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Inward FDI and growth: the role of macroeconomic and 

institutional environment 

Abstract: 

Mixed findings in the FDI-growth nexus literature have heightened the debate about the 

expected benefits of these capital inflows. Current empirical research suggests that the 

countries’ ability to exploit FDI efficiently is related to a set of absorptive capacities 

within host economies. This would explain the empirical ambiguity surrounding this 

subject. As Lipsey and Sjöholm (2005) have argued, heterogeneity in host country 

factors is the most likely source of the inconclusiveness of empirical research. Our 

paper contributes to this debate by offering a deeper insight into the local conditions 

that might influence the connection between foreign inflows and economic 

performance. We estimate both dynamic panel data and cross-section regressions for a 

group of emerging countries from Latin America and Asia during the period 1976-2005. 

The estimation results of the system GMM regression, which overcomes the limitations 

of the cross-section analysis and other panel data estimators, reveal the importance of 

considering the macroeconomic environment as well as institutional quality factors 

when evaluating the economic impact of foreign inflows. Our results are robust to 

different specification models and estimation methods, split samples and omitted 

variables. 

JEL Classification: F21, F36, C33 

Key words: foreign direct investment, economic growth, macroeconomic stability, 

institutional quality, system GMM models, Latin American and Asian Countries  
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1. Introduction 

Capital flows, especially foreign direct investment (FDI), are one of the key 

components of globalization and international integration of developing economies. 

While international trade has doubled, flows of foreign direct investment have increased 

by a factor of 10 around the world. Overall, the developing world has seen its share of 

FDI in aggregate net resource flows increase from a paltry 5.3% in 1980 to more than 

60% in 2000 (see Yeyati et al, 2007).  

This trend in the evolution of international capital flows has heightened the debate about 

what are the main factors attracting them, particularly with regard to foreign direct 

investment1. Underlying this debate are the expected benefits emphasized by the FDI 

literature, as well as the conviction held by many countries that FDI is a significant 

element in their economic development strategy. An important related question is that 

the same factors that the literature identifies as the main attractors of inward FDI are 

also likely to be responsible for its benefits, thus closing a virtuous circle. This 

argument has recently been highlighted by Kose et al (2006): “...it is not just the capital 

inflows themselves, but what comes along with them, that drives the benefits of 

financial globalization for developing countries.”  

In theory, there are many reasons to celebrate this trend: FDI seems to yield more 

benefits than other types of financial flows since, in addition to augmenting domestic 

capital stock, it has a positive impact on productivity growth through transfers of 

technology and managerial expertise. It has also been argued that FDI tends to be more 

stable than other types of capital inflows, reducing vulnerability to sudden stops in 

flows. Additionally, there is evidence to suggest that FDI has an employment creation 
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effect, not only directly but also via forward and backward linkages (for a review of this 

issue see surveys by De Mello, 1997 and Lipsey, 2002). 

However both, the macro and micro empirical evidence on these positive externalities 

are mixed. FDI has been shown to have both beneficial and detrimental effects on 

growth, while at the same time, many studies find no effect. Firm level studies usually 

suggest that FDI does not accelerate economic growth (see Görg and Greenaway, 2004 

for a comprehensive review of this question). In contrast, many macroeconomic studies 

identify the positive role of FDI in economic performance, although there are some 

exceptions such as Herzer et al (2008) and Carkovic and Levine (2005) whose findings 

indicate that foreign inflows do not have a robust influence on economic growth.  

The inconclusive results of the empirical research have lead some authors to call for 

caution when drawing generalized conclusions about the existence of externalities 

associated with foreign direct investment. Our paper attempts to stress that developing 

economies are not a homogeneous sample, in contrast to the approach in a considerable 

number of previous empirical studies. In line with the arguments by Lipsey and 

Sjöholm (2005), we aim to examine whether heterogeneity in host country factors is the 

most likely source of the mixed findings in empirical research. These authors conclude 

that results for different countries tend to diverge even when similar estimation 

techniques are used on similar data over similar time periods. 

Heterogeneity in recipient markets could be related to many different aspects that the 

empirical literature has termed “absorptive capacities”. These capacities seem to be a 

prerequisite for host countries to benefit from FDI. In this paper, we examine whether 

countries with better institutional and economic environments can exploit FDI more 

efficiently. Research on this question is lacking. This is particularly true for developing 
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economies, where the potential impact of FDI is greatest. Thus, our paper sets out to 

examine the various links among FDI, institutional development, macroeconomic 

stability and economic growth. We also attempt to offer new insights into the role 

played by certain structural factors such as the growth of urbanization2 and the quality 

of infrastructures. As mentioned above, all these factors not only play an important role 

as main attractors of foreign inflows but they may also contribute to increasing the rate 

of economic growth. This study aims to investigate whether they are also the main 

drivers of the benefits deriving from FDI inflows.  

In order to cover the longest possible period of analysis, we selected countries from 

Latin America (LA) and Asia3.  These countries are among the largest recipients of FDI 

over the analyzed period. Moreover, the stabilizing policies adopted by many of them 

during the eighties and nineties make their study particularly relevant for our purpose. 

In Latin America, macroeconomic stability became a major concern after the debt crisis 

of the 1980s. Since then, LA countries adopted outward-looking development policies, 

considering the attraction of FDI as a key strategy to promote growth and development. 

Extensive reforms increased macroeconomic stability, most notably in inflation and 

exchange rate volatility. Political risk ratings, corruption and the rule of law generally 

improved in Latin America during the 1990s but deteriorated in the second half of the 

1990s and after 2000 (see Prüfer and Tondl, 2008). In contrast, Asian economies are 

characterized by relatively small deficits, high saving ratios, liberalized financial 

markets and high and sustained economic growth. Under these local conditions and, 

following a considerable drop during the 1980s, this region has experienced a 

remarkable surge of capital inflows since the 1990s, with increasing shares of inward 

FDI into total capital inflows (see Baharumshah and Thanoon, 2006). In sum, this group 

of economies offers an interesting case to study, as the vast majority has undergone 
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improvements in macroeconomic stabilization and institutional quality since the 

nineties, but with different growth outcomes.  

The rest of the paper is organized as follows. In the next section, we review the wide 

gap between the theoretical benefits of FDI inflows and the conflicting empirical 

evidence on this question. Our review will focus on the role played by both economic 

and institutional reforms as well as by the econometric methodology in determining the 

FDI impact on economic performance. Section 3 contains a description of the 

estimation procedure and data used in the empirical analysis. Section 4 presents the 

main results. Section 5 concludes. 

2. Theoretical and empirical research: a wide gap  

The rapid pace of FDI inflows around the world has led to a considerable number of 

studies that attempt to determine whether the attraction of FDI could be considered a 

key strategy to promote growth in developing countries. An answer to this question is 

crucial to evaluate the efficiency of policies that implement incentives for foreign 

investors. 

The empirical strategy generally used to investigate the influence of FDI on economic 

growth has been based on the estimation of growth equations which assume that 

countries are in the transitional dynamic process to their steady state. Hence, following 

the pioneering work by Mankiw, Romer and Weil (1992), the standard regression 

equations to analyze the role of FDI as a source of growth typically include the initial 

level of GDP per capita (as a regressor to control for convergence effects) and several 

variables to account for differences in the steady state of the different countries 

considered, that is: 
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itititit XLYLY εβθ ++=Δ −1)/ln()/ln(    (1) 

where (Y/L)i is the GDP per capita of country i, and Xi is a vector of different 

characteristics to control for the determinants of the steady state growth path of the 

countries analyzed. 

