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Abstract

Conventional wisdom suggested that investment flows in where you have abnormal returns
that resulted in a high productivity area. However, FDI behaves peculiarly, as most are
targeted towards developed countries where excess competition drives down returns and
ultimately productivity. On the contrary, it shy in developing countries where one has more
productive investment opportunities. This study tries to tackle the problem and explores the
factors that influenced FDI flows. In particular, we focused on productivity, trade openness,
financial liberalization, and institutions. Macro-level data was collected from 27 economies
from 2004 to 2015. The analysis was done using GMM methodology. The results showed
productivity remained insignificant in explaining FDI throughout the models. Trade seems to
have a significant positive impact on the model without the interaction effect. Interestingly,
financial liberalization seems to affect FDI negatively in all cases. GDP growth had a positive
and significant effect. All Institutional variables that include control of corruption,
government effectiveness, regulatory quality, rule of law, seems to have a significant positive
impact on FDI individually, as well as in the combined form. We also witnessed significant

and positive complementarities with each of the institutional factors and productivity, in
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explaining FDI. This indicated that higher productivity is not the deciding factor of FDI,
however, the same productivity in a better institutional environment would produce positive
complementarity that would significantly determine FDI. The findings imply that investors'
prime concern is not productivity but the institutional environment. Moreover, only with
quality institutions, the conventional wisdom persists.

Keywords: Foreign direct investment, productivity, financial liberalization, GDP growth,
institutional quality, trade openness.

1. Introduction
1.1 Background of the Study

The foreign direct investment FDI in the growth of an economy played very important roleand
also used in different Hypothetical and experiential studies (Akbes et al., 2013), (Laura et al,
2004 and 2006), (Xiaoying & Xiaming 2004), (Chong et al., 2004), (Omran & Bolbol 2003),
(Borensztein et al., 1995) and (De Mello 1999). So it would clarify mostly that FDI is
hypothetical an effective instrument in the transmission of the expertise advanced to emerging
countries. Also, FDI is usually gazed as an imperative sourc to permit industrialized expansion
in the congregation country and it's concrete in emerging nations. Additionally, FDI as rapidly
as recognized it can produce optimistic belongings in product efficiency attractiveness and
occupation construction in congregation countries.

The influence of FDI is replicated not only resolved resources input for the congregation
country but also influence in relations of skill and expertise as well as to right of entering in
new markets.

FDI also offer in a dynamic technique to economic growth and development (Goa, 2004).
Many economists, academicians policymakers, and the management expert have
described it is an important source of more production enhancement of efficiency growth
of new technology and management of the firm and useful link to the world market of
developed and underdeveloped countries. Therefore it is significant to recognize the role of
foreign direct investment in the context of the economy (Chakraborty & Peter, 2007).

Here some of the crucial issues are; (1) Do FDI increase GDP growth by improving
productivity, growing efficiency, generating job opportunities, increasing trade, bringing
in a new organization, and production performances? (2) Do the lower GDP growth in
the long run by taking extreme profits attainable of the economy? (Agerwal, 2003). The
impact of FDI inflows in any economy is of two categories namely direct and indirect. The
direct effect of FDI inflows contains an impact on domestic investment, revenue employment,
productivity, a price equal, and export growth. Besides that, there is also a surplus of another
impact that affects the domestic economy indirectly. The FDI Spillovers effect used to
entrance and occurrence of Multinational corporations raises productivity of local businesses
in the mass country and the multinationals prepare not entirely affect the significance of those
profits.

As a determinant financial liberalization played an essential role for the development of the
financial sector but it is not enough to boost venture in new technologies as well as in the
technical growth. In additional, as per the domestic financial segment is increasing risks related
to revolutionizing old and new technologies drive concentrated. The progress of the domestic
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financial segment permits external organizations to derive in instruction to escalation of
forward- looking accomplishments in the mass nation. So it might escalation high-tech
externalities to native businesses. The accessibility or eminence of nationwide fiscal facilities
could effect the FDI and skill dispersion in the mass nation. The distribution development can
be more suitable when the financial segments in the host nation are well established. This
permits the international subsidiary toward escalation of its investment once it is established
in the host nation. Besides, the transformation of prevailing technology and the
implementation of fresh technologies are acquaint by foreign organizations.

Now it has been summarized that, the appropriate operation of fiscal systems can increase
FDI effects on growth in host nations. Practically, it is noticed that the financial segments
may affect both investors and industrial activities. Thus the moral efficiency of the local
fiscal system inspires production accomplishments and fascinates additional FDI.

The effects of FDI inflows into the economy are of two types specifically direct and
indirect. The direct influence of FDI inflows contains influence on domestic investment,
income, employment, productivity, price level, and export growth. Furthermore, there are
also surpluses of additional impacts on the effect of the domestic economy indirectly.

The FDI Spillovers effect used to entrance and occurrence of Multinational corporations raises
the efficiency of local businesses in the mass nation and multinationals prepare not entirely
affect the worth of the profits. When any company with advanced productivity makes
access then it naturally inspires other organization of the same sector to improve and
advance the skills, performance and the compitencies.

