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Abstract

Research shows that country-level characteristics like regime type, political stability, and
partisan cycles shape the location decisions of multinational corporations (MNCs) for a given
host country. Yet we know much less about the influence of local politics in such investment
decisions. This is an important topic because local governments are often directly involved
in foreign investment attraction: they set up investment attraction offices, organize business
missions to foreign countries, and have the legal authority to allocate incentives and subsidies.
Using new data on effective FDI transactions to Brazil at the host municipality level between
2011 and 2021, this paper examines how political alignment — a crucial aspect of local politics
— influences FDI attraction. We conceptualize political alignment as the situation in which
the mayor’s party is a member of the president’s support coalition in Congress. We find that
political alignment increases the number of FDI transactions at the municipal level, but this
effect is conditional on regional factors: local politics matter more in municipalities that are less
attractive to investors. Taken together, our results add to the understanding that global economic
integration produces highly heterogeneous effects within a given country, as the strength of
political factors in explaining such variation is conditional on local economic patterns.

1 Introduction

Foreign direct investment (FDI) plays a crucial role in global politics, but its impact alsomanifests
at the local level. Inward foreign capital brings substantial benefits to the local host economy (Bunte
et al. 2018; Jensen and Rosas 2007), to the point of boosting local politicians’ electoral prospects
(Owen 2019). Consequently, subnational representatives spare no effort in trying to attract FDI to
their areas: among other strategies, they promote overseas investment missions (McMillan 2009),
set up international investment offices and promotion agencies (Bauerle Danzman and Slaski 2022),
and distribute generous investment incentives (Baccini et al. 2018). These initiatives allow local
politicians to claim responsibility for investors’ decisions (Jensen and Malesky 2018). But what
aspects of subnational politics, if any, effectively play a role in attracting FDI to specific states and
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municipalities? This paper examines the effects of political alignment between mayors and the
central government on FDI allocation at the municipal level.

We expect municipalities to attract more FDI when their mayors are the central government’s
co-partisans or political allies. Local-level allies are better positioned to grant advantages to foreign
investors in the short term, facilitating business at the moment they enter the host municipality.
We posit that political alignment provides advantages to investors through two channels. First,
it should facilitate access to investment incentives redirected from the national to the subnational
level. Access to these resources is crucial when investors are first entering a host municipality.
Second, political alignment should increase intergovernmental transfers used to provide public
goods like infrastructure and education, which foreign investors value. Still, we do not expect
political alignment to have a positive effect on FDI across the board. This effect should be less
pronounced in regions that already are attractive to investors. Dynamic, diversified municipalities
that are abundant in skilled labor and display good infrastructure are already pursued by investors,
rendering political factors less relevant for investment decisions (Simmons et al. 2018). In contrast,
less dynamic regions should benefit from political alignment, which can signal to investors that
there might be some advantages in investing in these usually less attractive areas.

We test our hypotheses using a new dataset of all FDI transactions received by each Brazilian
municipality between 2011 and 2021. Brazil, the world’s second-largest recipient of FDI in 2023
(behind only the United States),1 displays striking variation across its municipalities in terms of local
politics and regional factors that investors value. Crucially, Brazil’s political system is characterized
by high party fractionalization and intense party switching, which implies enormous variation in
political alignment across space and time. Given the hierarchical structure of our data, with 5,570
Brazilian municipalities nested within 26 states, we estimate multilevel negative binomial models
with random state and time effects, controlling for several municipal-level political, social, and
economic covariates.

Findings show a positive and statistically significant effect of political alignment on the count of
FDI transactions per municipality, which is robust to different specifications. These positive effects
are conditional, though: they are more pronounced in municipalities that display high levels of
economic concentration, that is, in less dynamic areas that are less desirable to investors. Political
alignment signals to investors that there might be some advantages in investing in these less
dynamic, more concentrated areas that may compensate for the lack of other valuable regional
attributes. Finally, we test whether the effects of political alignment are mediated by investment
incentives and intergovernmental transfers, two advantages that aligned municipalities might have
over non-aligned ones. The results are mixed, indicating that more research is needed to unveil the
relationship between alignment and FDI attraction.