However, some discrepancies persist in this field concerning the factors that are relevant 

in the steady state growth and, by extension, the role played by FDI as a source of 

growth. In endogenous growth models, investment (financed by domestic or foreign 

saving) and technological progress are closely related to each other, and interact with 

other sources of long-run growth to determine the steady state growth paths of 

countries. These models stress technological change rather than factor accumulation as 

the main source of economic growth.4 From this perspective, FDI could be considered 

as a significant source of efficiency gains, and therefore a definitive determinant of 

growth. 

In fact, there are two mechanisms through which the FDI growth enhancing effect may 

take place. First, the FDI-growth nexus might involve an impact of FDI on capital 

accumulation (see, for example, Bosworth and Collins, 1999 and Alguacil et al, 2008). 

In this case, the impact of FDI depends only on its influence on domestic investment. 

Second, beyond its direct role on capital accumulation, FDI is expected to be growth 

enhancing by increasing productivity in host countries through technology transfers. 

FDI seems to be the most direct and efficient way of acquiring technologies created in 

the most advanced economies, and hence an important mechanism of economic 

convergence (Yao and Wei, 2007). This argument has been supported by the 

endogenous growth literature, which emphasizes that FDI inflows are likely to increase 

long-run growth due to their contribution to increasing the existing level of knowledge 
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through labor training, skill acquisition, and the introduction of alternative management 

practices as well as new inputs and technologies (see Blömstrom and Kokko, 1998).  

The relevance of local factors 

The endogenous growth literature has also stressed the enhancing-growth effect played 

by other mechanisms such as infrastructures and the institutional and macroeconomic 

background. In addition to their positive contribution to economic performance, these 

factors may also influence the capacity of countries to attract FDI, as well as their 

ability to benefit from inward FDI flows. The link between these domestic conditions 

and growth is then reinforced, since they affect economic performance through two 

channels: directly and indirectly (i.e. facilitating FDI that, in turn, fosters economic 

growth). In fact, the mixed evidence on an FDI-growth nexus could be related to the 

omission of some local factors. Some authors even argue that it is the interaction 

between FDI and this set of local conditions that determines growth outcomes. 5 

The absorptive capacity of host countries that is, their ability to respond successfully to 

the opportunities presented by new entrants can be related to a set of domestic aspects 

such as the quality of human capital, the degree of financial development, openness to 

trade and the existence of an adequate level of infrastructures. Blomström et al (2001) 

argue that FDI contributes to economic growth only when a sufficient level of education 

is available in the host economy6. In contrast, Carkovic and Levine (2005) and 

Blömstrom et al (1994) do not find evidence for the critical role of education7. Other 

authors point to financial development as a necessary precondition for growth. The 

main argument for this would be that FDI can boost growth only when the recipient 

countries’ financial markets are sufficiently developed to channel foreign capital 

efficiently to finance productive investment. Moreover, knowledge spillovers occur 
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only if local firms have the ability to invest in absorbing foreign technologies, which 

may be restricted by underdeveloped local financial markets (see Alfaro et al, 2004, 

2009, 2010; Durham, 2004 and Hermes and Lensink 2003)8. Openness to trade may 

also act as a conditional factor for a positive FDI-growth nexus (see Balasubramanyam 

et al, 1999; Alguacil et al, 2002 and Cuadros et al, 2004). The quality of local 

infrastructures, in particular communication and transportation facilities, seems to be an 

additional relevant factor (see Easterly, 2001; Li and Liu, 20049 and Kinoshita and Lu, 

2006). 

The effect of the macroeconomic background on both economic performance and the 

attraction of foreign inflows has been intensively studied by the literature (see Demekas 

et al, 2007)10. Instability at the macro level seems to be unfavorable to capital 

accumulation and economic growth. High inflation and external debt rate as well as 

government deficits are assumed to increase uncertainty, worsen the business climate 

and consequently reduce growth (see Fisher, 1993). However, besides their direct 

contribution to growth, adverse macroeconomic conditions can generate uncertainty that 

not only could discourage the entrance of foreign capital but also reduce the 

productivity effect of FDI. This last point has been confirmed by Prüfer and Tondl 

(2008) and Jallab et al (2008).  

Recent empirical research also emphasizes the key role of institutions. On the one hand, 

institutional reforms are likely to significantly affect economic performance. This is the 

main conclusion drawn by Acemoglu et al (2005), Cavalcanti et al (2008) and Easterly 

(2005)11. Easterly (2005) considers that institutions reflect “deep-seated social 

arrangements like property rights, rule of law, legal traditions, trust between individuals, 

democratic accountability of governments, and human rights”. In addition to its direct 
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contribution to growth, the institutional system also plays a role as a main attractor of 

FDI. Good institutions lead to reduced investment related transaction costs (such as 

corruption related costs). In addition, FDI (particularly greenfield FDI) involves high 

sunk costs that are affected by insecurity and by the effectiveness of the legal and 

political systems (see Demekas et al, 2007 and Daniele and Marani, 2006). Alongside 

this research, the empirical literature is increasingly suggesting that a positive FDI-

growth nexus requires a functioning legal framework. In line with this argument, a 

stable institutional environment may increase spillovers from FDI as it directly affects 

business operating conditions (see Prüfer and Tondl, 2008 for Latin American 

countries12).  

The aim of this paper is to assess whether the macroeconomic and institutional 

environment in recipient countries may explain the differential impact of FDI. With this 

purpose, and given that the same factors that stimulate growth can generate more FDI, 

we directly address the issue of the potential endogeneity and reverse causality through 

the use of the system Generalized Method of Moment (GMM) estimator in dynamic 

panel data models. We also used a range of econometric methodologies and samples to 

test the robustness of our estimations. Specifically, the panel data estimations are 

compared with the results from a cross-country analysis. The aim of these OLS 

regressions is not only to identify the sensitivity of our findings to different 

methodologies but also to obtain an estimation of the relationship of the variables in the 

long term. Moreover, the whole sample was split into two sets for lower-middle and 

upper-middle income countries in order to investigate whether these economies may 

obtain spillovers from FDI once a certain level of development is reached. 



 10

3. Data and methodology  

3.1. Data  

The study sample covers data from 26 developing countries (from Latin America and 

Asia) between 1976 and 2005. Given that our analysis aims to go beyond the pure 

transitory cycle effects, we focus on low-frequency data (non-overlapping 5-year 

periods)13. This provides 6 observations per country (1976-1980, 1981-1985, 1986-

1990, 1991-1925, 1996-2000, 2001-2005). The starting year of our study, 1976, is 

motivated by the availability of FDI data for the whole set of countries analyzed. We 

include a time dummy variable for each five-year period to account for period-specific 

effects. In the standard cross-country regression, we take the average value of the period 

from 1976 to 2005. In the cross country model with lagged values, we consider the 

period 1991-2005, taking the average of 1976-1990 as the lagged value of the 

potentially endogenous variable, that is, FDI.  

The group of countries consists of 13 Latin American countries and 13 Asian countries 

(listed in the Appendix 1).14 Two criteria justify the sample selection. Firstly, since our 

aim is to analyze the effect of FDI in developing economies, we include only those 

countries that were classified according to the World Bank list (July 2008) as low and 

middle-income countries15. Secondly, we leave out those countries whose population 

was below one million in 200516. We believe that their experiences of FDI have little 

relevance compared to those from larger economies.17 The resulting set of 26 Latin 

American and Asian countries constitutes an interesting group to study for our purposes 

as they exhibit varied macroeconomic experiences, institutional frameworks as well as 

growth paths. The gross data is mainly taken from the World Development Indicators 
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published by the World Bank (2007). This data base provides macroeconomic data for 

almost all the world and especially for developing countries.18  

To empirically investigate the FDI-growth nexus under different initial conditions, we 

estimate the following model: 

∑ ∑ +++++=Δ
j k

itiitkkititjjiit uZYFDIXLYLY ηβαβθ ,,0 )/()/()/(  (2) 

where the disturbances iη  and itu have the standard properties. That is, 

0=Ε=Ε=Ε )()()( itiit uu
i

ηη for Ni ,,K1= and Tt ,,K2= . Additionally, we assume that 

the time-varying errors are uncorrelated: 0=Ε )( itisuu  for st ≠ . 

