.046) (0.049) 

Global U.S. FDI Flows 5.6e-06** 5.9e-06** 5.8e-06** 5.6e-06** 5.6e-06** 

 (2.0e-06) (2.0e-06) (2.0e-06) (2.0e-06) (2.0e-06) 

Constant -11.1** -14.3** -13.7** -14.6** -12.2** 

 (2.09) (2.07) (1.99) (2.09) (2.24) 

Observations 2,180 2,180 2,180 2,180 2,180 

Note: Robust standard errors in parentheses, **p<0.01, *p<0.05 

 

It is possible political and geographic ties with target states also matter. Neighboring Targets 

counts the number of target states the host borders; Def. Pacts w/ Targets counts the number of 

target states the host has defensive alliances with; and S-Score w/ Targets calculates the host’s 

average S-Score with target states. While none of these variables show a strong correlation with 

U.S. FDI inflows, Target Dependence continues to demonstrate a significant relationship, 

implying that it is economic ties with target states that investors look to. This is consistent with 

Early’s findings that economic ties primarily drive sanction busting activity (2009). 
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Table A4: U.S. FDI Inflows in Developing 

Countries (w/ Lagged Dependent Variable) 
 1 2 3 

    

Lagged DV 0.20** 0.20** 0.20** 

 (0.028) (0.028) (0.028) 

Sanction Busting  0.35**  

  (0.10)  

U.S. Sanctions  -0.017  

  (0.014)  

Target Dependence   0.49** 

   (0.14) 

Recipient Dependence   -0.012 

   (0.007) 

U.S. Sanctions Target -0.029 -0.046 -0.057 

 (0.27) (0.27) (0.27) 

Economic Growth 0.074** 0.070** 0.073** 

 (0.016) (0.016) (0.016) 

Per Capita GDP 0.51** 0.46** 0.45** 

 (0.13) (0.13) (0.13) 

Population 0.46** 0.41** 0.38** 

 (0.10) (0.10) (0.11) 

Liberal Democracy 0.001 0.007 0.005 

 (0.015) (0.015) (0.016) 

Regime Durability -0.0020 -0.003 -0.003 

 (0.0058) (0.006) (0.006) 

Civil Conflict -0.54** -0.48** -0.47** 

 (0.18) (0.18) (0.18) 

Govt. Spending -0.014 -0.014 -0.018 

 (0.014) (0.014) (0.014) 

S-Score with U.S. 1.50* 1.48* 1.57* 

 (0.65) (0.65) (0.65) 

U.S. Trade 0.026 0.021 -0.026 

 (0.092) (0.100) (0.093) 

U.S. Distance 6.2e-05 5.9e-05 5.4e-05 

 (4.9e-05) (4.9e-05) (4.9e-05) 

U.S. FDI Stock 0.10 0.096 0.11 

 (0.055) (0.060) (0.056) 

Global U.S. FDI Flows 4.8e-06* 5.4e-06* 4.8e-06* 

 (2.1e-06) (2.3e-06) (2.1e-06) 

Constant -11.4** -9.80** -9.37** 

 (2.07) (2.07) (2.17) 

Observations 2,021 2,021 2,021 

Note: Robust standard errors in parentheses 

**p<0.01, *p<0.05 

 

Our key findings are robust to the inclusion of a lagged dependent variable (LDV). This implies 

that Sanction Busting and Target Dependence not only have a positive effect on levels of U.S. 

FDI inflows, but also on the rate of change in U.S. FDI inflows. Interestingly, the LDV itself only 

takes on a coefficient of .2, suggesting that year-to-year trends in U.S. FDI flows are not 

particularly strong. Indeed, there is little difference in overall model performance when we 

include the LDV. 

. 
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Table A5: Relationship with U.S. Sanctions 

Targets & U.S. FDI Inflows in Developing 

Countries (w/ Cap. Account Openness) 
 1 2 3 

    

Account Open 0.12 0.13 0.13 

 (0.090) (0.090) (0.090) 

Sanction Busting  0.44**  

  (0.10)  

U.S. Sanctions  0.016  

  (0.016)  

Target Dependence   0.64** 

   (0.16) 

Recipient Dependence   -0.0074 

   (0.0094) 

U.S. Sanctions Target 0.028 -0.081 -0.018 

 (0.28) (0.28) (0.28) 

Economic Growth 0.081** 0.081** 0.080** 

 (0.018) (0.018) (0.018) 

Per Capita GDP 0.55** 0.52** 0.47** 

 (0.14) (0.14) (0.14) 

Population 0.59** 0.55** 0.49** 

 (0.12) (0.12) (0.12) 

Liberal Democracy 0.0076 0.011 0.015 

 (0.017) (0.017) (0.017) 

Regime Durability -0.0042 -0.0061 -0.0057 

 (0.0064) (0.0064) (0.0065) 

Civil Conflict -0.52** -0.45* -0.43* 

 (0.19) (0.19) (0.19) 

Govt. Spending 0.0058 0.0048 0.0017 

 (0.015) (0.015) (0.015) 

S-Score with U.S. 1.95** 1.92** 1.94** 

 (0.70) (0.70) (0.71) 

U.S. Trade 0.028 -0.061 -0.035 

 (0.10) (0.11) (0.10) 

U.S. Distance 7.7e-05 6.6e-05 6.0e-05 

 (5.1e-05) (5.1e-05) (5.1e-05) 

U.S. FDI Stock 0.17** 0.19** 0.17** 

 (0.056) (0.059) (0.057) 

Global U.S. FDI Flows 6.8e-06** 5.3e-06* 6.3e-06** 

 (2.2e-06) (2.3e-06) (2.2e-06) 

Constant -14.6** -13.5** -11.9** 

 (2.23) (2.25) (2.32) 

Observations 1,899 1,899 1,899 

Note: Robust standard errors in parentheses 

**p<0.01, *p<0.05 

 

Our base model of U.S. FDI flows includes most standard controls (plus some). However, we did 

opt to exclude capital accounts openness (Chinn and Ito 2006). This is because including it 

shrinks our sample size by about 13%, and the variable itself is not significant in any of our 

models (this non-finding is consistent with other studies of U.S. FDI flows, e.g. Biglaiser and 

Lektzian 2011). Further, our own key findings change little when we include it, as shown here. 