World Bank (2008) states financial globalization of the growth in the distribution sector of
the economy is rapidly increase in different countries of the world. This obligates controlled
toward an argumentative discussion that whether the countries are progressively and the
stingily combined with the other countries of the world. The accumulative globalization and
interconnection between nations over past layout and trade associations, Ertur and Koch
(2007) also conclude that high-tech inter dependence produced by external is essential in
descriptive the restrictive meeting progression across countries.

The study and the analyizment of Productivity also identifies the significance of spillover
effects examine in the worldwide industry cycles. Mastromarco et al. (2013) determine that it
is significantly essential in the direction of financial globalization aspects aimed at an
investigation of efficiency and production growth. Moreover, the countries have a tendency to
be influenced through their neighbor countries in a slightly intricate way such
interconnections reduce idealistic the supposition of agent's equality.

1.2 Problem Statement

For foreign investment, that country's labor force must be skilled, because FDI does not
always depend on capital investment. Most of the time host companies want to invest in
the skilled labor force because this kind of investment technological advancement is
possible. But unfortunately, those economies where a major economic share is based on
the agricultural sector, their labor is not well educated. And this is the reason from which
foreign companies do not take interest to invest in developing countries.

Above mentioned reason is not the only one due to which investor does not take interest
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to invest in developing countries. Still, there is a need to discuss those reasons which
demotivate foreign investors to invest. In most developing countries uncertainty is very
common in the economic and political fields. That affects the economic growth of the
country and due to this most of the developing economies faced low GDP rates as
compare to others. Normally in developing countries resources are very scare even they
are not able to fulfill their basic need.

In many developing countries, crime rate, corruption rate, and other illegal activities are
much higher than the developed countries and the government is not able to control them
this also affects the country's GDP very badly. Because of these activities, economic
growth and development affected very badly. So, for developing countries investment is
needed in those sectors of the economy which will boost their economic growth.

FDI's impact on productivity in developing and developed countries is determined
through different research papers. Some concluded that FDI impact is positive on
productivity while some evidence available on their negative relation. But still, there is a
need to analyze updated data, also a new variable incorporated to find out their effect on
FDI. This study finds out the impact of FDI on productivity and financial liberalization
using the Kaopen Index.

1.3 Gap Analysis

There is a lack of study focusing on the consequence of FDI on different variables like
growth, finance, economic development, North vs the South convergence, etc. (Alfaro &
Chauvin, n.d.; Demena, n.d.; Demir & Duan, 2018; Dupasquier & Osakwe, 2006; Eddine,
n.d.; Elkhuizen et al., 2018; Francis et al., 2009; Hallam, 2011; Hausmann &
Fernandez-Arias, n.d.; Herzer et al., 2008; Jaiblai & Shenai, 2019; Kose et al., 2009)

Most of these studies absorbed on the spillover special effects of FDI on the economies.
Many studies also focused on the spillover effect of FDI on productivity (Ajide &
Raheem, 2016; Albuquerque, 2003; Bhattacharyya, 2012; Cleeve, 2008; Kose et al.,
2009; Nunnenkamp, 2001; Singh, 2003). It is seen that from the literature review that the
FDI inflow on productivity is mixed positive or negative.

Despite this massive literature, very few studies focused on the antecedents of FDI on a
macro level. Specifically, why there is a disparity in FDI flows. Some studies explore
control influential elements that would affect FDI inflows of an economy. For example
(Saidi et al., 2013; Busse & Hefeker 2005; Bouchoucha & Ammon 2015) explored these
factors for developed and developing, Alemu (2013) done for Asian countries, Wernick,
Haar, and Sharma (2014) explored African nations and Daude, and Stein (2001) done on
OECD nations specifying that political and institutional element may interupt is primary
flow of FDI.

However, according to empathetic, there is no previous revision and studies that focused
on important determining factor of FDI like productivity and openness. Therefore a need
to assess the impact of FDI inflows on productivity using more recent data at a different
sectorial level. This study tries to tackle the problem and explores the factors that
influenced FDI flows. In particular, we focused on productivity, trade openness, financial
liberalization, and institutions. We also try to explain why FDI behaves disparately. For
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this, we introduced a complementarity effect of institutions along with productivity in
explaining FDI flows. This is a novel attempt as no such study neither explores the effect
of Productivity on FDI nor gives a possible explanation behind this relationship,
specifically with the perspective of governance institutions.

1.4 Research Objectives

This study tries to tackle the problem and explores the factors that influenced FDI flows.
In particular, we focused on productivity, trade openness, financial liberalization, and
institutions. Macro-level data was collected from 27 economies from 2004 to 2015, in
which a total of 11 countries are developed countries whereas 16 countries are
developing economies of the world. We also try to explain why FDI behaves disparately.
For this, we introduced a complementarity effect of institutions along with productivity
in explaining FDI flows. For governance variable, Government Efficiency, Regulatory
Quality, Rule of Law, and Control of Corruption is used.