According to the traditional literature on economic growth, we initially explain the 

growth rate of real GDP per capita through the estimation of a basic model that includes 

the natural log of real per capita GDP at the start of each period19 (capturing the 

convergence effect)20 and a set o control variables (Xj): the population growth rate, and 

the gross fixed capital formation (as a ratio of GDP) that represents the domestic 

investment.  Moreover, the differential impact of foreign capital inflows in stimulating 

economic activity is proxied here by FDI, being the regressor of our major interest. 

Following previous empirical works (Herzer et al, 2008; Jallab et al, 2008; Hansen and 

Rand, 2006 and Nair-Reicher and Weinhold, 2001), the foreign direct investment 

variable is defined as total FDI net inflows divided by GDP.21   

We further amplify this model with a second group of explanatory variables (Zh) to 

analyze the influence of local conditions. These can be classified as institutional 

variables, macroeconomic stability variables and structural variables.22 The Economic 

Freedom of the World index (EFW) is used to empirically account for institutional 

quality.23 This synthetic index captures a wide array of aspects mainly related to 
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institutional background, but with other factors that, as previously mentioned, might 

also influence the FDI-growth nexus such as openness to trade or the degree of financial 

development.24 In line with the literature that analyzes the influence of the quality of 

institutions on growth, we expect that a better institutional environment leads to 

improvement in economic performance. In addition, we empirically test whether the 

quality of institutions increases the potential benefits from FDI on growth through an 

interaction term of the EFW index with FDI. 

The impact of the external and internal macroeconomic instability is captured by the 

inclusion of the external debt to export ratio and inflation, respectively. The inflation 

rate is measured as the percentage change in the GDP deflator. For many authors, it is 

precisely the episodes of high inflation and/or excessive external debts experienced by 

some developing countries (especially during the 80s and 90s, after the debt crises) that 

have hindered their economic development and the potential spillovers from investment 

during these years.25 When these variables have a high value, uncertainty increases 

which leads to a worsening in the economic environment that deters economic growth 

and potential spillovers. Thus, besides its direct contribution to growth, macroeconomic 

stability is likely to be a conditional factor for a positive FDI-growth nexus. To test this 

last question, we also present the results of an interaction of the macroeconomic 

stability variables with FDI.  

Our study also explores the role of structural reforms by using the growth of urban 

population and the quality of local infrastructure as additional explanatory variables.26 

We expect that countries with a growing industrial sector and better quality 

infrastructure will enjoy higher economic development. By contrast, a greater share of 

the agriculture with respect to GDP and a decaying infrastructure will lead to stagnation 

of growth.27  
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Table 1 presents the pairwise correlation coefficients of all these variables. Note that the 

largest correlation coefficients involving economic growth are correlations with 

domestic investment, the index of Economic Freedom and the macroeconomic 

instability variables. FDI shows also a positive and significant correlation with 

economic growth. 

3.2. Estimation procedure  

We estimate Equation (2) by means of the system Genereralized Method of Moments 

(GMM) for dynamic panel data proposed by Arellano and Bover (1995) and Blundell 

and Bond (1998). We further show the results obtained with the OLS method for one 

observation per country, in order to analyze the sensitivity of our findings to the 

econometric methodology and to obtaining correlations in the long term. 

The system GMM estimation procedure allows us to directly address several 

econometric problems that have not always been appropriately resolved in previous 

empirical literature. The convenience of this method in empirical growth models has 

been emphasized on many occasions (see, for instance, the works of Bond et al, 2001, 

Kose et al, 2008, and Soto, 2009). First, as in other fixed-effect panel estimators28, the 

GMM method enables us to consider the presence of unobserved country-specific 

effects due to differences in the initial conditions, or possible bias of omitted variables 

that are persistent over time.29 As initially mentioned by Islam (1995), allowing 

differences in the steady state (through fixed individual country effects) enable us to 

account for divergence among countries that were not primarily considered.30 Second, 

by exploiting the time-series dimension, panel data estimation increases the degrees of 

freedom and reduces collinearity between variables, leading to more efficient 

estimates.31  
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Third, the dynamic panel approach used here also allows us to deal with the problem of 

reverse causality or simultaneity directly. A potential positive impact of FDI on 

economic growth, and the possibility of foreign capital being attracted by a higher 

growth are both theoretically plausible (Herzer et al, 2008; Nair-Rechert and Weinhold, 

2001 and Kose et al, 2008). This two-way effect might lead to an overstatement of the 

impact of foreign investment and thus to an inefficient estimation of the FDI-growth 

nexus.32  

Finally, this methodology appears to be more appropriate for the estimation of growth 

models than the standard GMM estimator developed for dynamic panel data (Arellano 

and Bond, 1991)33. According to Blundell and Bond (1998), the instruments used in the 

standard GMM estimation can behave poorly when explanatory variables present a 

strong autorregresive component (such as income or capital level).34 As Soto (2009) 

demonstrates, the system GMM estimator has a lower bias and higher efficiency than 

other estimators (including the standard first-differenced GMM estimator proposed by 

Arellano and Bond, 1991) if certain persistence exists in the series.35 

The system GMM method also shows certain weaknesses that are primarily related to 

the goodness of their instruments and to the accuracy of the initial assumption of no 

serial correlation in the errors. Thus, following the suggestions of Arellano and Bond 

(1991), we verify the consistency of our estimates through two tests for correct 

specification: the Sargan test of over-identifying restrictions and a test to explore the 

problem of error correlation.36 

We also attempted to avoid the potentially misleading inference highlighted by 

Blonigen and Wang (2005)37, which might be related to the combination of very 

different economic realities. According to these authors, pooling data implies that the 
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effects of FDI are similar for countries with different level of development, which can 

lead to error of inference. Hence, in an attempt to partially control for this effect, in the 

current paper we present results obtained for both, the entire sample (with the 26 

countries) and those obtained when the data set is split into two different income level 

groups as defined by the World Bank. The first group consists of 13 countries classified 

as low and lower-middle income countries. The second group also contains 13 

countries, defined as upper-middle income countries.  

Finally, we compare our estimates from the panel data model with those obtained from 

a cross-country estimation. A potential problem with OLS regression is that FDI can be 

endogenous. A significant impact from growth to FDI would lead to an over-estimation 

of the growth effect of foreign direct investment. To control for this endogeneity bias, 

we re-estimate the cross-country model including the lagged values of the variables.38 

The results obtained for both the standard OLS regressions and the model with lagged 

values of FDI allow to test for the consistency of our results to different econometric 

methodologies and to obtain an estimate of the relationship of the variables in the long 

term. 

4. Main results 

Table 2 contains the outcomes for the entire sample.39 Tables 3 and 4 report the 

regressions for the two sub-samples: upper-middle income countries and low and lower- 

middle income countries, respectively. Column (1) shows results for the basic model 

with initial income, population growth, domestic investment and foreign direct 

investment as explanatory variables. Columns (2) and (3) add structural reform 

variables: urban and infrastructure, respectively. Columns (4) to (8) include indicators 

of the institutional and macroeconomic environment: economic freedom, inflation and 
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external debt. Finally, Column (9) contains the interaction terms of FDI with the 

institutional and macroeconomic instability variables. The joint significance test for 

these terms and the specification tests are reported at the bottom of the tables.  