There is a growing effort to acknowledge the interface between local and global political
economy (Ballard-Rosa et al. 2021; Rickard 2022), especially by extending the topic to developing
countries (Rickard 2020). We contribute to this effort in two ways. First, our results reinforce the
relevance of subnational politics beyond partisanship and ideology, two aspects that have dominated
the literature thus far (Pinto and Pinto 2008; Weymouth and Broz 2013; Garriga 2022). Given the
enormous variation in domestic politics between and within countries, it is crucial to consider
additional dynamics like political alignment (Simmons et al. 2018). Beyond Brazil, our findings
likely translate to countries like Indonesia, Morocco, Slovenia, and Tunisia, which have high party
fragmentation (Cruz et al. 2021), or Ecuador, Italy, Japan, and the Philippines, which have high
levels of party switching (Desposato 2006). Second, we highlight how persistent economic factors
condition the effects of local politics on FDI attraction.
1https://www.oecd.org/investment/statistics.htm
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2 Literature Review: The Role of Local Factors in Attracting
FDI

Most of the literature in international political economy studies the national-level determinants
of FDI attraction (Pandya 2016). This includes bilateral investment treaties (Elkins et al. 2006),
investor-state dispute settlement clauses (Moehlecke and Wellhausen 2022), the quality of property
rights (Jensen 2003; Li and Resnick 2003), screening requirements in strategic sectors (Bauerle Dan-
zman and Meunier 2023), local content requirements (Pandya 2014), tax and regulatory policies (Li
2006; Jensen 2012), partisan cycles (Pinto and Pinto 2008; Pinto 2013), party structure (Simmons
et al. 2018), and respect to human rights (Blanton and Blanton 2007). However, the role of state
and local politics in attracting foreign capital remains largely underexplored, save for some selected
contributions.

One question approached by this modest yet growing literature is how the partisanship and
ideology of state and local governments a�ect their ability to attract investment. For instance,
Garriga (2022) �nds that multinational corporations (MNCs) prefer Mexican states ruled by left-wing
governors, who are more likely to invest in human capital. In contrast, right-wing mayors in Brazil
are associated with more business creation than their leftist peers (Arvate and Story 2021); and in the
US, Republican-governed states experience a boost in investment from China (Lu and Biglaiser 2020)
and in the manufacturing sector (Wang and Heyes 2021), relative to Democrats. As a compromise,
Halvorsen and Jakobsen (2013) posit that divided state governments attract more FDI in the US;
since Republicans support low taxes and Democrats invest in public goods provision, a mix of both
approaches is most appealing to MNCs.

There is also growing interest in understanding whether investment incentives a�ect �rms'
subnational location decisions. The general answer is no: incentives sweeten the deal for �rms
that would have chosen a given location anyway (Oman 2000; Jensen and Malesky 2018). But much
of the evidence comes from the OECD (e.g. Jensen 2012). In developing countries, at least some
incentives appear to make a di�erence: lower corporate income taxes and longer tax holidays attract
more investment to Latin America (Klemm and Parys 2012), and tax cuts on direct investment pro�t
increase FDI to some Russian jurisdictions (Baccini et al. 2014). More broadly, �rms that receive
incentives are often already embedded in local markets, in sectors that conform to governments'
broader economic policy goals (Bauerle Danzman and Slaski 2022), at least in Latin America. This
is yet another indication that subnational politics matter for investment attraction.

Of course, other determinants of the subnational allocation of FDI must be considered. Among
social issues, low education levels, low trust in state authorities, high delinquency rates, and
organized crime competition signi�cantly reduce FDI in�ows, as shown by the study of Mexican
states (Escobar Gamboa 2012; Samford and Gómez 2014; Garriga and Phillips 2022). Moreover,
economic geography plays an important role in predicting the subnational location of inward FDI.
One key driver of regional variation in FDI is agglomeration, that is, geographic clustering (Glaeser
et al. 1992; Duranton and Puga 2001; Knoben 2009; Rodríguez-Pose and Crescenzi 2008). Business
activities, especially those of high added value, tend to cluster in large cities, as these o�er more com-
petitive consumer markets, knowledge-based services (like �nance and accounting), transportation
networks (including airports, ports, and roads), and telecommunications infrastructure (Storper and
Venables 2004; Duranton and Puga 2001). Granted, large cities often display �diseconomies of scale,�
such as high rental costs, congestion, and higher salaries, which may encourage �rms to spread to
contiguous cities. But this, in turn, bolsters the development of metropolitan areas, an important
determinant of �rm location itself (Crescenzi et al. 2019).

