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Abstract  

Property rights are an important subject of economic theory and as a product of institutional 

qualities an essential determinant of Foreign Direct Investment (FDI). The purpose of this 

study is to examine how middle income countries with, on average, weak property rights can 

attract investments from abroad, given their (formal) institutions, and if differences in 

institutional qualities have an effect on FDI inflows. Using a panel approach to observe a 

sample of 20 countries over ten years, we find that there is mixed evidence supporting this 

theory. Whilst the theoretical background suggests that institutional qualities do affect a 

country’s ability to attract or deter investments, we cannot conclude a significant effect in our 

results. Furthermore, the study concludes that certain products of institutional qualities 

(democracy, corruption) can lead to mixed effects on the net inflows of FDI, but that an 

important determinant is the market-size of the country.  
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1. Introduction  

Interest in foreign direct investment (FDI) has increased significantly over the past 

decades.  For many developing countries, the inflow of investments from abroad 

constitutes a large part of their capital investments and is, according to the United 

Nations Conference on Trade and Development (UNCTAD), necessary in generating 

jobs and facilitating income growth in developing economies (World Investment Report 

2017). FDI is essential not only for many developing economies but also a given part of 

many international firms’ operations, as the number of firms operating internationally 

has increased over the years (Todaro & Smith, 2012).  

In recent years the composition of FDI has changed from export-oriented 

outsourcing firms to local competitors penetrating the market, which means that the 

demands of investors have also changed (Van den Bulcke, Esteves & Zhang, 2003). 

There are recent studies implicating that conventional benefits, such as natural resources 

or low wages, may be secondary to institutional benefits (Narula & Dunning, 2000; 

Pleskovic & Stiglitz, 2000). In recent years foreign investors have recognised host 

country institutions as an increasingly important aspect of the locational determinants of 

FDI (Bevan, Estrin & Meyer, 2004).  

Institutions play a pivotal role in the development of countries but also in 

determining the host country qualities that investors consider when making decisions. A 

key role of institutions is the establishment of property rights and enforcement of them, 

which in turn relates to the investors locational decision. Previous research has linked 

the inflow of FDI to many things, such as political risk, investment climate, rule of law, 

corruption, and quality of bureaucracy. Democratic reforms or an increased level of 

transparency have often been considered to help attract FDI (Asiedu, 2005; Addison and 

Heshmati, 2003; Drabek & Payne, 1999), but the literature on property rights in 

combination with FDI on its own has been sparse. Studies have been done on OECD 

countries using the International Property Rights Index (IPRI) but middle income 

countries, although receiving a large share of total FDI inflows, have not been 

considered in this setting.  

Naturally the quality of property rights and enforcement is influenced by many 

institutional features, which on its own also represents an important locational 

determinant of FDI. The enforcement of property rights is often a direct product of 
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institutional qualities. Thus, in our study we aim to consider different measures of 

institutional qualities. Furthermore, we aim to investigate whether the establishment of 

property rights alone can be a sufficient condition when other desirable institutional 

qualities are low or inexistent, as has been suggested by A. Mathur and K. Singh (2003). 

The relationship between FDI and property rights would, thus, be an interesting one to 

investigate further, and possibly estimate in a model relating foreign direct investment 

flows to institutional qualities, with property rights as a focus.  

The aim of this study is to examine the relationship between level of property 

rights protection and the inflows of FDI, and further investigate what locational decision 

factors (e.g. country’s economic political and economic stability, geographic location, 

market size, taxation) are important to investors by examining the inflows of FDI and 

various institutional qualities in the top 20 receiving middle income countries over the 

time period 2007 to 2016.  
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2. Literature Review and Theoretical Framework 

Property rights and their protection are fundamentals of economic activity. They affect 

resource allocation, creation of incentives and stimulate productive activities in society 

(Cooter & Ulen, 2012). The sole determinant of effective distribution of limited resources 

is the ownership of right to usage, which is determined by property rights. Creating and 

imposing efficient allocation of property rights is an important part of institutions and 

their development policy, and institutions should regard this as one of their most 

important objectives (North, 1994). Enforcement of property rights is essential, since in 

its absence individuals are not encouraged to save and invest, and abandon incentives 

striving to an efficient market. Given that, property rights are of essential importance in 

the fundamentals of market economies and supported by the construction of the legal and 

social institutions and its functions (Dixit, 2009).  

Secure property rights are essential for the economic freedom of individuals and 

for firms. Weak property rights would, in practice, entail a lack of enforced contracts and 

property rights protection. This has a direct negative effect on firms’ incentives for 

development, and their strive for productivity decreases which results in an economically 

inefficient outcome (Gwartney & Lawson, 2006). Another important role of property 

rights is its ability to spread economic and political power throughout society, facilitated 

by the use of free resources, which have been freed from government monopoly. Many 

studies, such as Rodrik (2004), find that there is an increase in welfare in societies where 

entrepreneurs experience their investments to be safe under laws and rules. Therefore, we 

can conclude that the assignment, distribution and enforcement of property rights are 

optimal for economic efficiency.  

As property rights are considered of importance not only for individuals and firms 

but also to society as a whole, there are many rules and legislative bodies both nationally 

and internationally that govern them. Organisations such as the World Trade Organisation 

(WTO) emphasize the significance of property rights and aim to stimulate 

acknowledgement and protection of them. This was further emphasized during the 

multilateral trade negotiations (MTN) in Uruguay 1994, where an agreement on Trade-

Related Aspects of Intellectual Property Rights (TRIPs) was signed. The agreement tries 

to steer developing economies with membership in the WTO to adopt a new minimum 

standard on intellectual property rights. This acknowledges property rights as one of the 
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key elements leading to economic growth and emphasizes the importance of property 

rights protection in developing country as an essential for a functioning market. 

 

Institutions can be defined as formal and informal (Carter, 2014). Although both types of 

institutions create incentives for economic activity by enabling behaviour, our focus will 

be on formal institutions and the regulations they impose. The broad subject of 

institutional qualities can be narrowed down to many specific features, one of them being 

property rights. Developing countries have, on average, sustained less secure property 

rights and in particular faced problems in contract enforcement (Acemoglu & Robinson, 

2009). The problem of extractive economic institutions is not easily solved. These 

institutions lack law and order as well as secure property rights and have entry barriers 

and regulations that in practice prevent the functioning of markets. The problem persists 

in many developing countries and is often an obstacle on the path of economic prosperity 

(Todaro & Smith, 2012). Weak institutions are considered one of the root causes of the 

problems that lead to poor economic performance (Mijiyawa, 2013).  