(Insert Table 2 here) 

(Insert Table 3 here) 

(Insert Table 4 here) 

As can be appreciated, the null hypothesis of valid specification in the Sargan test is not 

rejected at 5 percent significance in almost all the cases analyzed. We only find certain 

problems of over-identifying restrictions in the basic growth regressions (model 1). 

However this problem disappears once the structural reforms variables and the indicator 

of macroeconomic instability are considered. The Arellano-Bond test for second order 

autocorrelation is accepted with a p-value greater than 0.234 in all specifications. 

Therefore, the models appear to be correctly specified.  

Moreover, the estimates have the expected sign in all cases. The coefficients on initial 

GDP are negative and significant in all the regressions, confirming the existence of a 

convergence effect. Similarly, in line with the expectations, population growth has a 

negative and relevant impact on the evolution of the per capita GDP, and domestic 

investment present a positive sign in their parameters.  

Concerning to the role of FDI and the second set of control variables, several main 

conclusions can be drawn from the above regressions. First, when we consider the entire 

sample (all countries), ignoring differences in the level of development, the estimates 

reveal an ambiguous impact of FDI on growth. As shown in Table 2 (models 4 and 6), 



 17

with the introduction of the institutional variable and the inflation rate, fdi ceases to 

have a significant impact on growth for the whole sample. 

A further notable finding for this sample is the strong significance (with the expected 

signs) of the institutional and macroeconomic instability variables when they are both 

individually and jointly considered. As can be appreciated in Models 4 to 9, the index of 

Economic Freedom has a positive and a very significant coefficient, while external debt 

and inflation are found to be negative and strongly significant. This last result will 

corroborate the harmful influence of the macroeconomic instability on growth, thus 

coinciding with previous works.40 Additionally, we confirm that a higher quality of 

infrastructure and a relative rise of the urban sector positively affect growth in these 

economies. 

Second, for the upper-middle income countries the growth effect of FDI is not reliable 

when internal macroeconomic instability is taken into account, as shown in Table 3. fdi 

becomes insignificant when inflation is included in the regression (models 6, 8 and 9). 

However, as expected, the macroeconomic environment seems to exert an important 

influence on growth both directly (as shown by the significance of external debt and 

inflation rate) but also indirectly (as can be appreciated from the significance of their 

interaction terms with FDI). The negative and significant parameters of these terms 

reveal that for this group of countries, instability at the macro level not only discourages 

economic growth but also narrows the potential benefits of FDI. Both the t-tests and the 

Wald test of jointly significance for these coefficients confirm this outcome. Here again, 

the significant coefficient in the institutional variable verifies the expected positive 

influence on growth of a favorable institutional framework. The lack of significance of 

ecfree in models 8 and 9 seems to be more related to the high correlation of the EFW 

index with the inflation rate rather than to the lack of importance of this variable (see 
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the correlation matrix in Table 1). This fact is indeed corroborated by model 7, where 

the growth equation is re-estimated considering only the external debt as a proxy of 

macroeconomic instability. 

Things are rather different when we look at the low and lower-middle income countries. 

For these economies the positive influence of foreign direct investment on growth 

appears to be a robust finding. fdi is significant in all regressions, irrespective of the 

model specification (see Table 4). The positive and significant impact of FDI on growth 

remains, even once the structural, institutional and macroeconomic factors are 

considered in the regression. This would be consistent with the idea of a differential 

impact of foreign direct investment in less developed economies, where the shortage of 

domestic capital means that FDI is the only option to increase their rate of capital 

accumulation. Moreover, an improvement in the quality of institutions and the 

macroeconomic stability also leads in this sample to an increase in economic growth, as 

shown by the significant coefficient on ecfree, exdeb and infl (Models 4 to 7). The high 

correlation between inflation and external debt (as shown in Table 1) would justify the 

lack of significance of the inflation rate in Model 8.   

In sum, the estimation results of the system GMM regression, which overcome the 

limitations of the standard estimations, reveal the importance of considering both the 

macroeconomic environment and institutions, and some structural factors in evaluating 

the economic impact of foreign investment inflows. According to our estimates, higher 

quality of institutions and a stable macroeconomic environment clearly promote growth 

in Latin American and Asian developing countries. They also confirm the relevance of a 

separate analysis for different levels of economic development. By mixing different 

realities, there is a possibility that some relevant effects might vanish.41 
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In Table 5 we report the results of the cross-country analysis.42 Unlike the panel data 

regressions, in this case neither the inter-time variations nor the existence of potential 

endogeneity is taken into account. Despite this, the coefficients obtained with both 

methodologies show important analogies. For instance, both methods estimate similar 

coefficients for the foreign direct investment variable, especially in the basic model and 

in the model containing the structural variables (models 1 and 2). Nevertheless, some 

notable differences should also be stressed. In contrast to the panel data estimates, in the 

cross-country regressions, fdi is always significant, regardless of the model 

specification. This finding would be consistent with the argument according to which 

cross section studies find more significant evidence of a positive influence of FDI than 

panel studies do (see Görg and Strobl, 2001 and Herzer et al, 2008).  

(Insert Table 5 here) 

However, as previously mentioned, the potential endogeneity of FDI would imply an 

over-estimation of the benefits from foreign inflows. Therefore, in Table 6 we present 

the results of the cross-country analysis including the lagged value of FDI as regressor. 

In this regression the significance of the lagged values of the FDI variable is robust to 

the specification model, confirming the positive effect of foreign direct investment. The 

estimate coefficients on the past value of fdi are even greater than the ones obtained for 

fdi in the standard OLS regression.  

(Insert Table 6 here) 

Additionally, in both cross-country regressions (similarly to the panel data estimations), 

the coefficients of initial GDP and population growth are negative and significant, while 

that of domestic investment is positive (although insignificant for the regressions with 

lagged values of FDI). The outcomes obtained confirm in these estimations also confirm 
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the importance of the macroeconomic stability and institutional quality. Considered 

individually, the relevance of the Economic Freedom index, external debt and the 

inflation rate is definitive in the explanation of GDP growth, regardless of what 

econometric methodology is used. Nevertheless, when they are included together, the 

significance of ecfree, exdeb and infl is not always clear, probably due to the high 

correlation between these three variables. The results of the Wald test verify their joint 

significance in explaining the dependent variable behavior. Indeed, adding institutional 

and macro instability variables increase the R2 and the significance of the coefficient on 

FDI (see Model 3 and 6 from Tables 5 and 6). Overall, the explanatory power of these 

regressions is quite good as it is above 0.74 in the standard OLS regression and above 

0.64 in the regression with lagged values. 

5. Final remarks and policy implications 

During the nineties, structural reforms were implemented at an unparalleled rate across 

the developing world while FDI became one of the main components of private capital 

flows. As we have tried to show throughout this paper, empirical research on the 

contribution of FDI to the growth process of developing economies remains ambiguous. 

The emerging FDI literature stipulates that the relationship between FDI and growth is 

highly heterogeneous across countries. 

A particularly controversial question concerns the influence of certain environments on 

the growth-effects of FDI. This paper has attempted to provide new evidence on this 

question in the context of Latin American and Asian countries that have undergone 

substantial reforms during the last two decades.  
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Our findings provide new insights into the conflicting evidence on the FDI-growth 

nexus in developing economies in various central aspects. Firstly, this study shows the 

importance of considering internal and external macroeconomic stability as well as the 

quality of institutions when evaluating the economic impact of FDI inflows. In all the 

estimations, we find that these variables contribute directly to economic performance. 

