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________________________________________________________________ 

 

R e s e a r c h  H i g h l i g h t s  
 

This study focuses on examining the effect of Economic Institutions on Foreign Direct 

Investment (FDI) inflows in 24 developing Latin American and Caribbean (LAC) countries. 

This study used panel data over the period 1995 to 2015 , for its emerical investigation, by 

using a fixed-effects model as suggested by Hausman after controlling for heteroscedasticity. 

The empirical finding suggests that the counties can attract more FDI if they enhance their 

economic institutions despite deficiencies in market size, trade openness and high level of 

human capital. However the development level seems to have an equal importance as that of 

economic institutions and is significant at all levels in LAC. The study also shows significant 

relation with controlling variables namely GDP per Capita and human capital. 

___________________________________________________________________________  

 

R e s ear c h  O bj e c t i ves  

 

Economic institutions are one of the important factors sought by the foreign investors 

while investing abroad. The host government needs to promote sound policies and 

regulations for foreign investors as well as quality of property rights and contract 

enforcement. Sound and easy policies and regulations and better contract enforcement 

increase the confidence of investors to invest their capital. Multinational Enterprises 

(hereafter MNE’s) in order to effectively utilize their investment try to find the location 

which provides best institutional and economic facilities in exception of few MNEs that 

are in search of resources and labor in developing countries (Dunning, 1998). The 

purpose of this study is to analyze the effect of economic institutions on FDI inflows in 

Latin American and Caribbean countries. Developing countries of Latin American and 

Caribbean countries were chosen because of the record level of FDI received by this 

region in the last few years in spite of the financial crises worldwide and decreased FDI 

up to 15% worldwide during the same period.And the study further need to investigate 

the role that is being palyed by economic instituitions in attracting FDI in LAC 

countries during this time period. 
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M et h o d ol o g y  

 

The paper have used panel data taking from 24 LAC developing countries over the 

period of 1995-2015 to see the effect of economic institutions in FDI inflows. The data 

were obtained from the World Bank, UNCTAD, (Kaufmann, 2010) and from 

Educational attainment of total population 1950-2010 (Barro & Wha, 2013). 

In order to investigate the role the economic institution played in attracting FDI into a 

region, the following functional from of the model of the order given below can be 

used (Mengistu and Adhikary (2011), (Gani, 2007) and (Buchanan, Le, & Rishi, 

2012a). 

 

𝐹𝐷𝐼𝑗𝑡=𝑓(𝑀𝑎𝑟𝑘 𝑠𝑖𝑧𝑒, 𝐷𝑒𝑣𝑒𝑙𝑜𝑝  𝑙𝑒𝑣𝑒𝑙, 𝑂𝑝𝑒𝑛𝑒𝑠𝑠, 𝐻𝑢𝑚𝑎𝑛 𝑐𝑎𝑝𝑖𝑡𝑎𝑙, 𝐸𝑐𝑜𝑛. 𝐼𝑛𝑠𝑡𝑖𝑡𝑢𝑡𝑖𝑜𝑛𝑠)   (1) 

 

Where 

 

FDI is taken as dependent variable and is taken as a log of FDI stock (proxy for 

FDI). Controlling variables are taken from literature where different variables are used 

to see the effect of these traditional variables on FDI inflows. . Economic institutions 

are taken as an independent variable along with controlling variables to see their effect 

on FDI inflows and to answer the question under investigation. Variables from the 

governance are used as a proxy for economic institutions. In model j represents cross 

section i.e. j=1, 2 …N; where N shows a number of countries, and t represent time 

period i.e. t=1, 2………T; where T shows time period varies from 1995s to 2015. 

 

 

 

R e s ul ts   

 

Regulatory quality and Voice and Accountability  are used as proxy for economic 

institutions in the Model. The result clearly shows that regulatory quality is positively 

and significantly related to FDI inflows and this relationship is statistically significant 

at 1% level of significance .Moreover Voice and Accountability is added in the model 

to further see the effect of economic institutions on FDI inflows in LAC countries .The 

results shows that Voice and Accountabilty is significat at 5 %.  The model shows that 

with adding the RQ (proxy for economic institutions) , the controlling variable i.e. 

market size loses its importance however the GDPpc and secondary education along 

with better economic  will provide better environment for investors or helps in 

increasing FDI inflows. (Daude & Stein, 2007) and (Gani, 2007) in their work also 

show the positive and significant relation of Regulatory Quality with FDI inflows.The 

result shows that high development level, more openness, adequate human capital and 
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better economic institutions will increase the FDI inflows in the selected range of 

countries. Moreover the result shows that in presence of all of the above factors market 

size loses its importance for the attraction of FDI inflows. (Gani, 2007), (Mengistu & 

Adhikary, 2011) and (Daude & Stein, 2007) in their studies show insignificant relation 

of Voice and Accountability with FDI.                    

The results are logical because the explanatory power of R2 is fairly high, there is no 

serious multicollinearity problem as most of the coefficients are statistically significant 

and F-ratio further reveals that all regressor jointly influence the response variable 

during the period under the study. To control for the problem of heteroscedasticity we 

use robust option in the model. Hausman test shows the p-value of 0.334 i.e. we are 

unable to reject H0 and accept alternate H1, So the (Hausman, 1978) test suggests the 

use of random effect over fixed effect for the analysis 

 

 

 

F i n d i n gs  

 

The paper shows the role that the economic institutions play in attracting FDI. The 

sample consists of 24 developing Latin American and Caribbean countries from 1995-

2015. Economic institutions play an important role in attracting FDI and its role is 

consistent under different controlling variables. So we can say that economic institution 

is the robust determinant of FDI. As compared to other variables used in the model like 

market size, human capital and trade economic institutions appear to have greater 

impact on FDI. However development level seems to be equally important as that of 

economic institutions and it is significant at all steps of regression in the model or we 

can say that in the presence of high development level an economic institution enhances 

its role in attracting FDI. So we can say that economic institution is an important factor 

consider by the foreign investors while investing abroad. 
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