Studies on the quality of institutions often define quality by level of corruption, 

government stability, profile of investment and internal and external conflicts (Fiodendji, 

2013). Another often used measure is a governance index which consists of voice and 

accountability, political stability and absence of violence, government effectiveness, 

regulatory burden, rule of law and freedom from graft (Edison, 2003). When measuring 

the quality of institutions, one does include contract enforcement and, thus, property 

rights are indirectly considered (Gastanaga, Nugent & Pashamova, 1998), as they either 

directly or indirectly affect the measured variables.  

 

The United Nations (UN) formally defines foreign direct investment (FDI) as 

“investments made to acquire lasting interest in or effective control over an enterprise 

operating outside of the economy of the investor” but can be simplified to investments 

made in foreign countries. FDI is an important inflow of capital to many developing 

countries which open up to international markets. In recent years there has been a shift in 

the literature concerning economic development, from traditional investments and growth 

rates (Rajan & Zingales, 1998; Aizenman & Shushko, 2011) to institutions as indicators 
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of income, growth and growth volatility in developing countries (Edison, 2003). There is 

also substantial research which suggests that not only does FDI contribute to the economic 

growth, but also help facilitate the implementation of economic institutional reforms 

(Kose et al., 2006). This suggests there might be bilateral causation that stronger 

institutions lead to an increase in FDI inflows, and that increased openness and inflows 

of FDI lead to institutions of higher quality.  

 The interaction between FDI and trade in advancing economic growth is positive 

and certain studies have proven that FDI not only contributes to the level of investment 

but also stimulates growing domestic investment rates. (Makki & Somwaru, 2004). As 

FDI has shifted from resource-seeking to efficiency-seeking, many foreign firms are 

aiming to become active participants in the host country markets. When firms are actively 

contributing to economic growth in the host country (Dunning, 2002), they are also 

increasingly interested in the host country’s institutional qualities, as government policies 

and other factors influenced by institutions can increase or decrease costs and thus the 

multinational enterprises’ (MNE) profitability. In the last decade, it has become 

increasingly important for firms to understand and accommodate the international 

legislative environment they operate in abroad (Van den Bulcke, Esteves & Zhang, 2003). 

There are also studies that argue the opposite, and instead find no relationship or a 

negative relationship between FDI and economic growth. Durham (2004) argues that the 

effects on host countries are contingent on their ability to ‘absorb’ the inflows of FDI, 

which in turn is dependent on the country’s institutions. Furthermore, a study by Moran 

(1998) found certain criticism on the effect that FDI has on growth, stating that foreign 

investment projects can have a negative impact on growth and economic welfare of the 

host country. The impact is likely to be negative especially in countries where there is 

low presence of competition from domestic firms, and the international firm creates its 

own monopoly position in the market. In this case, international ventures do not 

contribute positively as players in the domestic market. 

 

To build a theoretical framework underlying our model, we examine various aspects of 

institutional quality. There is a great variety of international features and we shall briefly 

consider the theoretical relationship between FDI and several measurable institutional 
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qualities. Whilst different institutions regulate different things independently, they of 

course work together and reinforce each other, yet we consider them independently. 

2.3.1 FDI, Corruption and rule of law 

Previous studies that have examined the relationship between corruption and foreign 

direct investment find an unsurprising result that a highly corrupt country can incur 

substantial difficulties to attract FDI. Studies have found considerable evidence that 

unreliable (and thus sometimes corrupt) institutions have a deterring effect on FDI (Buthe 

& Milner, 2008; Woodward & Rolfe, 1993), whilst other studies have failed to find a 

strong negative relationship between political and expropriation risk, and the inflows of 

FDI (Asiedu, 2002).  

Cuervo-Cazurra (2006) finds that countries with low level of corruption tend to 

deter away from countries with high levels of corruption, whilst the highly corrupt 

countries prefer to invest in counterparts that are equally if not more corrupt (Cuervo-

Cazurra, 2006). However, this does not necessarily imply that a less corrupt country 

attracts more FDI inflows – rather it suggests that firms operating in corrupt environments 

at home prefer to function similarly abroad and does not pose any relationship between 

low corruption and higher FDI inflows.  

A measure of rule of law is often used to evaluate the extent to which property 

rights can be enforced and protected and is, thus, an important indicator of the quality of 

property rights in a country (IPRI, 2014). Studies find that an unbiased and transparent 

legal system, aiming to protect property, rights should be a pre-requisite for many MNEs 

to consider investing in a host country. Not only do they decrease the transaction cost as 

they make bargaining and contract enforcement easier, but they also help diminish the 

uncertainty that many MNE’s suffer when investing abroad. The effect that a strong legal 

system has on property rights is in certain research positively related to FDI inflows 

(Globerman & Shapiro, 2002).  

The literature on middle and low income countries, corruption and its effect on FDI 

inflows is sparse, largely due to data availability problems. Majority of the research 

mentioned above focuses on countries with membership in the Organisation for 

Economic Co-operation and Development (OECD) or high income countries. Only 

Globerman and Shapiro (2002) consider a total of 144 countries over a two-year period 
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which resulted in finding a positive relationship between Governance Index and FDI 

inflows.  

2.3.2 Political stability and Democracy 

Political stability has also been considered as a variable directly affecting institutions, as 

it measures the likelihood that a government will be overthrown or destabilized 

(Kaufmann et al., 2009). In theory, the owners of MNEs should favour countries with 

stable political institutions, as the lack thereof would create an unpredictable environment 

(Buthe & Milner, 2008). Political stability affects a range of other factors (democracy and 

transparency) and should, therefore, also be considered when determining the quality of 

institutions.   

The research on democracy and FDI is plentiful, as in theory, democracy directly 

affects institutional quality. However, empirical research has come to mixed findings. 