Furthermore, in the upper middle-income countries, the significance of their interaction 

terms with FDI confirms an indirect influence on the FDI-growth nexus. As far as we 

know, no empirical studies have previously evaluated the importance of economic 

reforms and institutional capabilities in the group of countries analyzed here, which 

encompass the main recipients of FDI flows in the developing world. 

Secondly, the results obtained allow us to observe a differential impact of FDI in 

countries with different economic experiences. Specifically, our results show an 

independent effect of FDI on economic performance in the lower income countries, 

once the local conditions have been controlled for. In contrast, the benefits of these 

inflows for the higher income countries depend on the model and specifically on 

whether macroeconomic and institutional environments are considered or not. The 

robust impact of foreign inflows in these economies could be related with the 

difficulties that these countries face in improving their capital accumulation rates.  

In addition, our estimates show the sensitivity of the results to the econometric 

methodology employed (panel data versus cross section regressions). Specifically, this 

study highlights the relevance of considering temporal dimension as well as time-

invariant differences across countries.   

In sum, these results support the idea that policies designed to implement incentives for 

foreign investors are not sufficient to generate economic growth. Improving the 
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investment environment through better macroeconomic and institutional conditions 

should be a prime guideline for policy in these countries.  
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Tables 
 

 
Table 1: Correlation matrix. Period: 1976-2005. 

 growthit diit popit urbanit infrastit fdiit ecfreeit exdebit inflit 

growthit 1.000 0.496 -0.255 0.019 -0.033 0.215 0.344 -0.333 -0.335 

diit - 1.000 -0.037 0.115 0.070 0.249 0.162 -0.146 -0.069 

popit - - 1.000 0.686 -0.291 -0.246 -0.153 0.104 0.029 

urbanit - - - 1.000 -0.356 -0.240 -0.084 -0.056 -0.033 

infrastit - - - - 1.000 0.394 0.214 -0.135 -0.037 

fdiit - - - - - 1.00 0.394 -0.073 -0.121 

ecfreeit - - - - - - 1.000 -0.328 -0.378 

exdebit - - - - - - - 1.000 0.640 

inflit - - - - - - - - 1.000 
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Table 2: Dependent variable: Growth of real per capita GDP. All countries. Method of 
estimation: System-GMM. Period: 1976-2005. 

 Model (1) Model (2) Model (3) Model (4) Model (5) Model (6) Model (7) Model (8) Model (9) 
Lnyi0 -0.970** 

(-2.39) 
-0.574 
(-1.31) 

-0.729 
(-1.11) 

-1.278*** 
(-2.87) 

-1.383*** 
(-2.86) 

-1.133*** 
(-2.78) 

-1.589*** 

(-3.74) 
-1.455*** 

(-3.56) 
-1.533*** 

(-3.69) 

popit -1.616** 
(-2.13) 

-2.703*** 
(-2.52) 

-2.560** 
(-2.55) 

-2.814*** 
(-3.82) 

-1.947** 
(-2.43) 

-2.459*** 
(-3.39) 

-2.211*** 

(-3.32) 
-2.349*** 

(-4.03) 
-2.199*** 

(-3.91) 

diit 0.084 
(1.43) 

0.059 
(1.14) 

0.094** 
(2.09) 

0.103** 
(2.51) 

0.073* 
(1.69) 

0.117*** 
(2.99) 

0.076* 

(1.82) 
0.095** 
(2.38) 

0.094** 
(2.42) 

fdiit 0.425** 
(2.96) 

0.440** 
(2.56) 

0.336** 
(2.31) 

0.185 
(1.34) 

0.303** 

(2.29) 
0.178 
(1.31) 

0.215 
(1.59) 

0.159 
(1.41) 

0.968 
(0.20) 

Structural variables 

urbanit - 1.121** 
(1.90) 

0.969* 
(1.64) 

0.840* 
(1.93) 

0.518 
(1.08) 

0.899** 
(2.44) 

0.497 
(1.35) 

0.609** 
(2.01) 

0.499* 
(1.66) 

infrastit - - 0.001 
(0.51) 

0.001* 
(1.75) 

0.001 
(1.44) 

0.001* 
(1.87) 

0.001** 

(1.97) 
0.007** 
(1.97) 

0.001** 
(2.06) 

Institutional variable 

ecfreeit - - - 0.913** 
(3.41) 

- - 0.652*** 

(2.79) 
0.462** 
(2.02) 

0.633* 
(1.82) 

Macroeconomic instability variables 

exdebit - - - - -0.226*** 
(-4.97) 

- -0.184*** 

(-4.69) 
-0.106** 
(-2.69) 

-0.107 
(1.82) 

inflit - - - - - -0.002*** 
(-3.62) 

- -0.001*** 
(-3.21) 

-0.001** 
(-2.04) 

Interaction terms  

fdiit*ecfreeit - - - - - - - - -0.117 
(-1.01) 

fdiit*exdebit - - - - - - - - -0.008 
(-0.27) 

fdiit*inflit - - - - - - - - 0.001 
(0.55) 

Obs 
S test 
SOSC test 
Wald (J) 
Wald (IT) 

156 
0.001 
0.440 
0.000 

- 

156 
0.117 
0.665 
0.000 

- 

156 
0.042 
0.710 
0.000 

- 

156 
0.060 
0.939 
0.000 

- 

155 
0.102 
0.752 
0.000 

- 

156 
0.299 
0.685 
0.000 

- 

155 
0.229 
0.964 
0.000 

- 

155 
0.642 
0.511 
0.008 

- 

155 
0.553 
0.408 
0.000 
0.721 

Notes: The notations ***, **, and * represent statistical significance at the 1, 5, and 10 percent levels, respectively. t-statistics are reported in 
brackets. The coefficients and t-statistics are robust to heteroskedasticity. All regressions include a constant term and time dummy variables. The 
figures reported for the Sargan (S) test are the p-values for the null hypothesis of valid specification. For the Wald test (Joint coefficients, and 
Interaction Terms coefficients) and the Second Order Serial Correlation (SOSC) test the p-values are computed. Instruments used for transformed 
equations are y0i,t-2, fdii,t-2, dii,t-2, popi,t-2 and Zit-2 and all further lags; and Δy0i,t-1, Δfdii,t-1, Δdii,t-1, Δpopi,t-1 and ΔZit-1  for level equations. 
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Table 3: Dependent variable: Growth of real per capita GDP. Upper-middle income countries. Method 
of estimation: System-GMM. Period: 1976-2005. 

