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Abstract

In this paper, | examine institutional differences between countries and the effect that those
differences have on FDI flows using data from 193 countries and ten institutional indicators from
the Index of Economic Freedom. I find a statistically significant result for five institutional distance
variables. My results also support existing literature that claims that strong institutions increase
FDI flows. I found that strong institutions are negatively associated with FDI inflows to low income
countries, with the exception of trade and natural resources, suggesting that firms are investing in
low income countries for natural resources and cheap production that can be exported efficiently.
For middle income and high income countries, strong institutions are positively associated with
FDI; however, for middle income countries, governance and regulation are important and for high
income countries financial markets and capital mobility are more important. I also found that
institutions are especially important determinants of FDI for countries in Europe, Latin America,

and Sub-Saharan Africa.
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Introduction

The growth-promoting aspects of foreign direct investment (FDI) have long been established
in economic literature. Strong institutions have also been associated with increased FDI flows,
which enhance economic growth in the destination country. Figure 1 shows this relationship. In this
study I will focus on the link between FDI and Institutions, rather than FDI and economic growth.
Although this is a heavily trodden area of study, relatively little research has been done on the
relationship between institutional distance and FDI. Institutional distance measures how similar
the origin country and the destination country are to one another based on the quality of their

institutions.

Figure 1: Institutions, FDI, and Economic Growth

This topic is important because countries may be able to attract FDI more effectively from
countries with similar institutions and thus promote domestic economic growth. It may also suggest
that weaker institutions pose less of an impediment to FDI flows than previously assumed because
small institutional differences may counteract some of the negative effects of weak institutions. My
initial hypothesis was that the smaller the institutional distance between two countries, the greater
the FDI flows between them. The intuition behind this is that multinational firms will invest more
in countries that have similar institutional characteristics to their home country because they are

used to operating in a similar manner. The true answer seems to be far more nuanced. To test
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different indicators of institutional distance, I will use the Heritage Foundation’s Index of Economic
Freedom (2014). This paper is broken into six parts: a literature review, an examination of the data,
a description of the model used, an analysis of the results, a section of possible problems, and a

conclusion, which includes a discussion about future work on this topic.

Literature Review

This literature review looks at the existing literature that ties economic growth, institutions,
and FDI together. The main proxies for institutions are the Fraser Institute Index and the Index of
Economic Freedom produced by the Heritage Foundation. This is a heavily studied area; however,
there are a number of gaps in existing literature, as it is mostly regional or at a particular income
level. Another possible problem that is not addressed in many of the papers is the regression
technique used, as most of the following studies use an OLS regression, which may not be the proper
technique when using FDI data for reasons that will be explained during the explanation of the
model.

There are a vast number of studies that establish the role of FDI in promoting economic
growth. Using data from 1971 to 2000, Shiva Makki and Agapi Somwaru provide evidence that FDI
and Trade contribute significantly to economic growth in 66 developing countries (2004). On a
regional level, Marta Bengoa and Blanca Sanchez-Robles find that FDI is positively correlated with
economic growth in Latin America (2003).

There are also studies that show that not only does FDI promote economic growth, but it also
can increase the strength of institutions if they are already at a minimum level of development. In a

paper by Abdoul Ganiou Mijiyawa, Mijiyawa uses the Fraser Institute as a proxy for property rights






Appendix

Appendix 1: List of Countries
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Bolivia

B. Virgin Islands

Cameroon
Canada

Cayman Islands
Central African
Chad

China,

China: Hong Kong SAR
China: Macao SAR
Cl«te d'Ivoire
Colombia
Comoros

Congo

Cook Islands
Costa Rica

Croatia
Cuba

Greenland
Grenada
Guatemala
Guinea
Guinea-Bissau
Guyana

Haiti
Honduras
Hungary
Iceland
Indonesia
Iran, Islamic Republic of
Iraq

Ireland

Kazakhstan
Kenya
Kiribati
Kuwait
Kyrgyzstan
Lao

Latvia

Lebanon
Lesotho

Netherlands

Paraguay
Peru
Philippines
Poland

Republic of Korea
Republic of Moldova
Romania

Russian Federation
Rwanda

Saint Kitts and Nevis

Saint Lucia
Saint Vincent and the Grenadines

Tonga

Trinidad and Tobago
Tunisia

Turkey
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Appendix 2: General Framework for the Estimation of Natural Resources Wealth
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Appendix 3: Correlation Matrix for Institutional Variables

N TR

0.8922 1
0.2421| -0.2988 1
0.3511| -0.4431 0.4482 1
0.7381 0.7209| -0.0766 0.2231 1
0.4199 0.3856 0.0759 0.0995 0.486 1
0.4545 0.4082 -0.113 0.0243 0.3609 0.1591 1
0.423 0.4589| -0.0049 0.1847 0.4374 0.2204 0.202 1
0.6951 0.6304| -0.1492 0.1867 0.6126 0.284 0.4758 0.482 1
0.6437 0.5779 -0.06 0.173 0.5613 0.2975 0.4958 0.4801 0.7236 1
0.7414 0.8302 -0.2636 0.3952 0.594 0.28 0.3263 0.4502 0.4912 0.4955 1
0.0185| -0.0155 0.0142 0.0105 0.0096| -0.0052 -0.0208 0.0125| -0.0107 -0.0104 -0.0103 1
0.0693| -0.0725 0.0698 0.1772 0.0258 0.0729| -0.0783 -0.0898| -0.0925| -0.0828| -0.1489| -0.0609 1
0.3242| -0.3052 0.1663 0.1619 0.3177 -0.13[ -0.1981 -0.2001| -0.3863| -0.3279| -0.0816 0.0042 -0.0189 1
0.0034 0.0039 0.002 0.0002 0.0009 -0.001 0.0012 0.0039 0.0045 0.0066 0.0063 0.1112 0.2244 0.0041 1
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