There is certain evidence that a more democratic political environment affects FDI 

inflows (Addison & Heshmati, 2003; Asiedu, 2005; Busse & Hefeker, 2005), and that 

more democratic institutions on its own can improve property rights and protection (Li & 

Resnick, 2003). There are also studies that indicate the opposite, or no relationship at all. 

Harms and Ursprung (2002) find that whilst respecting political freedoms and civil 

liberties is important for FDI inflows, other institutional aspects have no significant 

impact on FDI. Consequently, a study by Li and Resnick (2003) finds that democratic 

institutions can have both a positive and a negative effect on FDI. They establish the link 

between increased democracy and improved property rights, but also pose that democratic 

institutions can impose negative limitations on the policies of a host country and therefore 

make them less attractive to foreign investors.  

2.3.3 FDI and Property Rights 

Whilst there is mixed evidence of democracy effecting FDI positively, it is not a sole 

indicator, as there are countries that rank low on the democracy index and yet receive 

high inflows of foreign direct investment, consequently scoring high on the property 

rights index (Mathur & Singh, 2003). Property rights solely have been considered by 

Haydaroğlu (2015), who, using the international property rights index, concluded that the 

level of property rights protection is relevant to FDI inflow in the EU and other OECD 

countries. Furthermore, this research concluded that through improved property rights 
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one could eliminate market distortions and, thus, have a positive impact on growth as well 

outside of the inflow of FDI.  

However, a study by Maskus in 2000 found that strong property rights protection 

alone is not a sufficient factor to build incentives for firms to invest, as there are countries 

such as Brazil and China, which have generous FDI inflows and weak property rights. 

Rather it is a combination of institutional qualities that form a competitive business 

environment that matter overall to FDI. A study by Watkins and Taylor (2010) found 

similar results, failing to find support for the hypothesis that stronger IPR protection 

effects FDI inflows into emerging economies. This proposes the theory that IPR regimes 

might be beneficial for the host country’s development (increasing other index scorings) 

but not necessarily beneficial for their attractiveness as destination of FDI. Conclusively 

Nunnenkamp and Spatz (2004) find that the benefits of well-established and protected 

property rights might be present, but that its effect varies across industries and depends 

on the host country’s inherent characteristics. Certain evidence was found to indicate that 

stronger intellectual property rights (IPR) protection may attract inflows of R&D 

intensive FDI inflows. This finding is reinforced in a study by Canals and Şener in 2014, 

where IPR protection strengthening is only relevant to high-tech (patent sensitive) 

industries.  

In a purely theoretical model by Brandstetter and Saggi (2011), they find that 

strengthening of IPR protection discourages imitation, which would suggest a decline in 

output and would. However, they find that this decrease is offset by the other country's 

influx of capital, as the country is considered a better host for outsourcing of production. 

This has mixed effects on prices of goods and production in the host and originating 

country, having different implications on FDI and welfare. In a similar theoretical study 

by Glass and Saggi (2001), they find that stronger IPR protection can lead to a reduction 

in FDI and innovation as resources are wasted on imitation and crowd out FDI, suggesting 

no clearly defined relationship. Similarly, a study by Chan and Tang (2016), finds a 

clearly defined positive relationship between IPR protection and FDI, but that the 

relationship inexistent in the short-run.  

Ivus (2010) found that strengthening patent rights in developing countries can 

increase FDI inflows, but also strengthens domestic innovation incentives and even 

become a barrier to trade as it leads to increased competition in the host country market.  
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A general study on property rights finds that weak property rights reduce a firm’s 

access to external financing as well as insufficiently allocates resources, which hinders 

the growth of firms (Claessens & Laeven, 2003). Moreover, both firms’ investment and 

reinvestment rates are higher in countries where property rights are more secure. When 

the protection of property rights is lacking, there is restricted incentive to invest. Often 

the ability to access trademark protection is a benchmark condition that is necessary but 

not always sufficient for firms to choose one host country over another (Johnson, 

McMillan & Woodruff, 2002; Besley, 1995).  

2.3.4 FDI and market size 

As mentioned earlier, institutional qualities are not the sole determinant of FDI inflows, 

and there are many other variables that should be accounted, for such as gross national 

income (GNI), which indicates the potential market size of a host country. Although 

easily substitutable by gross domestic product (GDP), using GNI as a measure will 

exclude FDI inflows and only account national income. In previous research conducted 

by Bhatt (2008), Pournarakis (2004), Busse (2003) covering a variety of countries 

including middle income countries, GNI has been used as a measure of market size and 

found to be positively related to FD. In a theoretical study by Kohler (2013), a significant 

positive relationship between the income of a host country’s middle class and the FDI 

inflows from OECD countries was found. Based on this, we suggest using GNI of the 

host country, which considers income on an individual level, in our study rather than 

GDP. Bevan and Estrin (2000) also found significant evidence that supports the theory 

that market size is one of the key determinants of foreign investments. Many empirical 

studies confirm this hypothesis, and also find that this can be extended to other 

demographic factors as well. Market size, population growth and market size growth were 

found to have a significantly positive impact on FDI (Petrović-Ranđelović et al., 2017). 

2.3.5 FDI and Human Development Index  

The research linking human development to FDI is plentiful. Mainly it suggests that FDI 

can contribute to human development as measured by the Human Development Index 

(HDI) mainly due to information spillovers and investments in the host country (Sharma 

& Gani, 2007). The research on the opposite effect, a higher Human Development index 

leading to a greater ability to attract FDI is absent, but its components have been evaluated 

such as GNI per capita as an indicator for market size. Gittens (2006) finds that foreign 
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direct investments do have a positive impact on human capital, as measured by the 

enrolment in secondary education. However, a study by Ram and Zhang (2002) finds no 

significant effects.  

There is evidence that human capital is important for efficiency seeking companies 

that aim to penetrate the market and become an active participant (Miyamoto, 2003 & 

Asiedu, 2002), suggesting that education level is a determinant of FDI. In the recent years 

we have seen a shift from cost-advantage based exporting investment decisions to 

Greenfield investments where parent companies build new operations in a foreign country 

from scratch, with the purpose of operating as a subsidiary in the host country (Van den 

Bulcke, Esteves & Zhang, 2003). This would suggest that the demand for local human 

capital is becoming higher in the host countries, which could have substantial effects on 

the level of education and, thus, HDI.  