 Model (1) Model (2) Model (3) Model (4) Model (5) Model (6) Model (7) Model (8) Model (9) 

Lnyi0 -0.139 
(-0.21) 

-0.303 
(-0.50) 

0.721 
(0.79) 

-0.377 
(-0.52) 

-0.680 
(-0.89) 

-0.854 
(-0.88) 

-1.358** 
(-2.28) 

-1.142 
(-1.55) 

-1.069 
(-1.24) 

popit -1.027*** 
(-3.14) 

-1.810* 
(-1.85) 

-1.830** 
(-2.16) 

-2.059** 
(-2.63) 

-1.132* 
(-1.65) 

-1.419b 
(-1.97) 

-1.265** 

(-1.87) 
-1.421** 
(-2.10) 

-1.584** 
(-2.25) 

diit 0.025 
(0.58) 

-0.003 
(-0.07) 

0.025 
(0.54) 

0.019 
(0.40) 

0.031 
(0.65) 

0.105*** 
(2.73) 

0.026 
(0.53) 

0.095** 
(2.60) 

0.118*** 
(2.98) 

fdiit 0.583** 
(2.16) 

0.545** 
(2.39) 

0.544*** 
(3.02) 

0.370** 
(2.17) 

0.460*** 
(3.31) 

0.171 
(1.35) 

0.321** 
(2.28) 

0.162 
(1.37) 

0.767 
(1.01) 

Structural variables 

urbanit - 1.144 
(1.51) 

1.225* 
(1.68) 

1.163* 
(1.71) 

0.460*** 
(3.31) 

0.733 
(1.08) 

0.519 
(0.99) 

0.549 
(0.90) 

0.529 
(0.85) 

infrastit - - -0.001 
(-1.18) 

0.001 
(0.29) 

-0.001 
(-0.11) 

0.001 
(0.23) 

0.001 
(1.13) 

0.001 
(0.652) 

0.001 
(0.46) 

Institutional variable 

ecfreeit - - - 0.677*** 
(3.05) 

- - 0.482*** 
(2.80) 

0.216 
(1.03) 

0.322 
(1.05) 

Macroeconomic instability variables 

exdebit - - - - -0.199*** 
(-4.10) 

- -0.200*** 
(-5.05) 

-0.069* 
(-1.65) 

0.156** 
(2.28) 

inflit - - - - - -0.002*** 
(-4.40) 

- -0.001*** 
(-3.93) 

-0.002*** 
(-6.32) 

Interaction terms 

fdiit*ecfreeit - - - - - - - - -0.075 
(-0.67) 

fdiit*exdebit - - - - - - - - -0.059** 
(-2.01) 

fdiit*inflit - - - - - - - - -0.001** 
(-2.04) 

Obs 
S test 
SOSC test 
Wald (J) 
Wald (IT) 

78 
0.070 
0.860 
0.000 

- 

78 
0.059 
0.949 
0.000 

- 

78 
0.330 
0.803 
0.000 

- 

78 
0.336 
0.986 
0.000 

- 

78 
0.885 
0.346 
0.000 

- 

78 
0.958 
0.234 
0.000 

- 

78 
0.956 
0.349 
0.000 

- 

78 
0.998 
0.458 
0.000 

- 

78 
0.999 
0.593 
0.000 
0.003 

Notes: The notations ***, ** and * represent statistical significance at the 1, 5, and 10 percent levels, respectively. t-statistics are reported in 
brackets. The coefficients and t-statistics are robust to heteroskedasticity. All regressions include a constant term and time dummy variables. The 
figures reported for the Sargan (S) test are the p-values for the null hypothesis of valid specification. For the Wald test (Joint coefficients, and 
Interaction Terms coefficients) and the Second Order Serial Correlation (SOSC) test the p-values are computed. Instruments used for transformed 
equations are y0i,t-2, fdii,t-2, dii,t-2, popi,t-2 and Zit-2 and all further lags; and Δy0i,t-1, Δfdii,t-1, Δdii,t-1, Δpopi,t-1 and ΔZit-1  for level equations. 
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Table 4: Dependent variable: Growth of real per capita GDP. Low and lower-middle income countries. 
Method of estimation: System-GMM. Period: 1976-2005. 

 Model (1) Model (2) Model (3) Model (4) Model (5) Model (6) Model (7) Model (8) Model (9) 

Lnyi0 -2.035*** 
(-4.80) 

-2.020*** 
(-3.95) 

-1.728** 
(-2.35) 

-1.916*** 
(-2.86) 

-2.001*** 
(-3.23) 

-1.550** 
(-1.99) 

-2.396*** 
(-4.10) 

-2.347*** 
(-3.77) 

-2.694*** 
(-4.22) 

popit -1.206* 
(-1.87) 

-13322 
(-1.55) 

-1.652 
(-1.58) 

-2.199** 
(-2.45) 

-1.081 
(-1.25) 

-1.913* 
(-1.93) 

-1.118 
(-1.48) 

-1.262* 
(-1.69) 

-1.102* 
(-1.92) 

diit 0.255*** 
(3.40) 

0.272*** 
(4.39) 

0.278*** 
(5.74) 

0.231*** 
(4.84) 

0.208*** 
(3.16) 

0.269*** 
(5.57) 

0.200*** 
(3.22) 

0.209*** 
(3.53) 

0.197*** 
(3.40) 

fdiit 0.319*** 
(2.96) 

0.286** 
(2.36) 

0.271* 
(2.03) 

0.297* 
(1.64) 

0.185* 
(1.65) 

0.249** 
(2.37) 

0.229** 
(2.08) 

0.258** 
(2.33) 

3.050*** 
(2.67) 

Structural variables 

urbanit - 0.130 
(0.36) 

0.239 
(0.61) 

0.255 
(0.811) 

-0.135 
(-4.03) 

0.403 
(1.18) 

-0.226 
(-0.74) 

-0.102 
(-0.34) 

-0.153 
(-0.34) 

infrastit - - -0.001 
(-0.38) 

-0.001 
(-0.486) 

-0.001 
(-0.67) 

-0..001 
(-0.48) 

-0.001 
(-0.24) 

-0.003 
(-0.26) 

-0.001 
(-0.247) 

Institutional variable 

ecfreeit - - - 1.413*** 
(4.45) 

- - 0.626** 
(2.21) 

0.665** 
(2.18) 

1.559*** 
(3.64) 

Macroeconomic instability variables 

exdebit - - - - -1.023*** 
(-3.40) 

- -0.805*** 
(-2.57) 

-0.703** 
(-2.01) 

-0.351 
(-1.17) 

inflit - - - - - -0.001*** 
(-4.22) 

- -0.001 
(-0.42) 

-0.007 
(-0.34) 

Interaction terms 

fdiit*ecfreeit - - - - - - - - -0.382 
(-1.60) 

fdiit*exdebit - - - - - - - - -0.141 
(-0.85) 

fdiit*inflit - - - - - - - - 0.004 
(0.33) 

Obs 
S test 
SOSC test 
Wald (J) 
Wald (IT) 

78 
0.014 
0.968 
0.000 

- 

78 
0.125 
0.981 
0.000 

- 

78 
0.444 
0.944 
0.000 

- 

78 
0.919 
0.320 
0.000 

- 

77 
0.963 
0.705 
0.000 

- 

78 
0.841 
0.710 
0.000 

- 

77 
0.985 
0.973 
0.000 

- 

77 
0.952 
0.998 
0.000 

- 

77 
0.999 
0.681 
0.000 
0.000 

Notes: The notations ***, ** and * represent statistical significance at the 1, 5, and 10 percent levels, respectively. t-statistics are reported in 
brackets. The coefficients and t-statistics are robust to heteroskedasticity. All regressions include a constant term and time dummy variables. The 
figures reported for the Sargan (S) test are the p-values for the null hypothesis of valid specification. For the Wald test (Joint coefficients, and 
Interaction Terms coefficients) and the Second Order Serial Correlation (SOSC) test the p-values are computed. Instruments used for transformed 
equations are y0i,t-2, fdii,t-2, dii,t-2, popi,t-2 and Zit-2 and all further lags; and Δy0i,t-1, Δfdii,t-1, Δdii,t-1, Δpopi,t-1 and ΔZit-1  for level equations. 
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Table 5: Dependent variable: Growth of real per capita GDP. Method of estimation: Standard Ordinary 
Least Squares. Period: 1976-2005. 