Agglomeration generates at least two positive externalities (Feldman and Audretsch 1999; Dur-
anton and Puga 2001; Beaudry and Schi�auerova 2009; Wang et al. 2016). The �rst, specialization,
refers to knowledge �ows exchangedwithin one sector. Specialized areas are home to a large pool
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of skilled workers who provide knowledge spillovers and foster economies of scale (Beaudry and
Schi�auerova 2009). In particular, MNCs provide knowledge spillovers to domestic �rms, which tend
to have less advanced managerial and technological capabilities (Ascani and Gagliardi 2020; Crespo
and Fontoura 2007; Moralles and Moreno 2020). The second positive externality, diversi�cation,
enables knowledge sharingbetweendi�erent sectors, generating new ideas across activities (Storper
and Venables 2004). The complementarity between diverse industries and specialized services
helps attract new investment (Duranton and Puga 2001). For complex economic activities, location
decisions depend on business opportunities and innovation to a greater degree than on lower costs
and economies of scale. To leverage these bene�ts, �rms favor regions with high absorptive capacity,
which is the ability to assimilate external knowledge �ows and depends on pre-existing knowledge
sources like universities and local �rms (Cohen and Levinthal 1990; Miguélez and Moreno 2015;
Anselin et al. 1997; Feldman and Audretsch 1999; Cohen et al. 2002). In contrast, areas with lower
levels of agglomeration are often characterized by high concentration of one or a few economic
activities, which discourages FDI due to missing economic dynamism.

There are two takeaways from this literature review. First, subnational politics matter for
explaining variation in FDI in�ows within a host country, but we need to expand the focus beyond
ideology and partisanship to account for other political factors. Second, local politics does not
happen in a vacuum. To the extent that local politics helps attract or repel FDI, this e�ect is
moderated by a municipality's pre-existing social characteristics and economic structure. Thus,
what is missing from the literature is the interplay between local politics and economics. In what
follows, we argue that political alignment � the extent to which local politicians are allies or
opponents of the central government � shapes FDI in�ows at the municipality level, but always
conditional on the economic and social structure in which municipalities are embedded.

3 Argument

We begin by assuming that foreign investors make their location decisions in a sequential
process, �rst choosing a host country and then deciding on a more speci�c location (Mataloni Jr
2011). Within a host country, we expect foreign investors to favor municipalities whose local
governments are politically aligned with the central government, all else equal. Our reasoning is not
that investors fully understand the speci�cs of local politics. Rather, political alignment signals to
investors that the municipality is more likely to obtain resources from the allied central government
that can bene�t the MNC, especially in the short-term. At the point of entry, foreign �rms often
need to overcome information asymmetries and thus demand some indications of policy stability
that will allow the investment to establish itself and further develop; otherwise, they may choose
another location (Barry 2018). Considering that investors' reasoning about where to locate abroad
is multidimensional and often responds to broad considerations (Maitland and Sammartino 2015),
political alignment is a factor that can reduce the liability of foreignness for MNCs at the local level
(Belderbos et al. 2020). From this general reasoning, we derive our �rst hypothesis:

H1: Aligned local governments will attract more FDI than non-aligned ones.

Our proposition that political alignment is a positive cue for investors does not imply that it is the
only or even the most important factor shaping foreign investors' decisions for a given municipality.
Regional agglomeration, economic diversi�cation, and factors related to good infrastructure and
skilled labor supply are key predictors of MNCs' siting decisions, as these factors are crucial for
enhancing �rms' productivity. It follows that the e�ects of political alignment should be less
prominent in locations that already are attractive to foreign investors. Larger municipalities,
for example, tend to exhibit more agglomeration and higher diversi�cation, as well as better
access to infrastructure, transportation networks, and abundant skilled labor. The ability of these
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municipalities to attract FDI should be less dependent on politics, as they already display several
of the characteristics that investors value (Belderbos et al. 2020). In contrast, the impact of local
politics should be more discernible in smaller, less dynamic municipalities, which usually have lower
agglomeration, worse infrastructure, a smaller and less skilled labor supply, and whose economy
is often concentrated in one or a few activities. These municipalities are not readily attractive to
foreign investors, though they exhibit a few advantages relative to large cities, which are often
plagued by diseconomies of scale, such as crime, high rental costs, and tra�c congestion. We contend
that political alignment in smaller municipalities tilts the scale in their favor, as it signals to investors
that the local government can obtain resources from the central government that will bene�t the
investor at the point of entry, thus compensating for its lack of attractiveness, at least partially.2

Thus, we derive our second hypothesis:

H2: The e�ects of political alignment on FDI attraction are conditional on regional characteristics:
alignment will produce larger e�ects in less attractive municipalities for investors.

We consider two main mechanisms through which aligned municipalities can attract more FDI.
First, the central government should be more likely to prioritize its local allies when conceding
investment incentives, such as tax breaks, subsidies, capacity-building programs, and related policies
that streamline regulatory processes and reduce bureaucratic hurdles for foreign investors. Second,
the central government should be more likely to bene�t aligned local governments in granting
funding for projects related to transportation, utilities, and technology, which potential investors
�nd attractive.