 

As past literature concludes there are many institutional factors and products from 

institutions that affect foreign direct investment decisions. Thus, based on the literature 

previously discussed we have formulated the following hypotheses:  

I. There is a positive relationship between the variable measuring the International 

Property Rights Index and the net inflow of FDI.  

II. Other institutional qualities and features of it (democracy, transparency, and 

efficient bureaucracy) should have a positive effect on FDI inflows.   
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3. Data and Method 

In this study we aim to observe different institutional qualities that affect the allocation 

and enforcement of property rights. Furthermore, we briefly examine the indices we shall 

use in our research. 

 

To limit the number of countries we select from the “Middle income countries”, we use 

the atlas method for Gross National Income (GNI) per capita, which also has been used 

by the World Bank. Our sample size consists of 20 host countries that have been chosen 

by looking at the countries receiving the highest FDI per capita (on an average of the 

sampled period), sampled over the years 2007 to 2016. We selected this number because 

we believe it is sufficiently large to make accurate statistical inferences. By choosing the 

countries receiving the highest inflows of FDI we aim to capture the effects of institutions 

in countries where FDI is an important source of investment. The selected countries can 

be found in table A1 in the appendix. Out of the countries with the highest average FDI 

per capita, we removed six countries (Suriname, Lebanon, Turkmenistan, Gabon, 

Namibia and Belarus) since there was no or limited data available on their international 

property rights index score.  

 

As the dependent variable we will use FDI net inflows in a country between the years 

2007 and 2016. The data is obtained from the World Bank (2018) and is measured in 

current US dollars. To account for growth over time, we will log the variable.  

 

International Property Rights Index (IPRI): Although there are attempts at 

international comparative studies to determine the degree of property rights using survey 

data, one more consistent measure is the International Property Rights Index (IPRI), 

published annually by the Property Rights Alliance.  It consists of three sub-components: 

Legal and political environment (LP): Extent to which a country can enforce a system 

of property rights. It has four separate indicators to consider this: the independence of the 

judicial system, the strength of the rule of law, the control of corruption and the stability 

of the political system.  
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Physical Property Rights (PPR): A strong property rights protection regime builds 

not only on enforcement but also on the public’s confidence in its effectiveness to protect 

private property rights. It consists of three separate variables, the protection of physical 

property rights, registering property (procedures and measures necessary to) and ease of 

access to loans.  

Intellectual Property Rights (IPR): This sub component measures protection of 

intellectual property rights based on a survey from the World Economic Forum’s Global 

Competitiveness, but also patent protection and the level of piracy in the IP sector 

(copyright piracy).  

 

The following variables will be considered as control variables in our regressions: 

 

Corruption Perception Index: Since 1995, Corruption Perception Index measures the 

level of public sector corruption. Data sources for this index are constrained by a set of 

criteria and collected from various organisations and institutes within countries. The data 

is standardized to a scale of 0 – 100 with 0 being the highest level of perceived corruption 

and 100 the lowest. For a country to be included, at least three sources must be able to 

assess this country. The CPI score reported and used in our study is an average of all 

assessments. Prior to 2012 the corruption perception index used a measure of 0 – 10, 

instead of the current ranking. As the method of measurement has not changed, for 

observations prior to 2012 we have multiplied the value by 10 to improve data 

consistency.  

Democracy Index: The democracy index is annually published by The Economist 

Intelligence Unit (EIU). This study rates 167 countries on a scale of 0 to 10, 10 being a 

full democracy and 0 an authoritarian regime. It was first published in 2006 (conducted 

semi-annually until 2010, after 2010 conducted annually). The index is composed as a 

weighted average based on 60 questions answered by experts or provided by public 

opinion surveys from respective countries. Questions cover five subcategories such as 

electrical process and pluralism, civil liberties, functioning of government, political 

participation and political culture. 

GNI: To assess the level of income, we use the Gross National Income (GNI). This 

determines the national income excluding FDI inflows as income, and accounts for the 

size of the potential market in a host country. Although it is more common to use GDP to 



 

 13 

account for market size, studies by Bhatt (2008), Samuel (2013), Pournarakis (2004), 

Busse (2003), have used a similar approach to consider FDI inflows. To account for 

growth over time, we use the log of the GNI variable.   

Human Development Index: The Human Development Index (HDI) is a widely 

used indicator of development progress of a country. It consists of 3 dimensions, life 

expectancy index, education index and the GNI (per capita). Its aim is to distinguish from 

traditional measures of country well-being such as GDP or GNI, and instead look at how 

a country is performing based on measures of education, life expectancy and standard of 

living.  The HDI is considered as a variable to account for human capital (education and 

life expectancy index).  

 

Table 1. Descriptive Statistics 

 FDINI IPRI CPI DEMOCRACY GNI HDI 

Mean 22.2283 4.9792 37.4553 6.1652 25.5208 0.7607 

Median 22.3897 5.0000 37.0000 6.5500 25.8649 0.7590 

Maximum 25.3399 6.6020 61.0000 7.9800 28.5772 0.8270 

Minimum 18.8842 3.2000 21.0000 2.7100 22.1791 0.6780 

Std. Dev. 1.6453 0.6828 7.2465 1.2737 1.8101 0.0360 

Skewness -0.1421 0.0771 0.3135 -1.3536 -0.0349 -0.0853 

Kurtosis 2.1629 2.9672 3.4289 3.9359 1.8695 2.1999 

       

Number of countries 20 20 20 20 20 20 

Observations  123  123  123  123  123  123 

 

Table 1 summarises the descriptive statistics of variables considered in our data section. 

We can see that the standard deviation of the FDINI variable is high, which indicates that 

there are some outliers in the data. This will be discussed and evaluated further in our 

methodology section.  

There are substantial differences in the IPRI variable for our selected countries, 

where the maximum is 6.6 and the minimum is 3.2, indicating our study has a varied 

range of property rights protection. The mean value is approximately 5, which is slightly 

below the world average of 5.6 (IPRI, 2017). This indicates that there is a difference 

between the world average level of property rights protection and the levels on the 

middle-income countries considered in our study. 

