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Abstract

This paper investigates whether diplomatic relations have an impact on the location

of foreign direct investment (FDI). This causality may be bidirectional since the conflict

resolution literature has argued that globalisation exerts a pacifying effect on political

conflicts and their more serious form, wars. The possibility of simultaneity between FDI

and diplomatic relations is tested using a new political events dataset and a dynamic

panel data model, which resolves the potential endogeneity bias and explicitly models the

self-reinforcing nature of FDI. Econometrics results confirm that FDI and diplomatic rela-

tions are endogenous and indicate that interstate political interactions and the existence

of an armed conflict on a host country territory strongly affect the location choices of

multinational companies.
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