We �rst discuss the possibility that political alignment increases the odds that local governments
receive central government resources for investment incentives. In decentralized federal systems,
state and local governments often have the legal mandate to engage in investment attraction: they
can grant tax and non-tax incentives, sell land at lower prices, and o�er cheap credit to MNCs.
But even in these systems, the main actor responsible for investment attraction remains the central
government, which provides resources for investment incentives to subnational entities. Despite
research showing that incentives rarely change �rms' locational decisions in OECD countries
(Jensen 2012; Jensen and Malesky 2018), there is some evidence from the developing world that
incentives make a di�erence (Klemm and Parys 2012; Baccini et al. 2014). Given that host
governments strategically grant incentives to cultivate investment in areas that ful�ll their broad
development goals (Bauerle Danzman and Slaski 2022) and to signal support for high-quality
investment projects to voters (Jud 2023), it is plausible that political alignment attracts more FDI
at the local level because aligned governments will be more e�ective in garnering incentives from
the central government.

Mechanism 1: Aligned local governments will attract more FDI because they have access to more
investment incentives.

The second possible channel through which political alignment could lead to more FDI is that it
should enable coordinated e�orts in infrastructure development. In Brazil, Chile, India, Portugal,
the US, and elsewhere, intergovernmental transfers are driven by political considerations (see,
respectively, Litschig 2012; Alberti et al. 2022; Arulampalam et al. 2009; Migueis 2013; Berry et al.
2010). Put simply, presidents allocate more transfers to co-partisan mayors (Ha and Jenkins 2024).
When co-partisan mayors receive more transfers, they are better able to invest in the provision of
public goods like infrastructure (Brollo and Nannicini 2012), crime reduction (Alberti et al. 2022),
and education (Litschig and Morrison 2013). This, in turn, might make these municipalities more

2This rationale is consistent with Li (2006), who argues that countries with a weaker rule of law grant more incentives
in an attempt to compensate for the poor institutional environment.
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attractive to foreign investors: given MNCs' demand for roads, ports, energy, safety, and skilled
labor (Bresslein et al. 2019), municipalities that invest more heavily in these sectors should provide
a larger return on investment.

Mechanism 2: Aligned local governments will attract more FDI because they have access to larger
intergovernmental transfers.

Yet there is reason to be skeptical of this latter mechanism. While political alignment increases
intergovernmental transfers in general, there is mixed evidence that such transfers actually lead
to increased public goods provision at the local level. In Brazilian municipalities, for example,
transfers have no e�ect on education or health and only a small e�ect on literacy rates (Gadenne
2017); some transfers are in fact associated with an increase in corruption (Brollo et al. 2013), which
may hurt FDI attraction (Zhu and Shi 2019).3 Even if transfers are properly implemented and end
up generating public goods that investors value, it might take a long time for these resources to
e�ectively materialize as roads, ports, or a skilled labor force, so we expect this channel to be less
e�ective in explaining why aligned governments should attract more FDI.

Regardless of the mechanism, a cohesive approach between local and central authorities likely
instills con�dence in foreign investors, who have the strongest bargaining position when negotiating
upfront deals. In democracies, political alignment is bound to change over time: today's local level
ally might lose future elections to a political foe who does not see eye to eye with the central
government. But future changes in political alignment are less likely to impact the investment terms
already in place, and even if they do, investors have limited exit options once they commit to a
speci�c location. For this reason, we expect foreign �rms to care most about political alignment
during the initial investment phase, which makes the investment incentives mechanism more
plausible.

4 Data and Methods

We test our hypotheses using subnational data from Brazil, the largest FDI recipient in the
developing world (UNCTAD 2022). We argue Brazil is an ideal case for our study because of the
high variation its 5,570 municipalities exhibit across our variables of interest. Our period of analysis
spans from 2011 to 2021.

4.1 Dependent Variable: FDI Transaction Count

We build our dependent variable using data from the Brazilian Central Bank and organized by
Apex-Brazil (Agência Brasileira de Promoção de Exportações e Investimentos). From January 1, 2011
to December 31, 2021, the Brazilian Central Bank recorded 51,103 unique inward FDI transactions
into the country. We collapse all FDI transactions to each Brazilian municipality and year into
the variableFDI Transaction Count. We use count because information about the value of each
transaction is not available. Although the count of transactions may hide important variation
across investments' values, these two measures should be largely correlated. Using the count is also
conceptually sensible in our context: each count represents a foreign investor's decision to allocate
its capital in a given municipality. An analysis of the geographic distribution of the transaction
counts shows that it largely conforms to expectations, as Figure 1 illustrates. Excluding São Paulo
and Rio de Janeiro � with 20,272 and 5,777 transactions, respectively �, the average municipality
attracted 0.409 transactions, and 4,414 did not attract a single transaction during this period.

3Under certain conditions, though, corruption may also help attract FDI (Zhu and Shi 2019).
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