The average democracy index scoring is a 6.2, but it ranges from 2.7 to 7.9, which 

indicates we have a wide range in our study. As expected, the standard deviation of this 

variable is high. The scoring on the Democracy Index corresponds to classification, where 
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anything between 6 and 8 is a flawed democracy. Our study covers both flawed 

democracies, hybrid regimes, but also the very lowest classification for countries scoring 

from 0 to 4, classified as authoritarian regimes. The world average in 2016 was 5.52, 

indicating that our range of countries scores slightly above average.  

The HDI variable has a mean value of 0.76, which is slightly higher than the world 

average of 0.72. It has a low standard deviation, and as indicated by the minimum and 

maximum values, its range is rather small, suggesting there are only minor differences 

between countries in our sample as ranked by the HDI. 

 

A correlation matrix is estimated to check for multicollinearity which is to be expected 

due to the nature of the independent variables.  

Table 2. Correlation Matrix 

 IPRI CPI DEMOCRACY GNI HDI 

IPRI 1     

CPI 0.643 1    

DEMOCRACY 0.473 0.515 1   

GNI -0.008 -0.181 -0.150 1  

HDI -0.114 -0.010 -0.193 0.153 1 

 

According to Table 2 the variables CPI and Democracy are highly correlated with one 

another and IPRI, this is to be expected as the CPI covers bureaucratic efficiency as well 

as institutional entities that govern the enforcement of property rights and protection, thus, 

we expect to see correlation between CPI (and thus bureaucratic efficiency) and the IPRI. 

The democracy index covers a wide range of factors, one of them being the functioning 

of government. This is of course correlated to the CPI, which governs the same thing yet 

in more detail – furthermore, it is to be expected that there is correlation with the 

international property rights index. This suggests using these three variables in the same 

regression brings problems of high multicollinearity.  

 

Our empirical model is estimated using a panel approach, which allows us to observe 

variations in the independent variables over time and countries. Given that data is 

unavailable for certain time periods, the empirical model is unbalanced. Hausman (1978) 

test suggests we use a fixed-effect model. A simple F-test and Likelihood ratio test 

reinforces this result, concluding that a fixed-effect model is preferred to pooled OLS 
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regression. Using a fixed effects model will allow us to not only observe variation over 

time but also between countries. With this we implicitly assume that the omitted variables 

(such as trade agreements, geographical location) do not change in the sampled period. 

Whilst trade agreements and other omitted variables might change, this is outside of the 

scope of this study.   

A general problem with economic time series is that we usually have a 

nonstationary process (Johansen & Juselius, 1990). When the variance changes over time 

we could have a problem of a spurious relationship between two variables (Granger & 

Newbold, 1974). This problem can be mitigated by taking the first difference or log of 

the variables, which are expected to grow over time. In the OLS regression as included 

in the appendix, we mitigate this problem using time dummies.  

For evaluation of residuals, a histogram and Jarque-Bera test is used. It shows in 

certain models that the residuals are not normally distributed, but upon inspection of the 

histogram we can see that this is due to outliers in the data. To solve for this, we run the 

regression with and without outliers in the data.  

 

The model that we will be estimating is specified as follows: 

(1) 𝐿𝑂𝐺𝐹𝐷𝐼𝑁𝐼𝑖𝑡 =  𝜃1 +  𝛽1𝐼𝑃𝑅𝐼𝑖𝑡 + 𝛿𝐶𝑜𝑛𝑡𝑟𝑜𝑙 𝑉𝑎𝑟𝑖𝑎𝑏𝑙𝑒𝑠𝑖𝑡 +

𝛼1𝐷2007+. . + 𝛼10𝐷2016 + 𝛾1𝐶1+. . +𝛾20𝐶20 +  휀𝑖𝑡  

Where the dependent variable, LOGFDINI is the log of FDI net inflows. IPRI is the 

measure of property rights protection and the control variables refer to other variables 

discussed above. 𝜃1 is a fixed intercept term and 휀 is the error term. The subscripts i and 

t represent time and cross-sectional identifiers for the estimated coefficients, and the 𝛼 

and 𝛾 represent the time and country effects.  

Given the other independent variables previously discussed in this section and 

information obtained from the correlation matrix, we can estimate the following model 

as benchmarks for our proposed model:  

(2) 𝐿𝑂𝐺𝐹𝐷𝐼𝑁𝐼𝑖𝑡 =  𝜃1 +  𝛽1𝐼𝑃𝑅𝐼𝑖𝑡 + 𝛿1𝐿𝑂𝐺𝐺𝑁𝐼𝑖𝑡  + 𝛿2𝐶𝑃𝐼𝑖𝑡  +
𝛿3𝐷𝑒𝑚𝑜𝑐𝑟𝑎𝑐𝑦𝑖𝑡 + 𝛿4𝐻𝐷𝐼𝑖𝑡 + 𝛼1𝐷2007+. . + 𝛼10𝐷2016 +  𝛾1𝐶1+. . +𝛾20𝐶20 +
 휀𝑖𝑡   



 

 16 

 

Where the dummy variables introduced account for the time and country fixed effects. 

Given the theoretical background earlier established, we expect the 𝛿 coefficients able to 

explain the effect of institutions on the net inflow of FDI.  

The various independent variables will not be tested in the same model, as indicated 

by the correlation matrix, as this could lead to multicollinearity problems in the model. 

Instead we refer to the table 2 when creating different models to run the regression.  

As proposed earlier in our hypothesis, when relating FDI net inflows and the IPRI 

variable, we should expect to find a positive relationship between these two. Furthermore, 

we expect to see the theory discussed to be supported by coefficients reinforcing the 

previous empirical findings.   

 

Although the sampled population of middle income countries generally consists of 

countries with a mean GNI per capita of around $ 6000, there are some outliers in the 

data. This can be due to the broad definition of the group “middle income countries” or 

related to a problem of unreliable data.  

Inspection of the residuals shows us that the most problematic outliers are Botswana 

in 2016 and Malaysia in 2009. To account for the possible errors caused by outliers, we 

remove the two countries and run the regression again. After observing the residuals of 

the new model, we remove Russia and Croatia as outliers as well. Although the residuals 

are now normally distributed, the results of the regression change only marginally.  