 Model (1) Model (2) Model (3) Model (4) Model (5) Model (6) Model (7) 

Lnyi0 -1.042*** 
(-6.30) 

-1.715*** 
(-6.70) 

-1.741*** 
(-7.13) 

-1.450*** 
(-5.88) 

-1.354*** 
(-6.04) 

-1.487*** 
(-6.26) 

-1.450** 
(-6.41) 

popi -1.519*** 
(-5.67) 

-1.364*** 
(-3.80) 

-1.379*** 
(-3.74) 

-1.258*** 
(-3.75) 

-1.384*** 
(-4.33) 

-1.274*** 
(-3.76) 

-1.291*** 
(-3.97) 

dii 0.176*** 
(4,02) 

0.097** 
(2.16) 

0.091** 
(2.17) 

0.100** 
(2.84) 

0.115*** 
(3.77) 

0.098** 
(2.82) 

0.102** 
(2.87) 

fdii 0.450* 
(1.86) 

0.426** 
(2.10) 

0.316* 
(1.89) 

0.462*** 
(2.89) 

0.560*** 
(4.21) 

0.430*** 
(2.79) 

0.459*** 
(3.76) 

Structural variables 

urbani - -0.013 
(-0.07) 

-0.064 
(-0.34) 

-0.084 
(-0.45) 

-0.029 
(-0.16) 

-0.088 
(-0.47) 

-0.079 
(-0.43) 

infrasti - 0.001** 
(2.47) 

0.001*** 
(3.26) 

0.001** 
(2.12) 

0.001* 
(1.90) 

0.001** 
(2.43) 

0.001** 
(2.45) 

Institutional variables 

ecfreei - - 0.759*** 
(2.91) 

- - 0.189 
(1.17) 

0.136 
(0.71) 

Macroeconomic instability variables 

exdebi - - - -0.345*** 
(-8.59) 

- -0.305*** 
(-6.86) 

-0.260** 
(-2.35) 

infli - - - - -0.003*** 
(-5.13) 

- -0.001 
(-0.48) 

Obs 
Adj. R2 

Wald (J) 
Wald (IM) 

26 
0.742 
0.000 

- 

26 
0.799 
0.000 

- 

26 
0.853 
0.000 

- 

26 
0.906 
0.000 

- 

26 
0.894 
0.000 

- 

26 
0.903 
0.000 

- 

26 
0.897 
0.000 
0.000 

Notes: The notations ***, **, and * represent statistical significance at the 1, 5, and 10 percent levels, respectively. t-statistics are reported 
in brackets. The coefficients and t-statistics are robust to heteroskedasticity (White’s standard errors). All regressions include a constant 
term.  For the Wald test (Joint and Institutional and Macro instability coefficients) the p-values are reported. HQ gives us the Hannan-
Quinn criterium value of the regression. 
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Table 6: Dependent variable: Growth of real per capita GDP. Method of estimation: OLS Regression 
with lagged values of FDI. Period: 1991-2005. 

 Model (1) Model (2) Model (3) Model (4) Model (5) Model (6) Model (7) 

Lnyi0 -0.806*** 
(-3.64) 

-1.207** 
(-2.48) 

-1.521*** 
(-3.66) 

-1.204** 
(-2.59) 

-1.178** 
(-2.55) 

-1.524*** 
(-3.93) 

-1.444*** 
(-3.70) 

popi -1.975*** 
(-4.41) 

-2.449*** 
(-4.24) 

-2.443*** 
(-3.97) 

-2.367 
(-4.18) 

-2.409*** 
(-4.20) 

-2.359*** 
(-3.97) 

-2.378*** 
(-3.98) 

dii 0.138** 
(2.50) 

0.089 
(1.55) 

0.074 
(1.19) 

0.088 
(1.58) 

0.091 
(1.58) 

0.073 
(1.22) 

0.077 
(1.29) 

fdi(-1)i 0.832*** 
(3.54) 

0.852*** 
(3.54) 

0.601** 
(2.33) 

0.741*** 
(3.04) 

0.724** 
(2.87) 

0.483* 
(1.91) 

0.510* 
(1.95) 

Structural variables 

urbani - 0.2722 
(1.17) 

0.267 
(1.19) 

0.2221 
(0.97) 

0.244 
(1.07) 

0.214 
(1.00) 

0.224 
(1.03) 

infrasti - 0.001 
(1.41) 

0.001** 
(2.60) 

0.001 
(1.39) 

0.001 
(1.68) 

0.001** 
(2.74) 

0.001** 
(2.65) 

Institutional variables 

ecfreei - - 0.546** 
(2.23) 

- - 0.556** 
(2.39) 

0.446* 
(1.85) 

Macroeconomic instability variables 

exdebi - - - -0.120* 
(-1.81) 

- -0.123* 
(2.39) 

-0.060 
(-0.76) 

infli - - - - -0.004** 
(-4.65) 

- -0.003** 
(-2.14) 

Obs 
Adj. R2 

Wald (J) 
Wald (IM) 

26 
0.643 
0.000 

- 

26 
0.651 
0.000 

- 

26 
0.664 
0.000 

- 

26 
0.650 
0.000 

- 

26 
0.674 
0.000 

- 

26 
0.664 
0.000 

- 

26 
0.655 
0.000 
0.002 

Notes: The notations ***, **, and * represent statistical significance at the 1, 5, and 10 percent levels, respectively. t-statistics are reported 
in brackets. The coefficients and t-statistics are robust to heteroskedasticity (White’s standard errors). All regressions include a constant 
term.  For the Wald test (Joint and Institutional and Macro instability coefficients) the p-values are reported. HQ gives us the Hannan-
Quinn criterium value of the regression. 
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Table 7: Institutional and macroeconomic stability variables correlations. Period: 1976-2005 

(average values) 
 ecfreei exdebi infli 

ecfreei 1.000 -0.571* -0.571* 

exdebi - 1.000 0.878* 

infli - - 1.000 

* Significantly different from zero at the 5% level. 
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Appendix  
Countries  

LOW AND LOWER-MIDDLE INCOME COUNTRIES:  

Paraguay, Bolivia, China, Dominican Republic, Ecuador, Honduras, India, Indonesia, 
Nepal, Pakistan, Philippines, Sri Lanka and Thailand.     

UPPER-MIDDLE INCOME COUNTRIES:     

Argentina, Brazil, Chile, Colombia, Costa Rica, El Salvador, Guatemala, Malaysia, 
Mexico, Nicaragua, Peru, Uruguay and Venezuela 

Variables and data sources 
 

• GDP per capita growth (annual %). Annual percentage growth rate of GDP per 
capita based on constant local currency. Source: World Bank national accounts 
data, and OECD. 

• GDP per capita (constant 2000 US$). GDP per capita is gross domestic product 
divided by midyear population. Data are in constant US. dollars. Source: World 
Bank national accounts data, and OECD National Accounts data files. 
 

• Population growth (annual %). Annual population growth rate. Source: World 
Bank staff estimates from various sources including census reports, the United 
Nations Population Division’s World Population Prospects, national statistical 
offices, household surveys conducted by national agencies, and Macro 
International. 

• Gross fixed capital formation (% of GDP). Gross fixed capital formation 
(formerly gross domestic fixed investment) includes land improvements (fences, 
ditches, drains, and so on); plant, machinery, and equipment purchases; and the 
construction of roads, railways, and the like, including schools, offices, 
hospitals, private residential dwellings, and commercial and industrial buildings. 
Source: World Bank national accounts data, and OECD National Accounts data 
files. 

• Foreign direct investment, net inflows (% of GDP). This series shows net 
inflows in the reporting economy and is divided by GDP. Source: International 
Monetary Fund, International Financial Statistics and Balance of Payments 
databases, World Bank, Global Development Finance, and World Bank and 
OECD GDP estimates. 