Table 3. Descriptive Statistics Without Outliers 

 

 FDINI IPRI CPI DEMOCRACY GNI HDI 

 Mean  22.2342  4.8491  36.5714  6.1824  25.4398  0.7584 

 Median  22.3449  5.0000  36.0000  6.5650  25.7709  0.7540 

 Maximum  25.3399  5.6000  50.0000  7.3900  28.5772  0.8270 

 Minimum  18.9674  3.5000  24.0000  2.7100  22.1791  0.6910 

 Std. Dev.  1.58284  0.5464  5.4904  1.1965  1.7995  0.0322 

 Skewness -0.1521 -0.5363 -0.0410 -1.6752 -0.0472  0.2768 

 Kurtosis  2.2882  2.3125  2.6278  4.9547  1.9009  2.2761 

       

Number of countries 16 16 16 16 16 16 

 Observations  98  98  98  98  98  98 
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The descriptive statistics table shows that the variances of the different independent 

variables have decreased only slightly. However, the number of observations has also 

gone down substantially. Thus, we have a trade-off where removing the outliers does 

solve the problem of non-normality in the residuals, but also takes away a substantial 

amount of observations and degrees of freedom.  

After observing the different outcomes of regressions run with and without outliers, 

we conclude that the differences are so minor that there is little benefit of running the 

regression without the outliers. Thus, we use the sample-size including outliers as our 

benchmark.  
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4. Results 

The following section will present the results from the regression analysis. 

Table 4. Results 

 

Robust standard errors in parentheses*** p<0.01, ** p<0.05, * p<0.1 

 

When examining the relationship between IPRI and FDI net inflows without any control 

variables we see that there in a significant negative relationship. If IPRI changes by one 

unit, the net inflows of FDI decrease with 51.08 percent.  

When including the control variables in the regression, CPI is removed due to 

high correlation with the other independent variables. There are two variables that are 

significant, IPRI and GNI. When examining these two variables we see that a one unit 

increase in the IPRI variable leads to a decrease of 79.61 percent in FDI net inflows.  

Since the IPRI variable scores from 3.2 to 6.6, one unit is a big increase and therefore a 

big change in FDI net inflows is expected. Furthermore, the variation in the IPRI 

variable for specific countries is very small, and a one full point increase rarely happens 

over the sampled time period. For further examination of this index and middle income 

countries, perhaps a longer time period should be applied, when this is possible in 

regards to the IPRI variable, which was first published in 2007. A one percent increase 

VARIABLES 

Log FDI Net Inflows 

Model (1) Model (2)  Model (3)   

Constant 24.6785*** -8.3607  -8.4089  

 (0.8785) (12.2204) (12.4832)  

IPRI -0.5108*** -0.7961*** -0.7967***  

 (0.1797) (0.2205) (0.2234)  

CPI 
 

 0.0003  

 
 

 (0.0123)  

Democracy 
 

0.3124 0.3127  

 
 

(0.2417) (0.2436)  

GNI 
 

1.4442*** 1.4452***  

 
 

(0.4739) (0.4788)  

HDI 
 

-5.5597 -5.5433  

 
 

(9.2760) (9.3564)  

     

     

Year Fixed Effects 

Country Fixed Effects 

YES 

YES 

YES 

YES 

YES 

YES 
 

Number of Countries 20 20 20  

Observations 174 123 123  

R-squared 0.8797 0.9553 0.9553  
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in GNI leads to an increase of 1.4442 percent in FDI net inflows. Thus, this provides no 

support for our hypothesis that a higher IPRI scoring leads to an increase in net inflows 

of FDI. The other variables are insignificant; democracy does have a positive but 

insignificant effect whilst HDI seems to have a negative effect on FDI.  

Although the corruption perception index is highly correlated with the other we 

also run a regression including all variables. The result is similar to the previous 

regression. IPRI and GNI are significant while the other variables are insignificant. If 

IPRI changes by one unit, the inflows of FDI decrease with 79.67 percent while if GNI 

changes by one percent, FDI net inflows increases by 1.4452 percent. Democracy and 

HDI are insignificant where democracy has a positive sign and HDI a negative sign. 

The corruption perception index is also insignificant but appears to have nearly no 

effect on FDI net inflows 

For all regressions we obtain a high R-squared. For our first regression we get 

0.8797, in the second regression we obtain an R-squared of 0.9553 and in the third 

0.9553. This indicates that the independent variables explain 88 percent, alternatively 96 

percent, of the variation in FDI net inflows. Although the R-squared is high, many of 

the variables are insignificant. This is most likely caused by high correlation between 

the regressors, as mentioned in the discussion on correlation.  
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5. Analysis 

In this section we aim to discuss the results obtained in the previous section. Furthermore, 

we shall evaluate the policy implications this might have. 

 

The regression results in the previous section show that the effect of CPI and democracy 

is insignificant and very small, especially in comparison to the magnitude of the effect of 

other variables. Countries in our sample generally score low on the CPI index, and when 

the initial score is low there might not be any substantial benefits to increasing this further, 

hence the effect is barely positive. Cuervo-Cazurra (2006) also concluded that a country’s 

preferred investment profile in terms of transparency and bureaucracy as measured by the 

CPI is related to the country’s own CPI score. Our study does not account for which 

countries invest where and only looks at the overall net inflow, which could explain our 

results. This could be an interesting theory to examine in further research.  

As mentioned in the theory section of this study, the effect of a transparent legal 

system/rule of law is not constantly positive. Li and Resnick (2003) evidence that a more 

democratic legal environment imposes bureaucratic limitations on policies a country can 

implement, which would support the theory that an increase in the Democracy Index 

scoring or the CPI score does not always lead to an increase in the net inflows of FDI. As 

discussed in the theoretical framework, a more bureaucratic legal system could lead to 

FDI policies becoming less favourable for investors and in the end deter FDI.   

 

In each different model findings conclude that the IPRI variable is not positively related 

to FDI net inflows but has a significantly negative effect instead. Even when evaluated as 

a single explanatory variable in an OLS regression (see table A2), after controlling for 

time effects the IPRI variable is found to be negatively related to net inflows of FDI. The 

presence or removal of outliers does not seem to have any substantial effects on the 

coefficient of the IPRI variable either.  

Our hypothesis that the level of property rights protection, interpreted by a ranking 

in the IPRI, should positively affect the inflows of FDI cannot be supported with 

substantial evidence in our model.  Certain outliers in data could potentially support such 

a theory but at the sample level there is no evidence that an increase in property rights is 
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positively related to the inflows of FDI. This is conclusive with the earlier findings by 

Nunnenkamp and Spatz (2004) that consider higher property rights protection benefits to 

be dependent on characteristics of the host country.  

Furthermore, we can relate this back to the theory that stronger IPR protection is 

beneficial for the host country first and foremost. With stronger IPR protection in the host 

country, the competition international firms face there increases and might actually make 

the hosting country a less attractive destination for FDI inflows. This was proposed in a 

study by Ivus in 2010, suggesting that the increase of IPR protection could lead to creation 

of trade barriers. When evaluating the different components of the IPRI variable, we can 

relate certain aspects back to this, as it also considers “ease of loans” as an aspect of 

property rights. This strongly suggests that domestic firms might benefit positively from 

an increase in the IPRI variable, and thus increase the competition in the host country. 

Furthermore, Ivus (2010) suggested that increase IPR protection leads to an 

increase in export to the host country but again only in patent sensitive industries. Our 

study does not account for industry effects, but in the future, this could be an interesting 

topic of research.    

We also expect there to be certain interaction between the variables used in the 

regression, first and foremost between IPRI and the democracy index and CPI. One 

component of the IPRI variable is the control of corruption, which if course interacts with 

the CPI index. As conclusive with a study by Watkins and Taylor, IPR protection might 

increase other institutional qualities as measured in our study by different indices, but not 

FDI directly hence why the negative relationship can be found.  

 

Our study finds that the GNI variable is significantly related to FDI inflows, which 

supports the theory that market-size is one of the most important locational determinants 

of FDI. The GNI variable is statistically significant and positively related to the inflows 

of FDI. Even in the absence of any other explanatory variables the GNI variable is still 

significant and shows the same expected result – market size is a key locational 

determinant of FDI. This is compliant with most of the earlier studies as discussed in 

the literature review section. 

Given the evidence found that supports the relationship between market size and 

FDI, we can conclude that market size is a more important factor determining FDI in 
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middle income countries than the institutional qualities that have been examined by this 

study. Perhaps this finding can be contributed to the fact that all institutional qualities in 

this study score quite low. When institutions are poor to begin with, minor differences in 

their quality might not have a measurable effect on the inflows of FDI, especially as we 

are considering a rather short period of time due to the data availability constraint, and 

there might not be enough variation in variables to measure an effect. In other words, the 

increases (and sometimes decreases) in institutional qualities as measured by the scoring 

on indices might sometimes be so minor that they are irrelevant to investment decisions. 

Hence why the institutional qualities are of secondary importance in an investment 

decision to the market size element. Rather, as our research suggests, the focus is on 

whether the market is sufficiently large to sustain a business, as proposed by the GNI 

relationship with FDI. With poorly functioning institutions in highly corrupt countries, 

perhaps the “only” benefit that can persist is the market size and potential profits related 

to it. Furthermore, market size as measured by GNI is rather constant or in most cases 

increasing over time and can be seen by investors as a more secure determinant than 

institutional qualities, which change in both directions over time.  

As mentioned earlier, studies have found that in the previous decade foreign direct 

investment has started a trend from an outsourcing focus to a market-seeking focus, 

meaning that the favoured host country qualities have also changed (Van den Bulcke, 

Esteves & Zhang, 2003). It would imply that for market seeking purposes, the market size 

of a host country is one of its most desirable qualities and that other matters, such as cost 

advantage and access to cheap labour, are becoming of less importance over time. This is 

conclusive with the findings of our study, that market size is an increasingly important 

factor in the locational decision of FDI.  

 

The findings in this study contribute to shaping a framework for FDI policies for the host 

country. FDI policies are generally concerned with imposing performance requirements 

on the investors (such a sharing technology in return for access to the domestic sector), 

or offering subsidies or other incentives to stimulate foreign investors to choose a certain 

host (Moran, Graham & Blomström, 2005). As our study shows, the institutional 

measurements, such as measure of corruptness, democracy or property rights, have little 

positive effects in middle income countries. Thus, when aiming to create incentives to 
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attract FDI, there is little institutions in middle income countries can do in this particular 

area of concern. Naturally, as discussed in the theory section of this study, a 

bureaucratically efficient environment will ease the establishment of foreign investments, 

but it might not affect the overall quantity of the inflow to the extent of the scope of this 

study. Whilst improved institutional conditions might also contribute to an increased 

market size over time, we are in this study unable to find a direct substantial relationship 

between institutional factors and inflows of FDI.  

There is substantial theoretical evidence supporting the idea that markets cannot 

function without property rights. For a country to welcome foreign investors, there must 

be some existing market for them to participate in. Given this requirement there must be 

some level property rights sufficient to support a functioning market mechanism. Relating 

back to the previously discussed notion that a benchmark level of institutional qualities is 

necessary, perhaps once this has been achieved a country can receive FDI inflows, and 

improvements in property rights protection are of secondary importance. This reasoning 

can be extended to a reversed implication of causality, that perhaps an increase in FDI 

inflows can raise a demand for property rights establishment and protection in the host 

country. This is conclusive with the theory of bilateral causation mentioned earlier in the 

literature review, suggesting that increased FDI inflows can also lead to higher quality 

institutions.  

Policy implications can in practice often imply tax benefits and special trade-zones 

that can be enforced to benefit the investors. This requires not only the existing 

institutions to provide legislation but also the presence of the rule of law that can to some 

extent enforce said beneficial policies. The perceived benefits from good institutions that 

investors can obtain are generally realised when the institutions are of a certain level of 

quality. As proposed by the previous research on property rights in our theoretical section, 

studies have mostly focused on OECD or high income countries, where institutions are 

already developed and have the ability to easily impose policies, subsidies and other 

benefits to investors. Hence why there might not be any substantial relationship between 

the quality of institutions and FDI inflows at the primitive level which most institutions 

in middle income countries operate at, but that there are benefits to increased bureaucratic 

efficiency, transparency and increased democracy in OECD countries. This would 

conclude to our findings, that the benefits of a higher CPI score are marginally small in 
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middle income countries, but that other studies covering OECD countries can find a 

substantial positive relationship between the inflow of FDI and institutional qualities.  