• Electric power consumption (kWh per capita). Source: International Energy 
Agency, Energy Statistics and Balances of Non-OECD Countries and Energy 
Statistics of OECD Countries. 

• Urban population growth (annual %). Urban population is the midyear 
population of areas defined as urban in each country and reported to the United 
Nations. Source: World Bank staff estimates using United Nations, World 
Urbanization Prospects. 
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• Inflation, GDP deflator (annual %). The GDP implicit deflator is the ratio of 
GDP in current local currency to GDP in constant local currency. Source: World 
Bank national accounts data, and OECD National Accounts data files. 

• External debt, total (DOD, current US$). Total external debt is debt owed to 
nonresidents repayable in foreign currency, goods, or services. Data are in 
current US dollars. Source: World Bank, Global Development Finance. 

• Exports of goods and services (current US$). Data are in current U.S. dollars. 
Source: World Bank national accounts data, and OECD National Accounts data 
files. 

• The index published in Economic Freedom of the World (EFW) is designed to 
measure the consistency of a nation’s institutions and policies with economic 
freedom. Authors: James Gwartney and Robert Lawson. Title: 2009 Economic 
Freedom Dataset, published in Economic Freedom of the World: 2009 Annual 
Report. Publisher: Economic Freedom Network.   

                                                 
1 See Campos and Kinoshita (2008) for a discussion about determinants of FDI in emerging economies.  
2 See Prüfer and Tondl (2008). 
3 The transition economies of South-East Europe and the Commonwealth of Independent States were 
dropped from the analysis because of the limited data for all the variables.   
4 See for example Easterly (2005). 
5 See Kose et al (2006). 
6 These results are in line with Blomström et al (2001); Borensztein et al (1998) and Bloningen and Wang 
(2005).  
7 Blömstrom et al (1994) suggest that FDI has a positive growth effect when the country is sufficiently 
wealthy. In other words, poor countries are unable to exploit FDI. Carkovic and Levine (2005) also reject 
this finding. 

8These results are in line with Kose et al (2009) indicating that financial integration serves as a catalyst 
for many collateral benefits from FDI.  In contrast, Carkovic and Levine (2005) reject the role played by 
financial development.  
9 In addition to infrastructures, these last authors also considered the role played by the level of human 
capital and the technological gap in determining the advantageous effects of FDI.  
10 Demekas et al (2007) emphasize the importance of macrostability and institutional quality in attracting 
FDI.  
11 Similar results have been obtained by Rodrik et al (2004) and Rigobon and Rodrik (2004). 

12 These authors also highlight that the impact of FDI inflows in Latin America differs according to the 
source countries. Their main findings show that European FDI is only indirectly correlated with 
productivity growth, whereas North America FDI is more robust and directly correlated with productivity 
growth.   
13 We also estimated the models with overlapping periods. The results obtained show no significant 
differences to the ones presented here. Results are available upon request. 
14 Sub-Saharan African countries have been excluded as they have received relatively low FDI flows for 
most of the period. Moreover, most of these inflows have been highly concentrated in natural resource 
sectors, and therefore they are different in effect from what we have focused on. 
15 This implies the exclusion of countries like Singapore which would be integrated within the group of 
upper income countries. 
16 For the sample construction, Galimberti (2009) excludes countries whose populations in 1974 were 
below one million. 
17 This entails the exclusion of countries such as Haiti, Fiji, Guyana, Barbados, Belize or Saint Vincent. 
18 This source has also been used in many empirical works that analyzes the FDI-growth relationship, thus 
facilitating the comparison of our results with those obtained in other empirical papers (see, for instance, 
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Herzer et al., 2008, Nair-Reichert and Weinhold, 2001, Basu et al, 2003, Hansen and Rand, 2006 and 
Alfaro et al, 2004). 
19 This variable has been used widely in the growth literature (see, e.g. Carkovic and Levine, 2005; 
Herzer et al., 2008; Hansen and Rand, 2006; Alfaro et al., 2004; Nair-Reicherrt and Weinhold, 2001). 
20 We take the first year of each five-year period for the panel regression and the value on 1978 for the 
pure cross-country estimations. 
21 According to the World Bank, this series shows the net inflows of investment to acquire a lasting 
management interest (10 percent or more of voting stock) in an enterprise operating in an economy other 
than that of the investor. It is the sum of equity capital, reinvestment of earnings, other long-term capital, 
and short-term capital as shown in the balance of payments. 
22 Although human capital was initially taken into account, we decided remove this variable as it was not 
statistically significant, probably “absorbed” by the fixed effect. Results are available from the authors on 
request. 
23 Economic Freedom of the World (http://www.freetheworld.com/2009).  
24 Specifically, five main areas comprised the different components of this index: (1) size of government; 
(2) legal structure and security of property rights; (3) access to sound money; (4) freedom to trade 
internationally; (5) regulation of credit, labor, and business. 
25 See, for instance, Fisher (1993) and Jallab et al (2008). See Easterly (2005) for a survey. 
26 Quality of local infrastructures was measured by the electric power consumption (kwh per capita). 
27 Similar arguments are shown in the work of Prüfer and Tondl (2008). 
28 Since the countries included in our sample have not been randomly sampled from a pool of worldwide 
countries, random effect estimation makes little sense here. Furthermore, in a random effects specification 
we should assume that the individual country effect is uncorrelated with the explanatory variables, which 
seems to be theoretically improbable. 
29 Hsiao (2003). 
30 Galimberti (2009). 
31 Hsiao (2003), pag. 3. 
32 To avoid this potential bias, an instrumental variable or lagged values for FDI are required. However, 
the system GMM estimation allows us to control for the potential endogeneity not only of FDI, but also 
of all other explanatory variables (including the predetermined variables such as the initial real per capita 
GDP considered in our growth models). 
33 According to this methodology, the lagged levels of all the right hand side variables are used as 
instruments, which eliminate the arbitrariness of other methods in the selection of instruments. In a 
previous step, the fixed-effect component is removed by taking first differences. 
34 Blundell and Bond (1998) demonstrate that when the endogenous variables behave similarly to a 
random walk, past levels give little information about future changes in the difference GMM estimation. 
In other words, level lags are weak instruments for differenced variables. 
35 The above mentioned authors suggest estimating a system of equations formed by the equation in first 
differences, as well as the equation in levels. Therefore, the lagged differences in the level equations 
inform on current values of variables even when some persistence is present. See Bond, Hoeffer and 
Temple (2001) for more information about the GMM estimation in growth models. 
36 In the Sargan test, the null hypothesis is that the instruments are not correlated with the residuals. In the 
correlation test, the null hypothesis is that the errors in the first difference regression exhibit no second 
order correlation. 
37 Blonigen and Wang (2005) investigate the sensitivity of results when the developed and developing 
country data sets are pooled. 
38 The instrumental variable method would also permit account for endogeneity. However, given the 
difficulties that we found to select good instruments for this variable, we decided to employ lagged values 
of foreign direct investment instead. 
39 Note that the panel regressions are balanced except in those models when the external debt is taken as a 
control variable. In this case, one observation is missing. Not data was available for external debt from 
Colombia for the first period analyzed. 
40 For instance, Lensink and Morrissey (2006) show that FDI volatility (which may be related to 
instability at the macro level) has a negative impact on growth. Also Guillaumont and Chauvet (2001) 
find that growth is positively related with a low vulnerability and a good macroeconomic policy.  
41 Kemeny (2010) recently finds that the interaction between domestic capabilities and FDI is hidden if all 
countries across the income spectrum are lumped together in the estimation. 
42 Due to the lack of observations, we did not include a regression with interaction terms in this case. 