To summarize our findings, we must conclude that the presence of improved 

property rights protection does not have a significant effect on the inflow of FDI in middle 

income countries. Thus, we should reject our null hypothesis, that is we cannot say that 

improved property rights protection in middle income countries increases the inflow of 

foreign direct investment. Consequently, our hypothesis that institutional qualities can to 

some extent contribute to increased inflow of FDI cannot find substantial evidence in our 

model either.  

 

Given these results, it is important to note some limitations. Institutions are of subjective 

nature and measures of its quality can of course contain errors. The various indices and 

independent variables used to measure the quality of institutions are prepared by agencies 

and institutions, and we take this data as reliable without being able to evaluate the true 

source. Errors in measurement and results are therefore to be expected. Overall, this 

should not affect the quality of the study but can however explain some of the outliers in 

our results. Second, before examining our results it is important to note that investment 

decisions are not made solely on the base of external country specific benefits but may 

also be related to internal (firm specific) factors that we, in the scope of this study, cannot 

account for. Therefore, locational decisions and thus FDI inflows cannot solely be 

determined by country specific factors.   

Research by Chan & Tang (2016) also mentioned that the relationship between IPR 

protection and FDI is inexistent in the short run – although our finds on IPRI are not 

conclusive with this study, it does raise an interesting point on other institutional qualities 

measured in our study. The indices measured might not change much over the 10-year 

time period considered in our study, which is why they appear as insignificant in our 

study.  

 

  



 

 25 

6. Conclusion 

The aim of this study was to assess the role that institutions play in the process of FDI. 

More specifically, we evaluated whether or not inflows in FDI can be positively related 

to the increase of various institutional qualities as measured by the Corruption Perception 

Index, Democracy Index, and the International Property Rights Index.  

After evaluating some of the inconclusiveness in the previous literature, we 

established several indicators of institutional quality and collected data on middle income 

countries. We conducted a fixed-effects panel data model, to test the independent 

variables’ effect on the net inflow of FDI. Our panel sampled 20 countries over the years 

2007 to 2016, collecting data on the Democracy, Corruption Perception and International 

Property Rights indices.  

The results of our study cannot find any significant positive relationship between 

the inflows of FDI and the quality of institutions in these measurements in the sampled 

group of countries. Our findings conclude that the most important determinant for the 

locational decision of FDI is the size of the host country’s market. Even compared to 

institutional qualities such as corruption, democracy and transparency the market-size 

remains the most important determinant in and has as defined by GNI has a substantially 

positive relationship to FDI inflows.  

Our analysis proposes the idea that in middle income countries, institutions may be 

of a certain level of quality where marginal improvements do not make a difference. Thus, 

whilst past literature may find a positive relationship between FDI and property rights 

protection in OECD countries or low income countries, the same cannot be applied to 

middle income countries. This can also support the findings of different studies where a 

relationship between institutional qualities and FDI inflows is not found, perhaps due to 

the initial level of the quality of institutions.   
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8. Appendix 

Table A1 - Average FDI per capita 2007-2016 middle income countries ranked.  

Source: Worldbank 

Rank Country Average FDI per capita year 2007-2016 

1 Montenegro 18121,2 

2 Suriname 2436,6 

3 Panama 936,6 

4 Lebanon 713,7 

5 Kazakhstan 694,8 

6 Bulgaria 605 

7 Turkmenistan 589,2 

8 Croatia 572,8 

9 Azerbaijan 445 

10 Gabon 369,1 

11 Albania 346,9 

12 Brazil 337,3 

13 Malaysia 329,5 

14 Namibia 316,8 

15 Russian Federation 307,6 

16 Romania 291,1 

17 Colombia 249,7 

18 Botswana 242,1 

19 Peru 241 

20 Mexico 240,2 

21 Jamaica 234,1 

22 Turkey 205,2 

23 Argentina 203,1 

24 Macedonia, FYR 197 

25 Belarus 192,4 

26 Bosnia and Herzegovina 163 

27 China 156,5 

28 Thailand 128,9 

29 South Africa 97,2 

30 Venezuela, RB 79,3 

31 Iraq 69,4 

32 Paraguay 60 

33 Algeria 49,4 

34 Ecuador 40 

35 Iran, Islamic Rep. 39 
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Table A2 OLS 
VARIABLES 

Log FDI Net Inflows 

Model (1) Model (2) Model (3)    
 

Constant 23.1932*** 3.1219** 2.5150    

 (0.8834) (1.5702) (0.9848)    

IPRI -0.2065 -0.1655* -0.2652***    

 (0.1791) (0.0984) (0.0934)    

CPI 
 

     

 
 

     

Democracy 
 

-0.0126     

 
 

(0.0538)     

GNI 
 

0.8377***     

 
 

(0.0333)     

HDI 
 

-1.8006     

 
 

(1.6859)     

   0.0874    

DUM_2008   (0.3277)    

   -0.5892**    

DUM_2009   (0.2862)    

   -0.3449    

DUM_2010   (0.2884)    

   -0.0663    

DUM_2011   (0.2938)    

   -0.1794    

DUM_2012   (0.2945)    

   -0.2473    

DUM_2013   (0.2952)    

   -0.3144    

DUM_2014   (0.3289)    

   -0.3735    

DUM_2015   (0.2927)    

   -0.3900    

DUM_2016   (0.2969)    

       

       

Year Fixed Effects 

Country Fixed Effects 

NO 

NO 

NO 

NO 

YES 

NO 
   

Number of Countries 20 20 20    

Observations 174 123 174    

R-squared 0.0077 0.8482 0.7952    

Robust standard errors in parentheses*** p<0.01, ** p<0.05, * p<0.1 
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Figure 1 – The relationship between GNI per capita and FDI per capita 

 
 

0

2000

4000

6000

8000

10000

12000

14000

0 500 1000 1500 2000 2500 3000

G
N

I p
er

 C
ap

it
a

FDI per capita

GNI per capita and FDI per capita