1.5 Research Question
For finding out the above-mentioned core objectives of this study, the following question
is used for evaluating this impact.

e Does productivity positively influence FDI

e Does financial liberalization related to FDI

e Does Trade openness influence FDI

e Does Governance institutions affect FDI

e In there complementarities among institutions and productivity in explaining
FDI
1.6 Significance
This study helps to understand the importance of foreign direct investment for
productivity, financial liberalization, and trade openness, and governance institutions.
This study fulfilled the research gap in the literature on foreign direct investment and
productivity. The study is also helpful for policymakers for policy development.
2. Literature Review
2.1 FDI and Economic Growth
In this section we review the main studies investigating the effect of foreign direct investment

FDI versus productivity, financial liberalization the literature devoted to institutional quality.
Also, it works in dealing with the role of trade openness in the economy.

The influence of foreign direct investment (FDI) in financial evolution the focus of numerous
hypothetical and experimental studies (Akbes et al., 2013); Laura, A et al. (2004 and 2006);
Xiaoying, L and Xiaming, L (2004). Choong, C. K et al. (2004); Oman, M, and Bolbol, A.,
(2003); Borensztein, E., J. Gregorio, and J.W. Lee (1995) and De Mello, L. R., (1999)). It has
been clarified mostly through the element that FDI is fictionally remain an operative tool of
technological transmission and expertise from advanced to emerging countries. In addition, it
is commonly observed that the FDI played important reserve to empower development of the
industries in the host nation and specifically in under develop countries. Furthermore, once
FDI recognized can prevent a optimistic sound belongings on productivity, effectiveness, and
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employments in mass nations. Certainly the influence of the FDI transmitted not only from
investment contributions for the host country on the other hand it is also influence in relations
of tools and expertise for instance exactly how to entrance in the new markets. FDI may also
helpful in the contribution of dynamic technique in the country development and economic
growth (Grossman and Help man (1991), Baror and Sala-i- Mar t in (1995), and Goa (2004).

More newly, Slesman et al. (2015) extant resilient indication about foreign investment
arrivals containing FDI ensure a positive effect in the growth of countries through unrivaled
institutions, even though the countries that collapse under the recognized edge of institutional
quality weather adverse or immaterial effects. Also some of the studies recommend features
for example trade openness, fiscal growth, investment, outside liability, macroeconomic rule,
financial independence, institutional quality, and bribery also establish appropriate emergency
aspects upsetting the FDI evolution association (Balasubramanyam et al., 1996; Hermes and
Lensink, 2003; Alfaro et al., 2004; Mallick and Moore, 2008; Azman-Saini et al., 2010,
Alguacil et al., 2011; Bekaert et al., 2011; Okada and Samreth, 2014; Tanna et al., 2018).
Furthermore, some reviews show optimistic evolution belongings of FDI regardless their
adapting aspects. Hansen and Rand, 2006; Herzer and Klasen, 2008; Hsiao and Hsiao, 2006
although some suggested that FDI may not employ a strong, optimistic and sovereign impact
in the growth of economy (Carkovic and Levine, 2005; Gorg and Greenaway, 2004).

Indeed associated with micro level studies examine the special effects of spillover among
productivity and the FDI for different under developed countires, these studies and literature
unable to pay fully attention on underdeveloped in a broader picture as entire. Initial study De
Mello (1999) discover helpful indication of total factor of production evolution belongings
through FDI in cross country model of developed and emerging countries although innovative
adaptations by Bekaert et al. (2011) and Kose et al. (2009) deliver a wider indication of
optimistic TFP development belongings through financial openness. Alfaro et al. (2009) also
indicated the benefits contemporary cross country indication to recommend that countries with
well-developed monetary markets attain evolution assistances through FDI versus TFP growth
regardless from influence accrual.

Bekaert et al. (2011) and Kose et al. (2009) highlight the standing of institutional quality in
producing advanced TFP growth from financial openness, while Borensztein et al. (1998) and
Cooray et al. (2014) highlight the significance of man resources in elastic positive growth
belongings from openness through trade and FDI.

Bekaert, Harvey, & Lundblad (2010) also provide a revision demonstration that financial
openness improves the features and the excellence of the financer shelter in cross country study.
Besides, that there is organizations who issue stock or debt in other countries also have some
possible features to study the operative corporate governance of other countries.

There are two networks through which capital account liberalization affects economic
growth as distinct within the classical framework (Bekaert et al., 2011). The first
liberalization of capital decides the effort of capital from rich countries to poor countries
where interest is high.

Second, the literature of international finance specifies that liberalized equity markets
decline the equity risk premium from enhanced risk-sharing. The final shared with the
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foreign contribution in local capital markets guarantees the maintenance of a stable state
level of GDP (Bekaert et al., 2011). Concerned by the promises of financial liberalization
hypothesis in developing countries implemented financial liberalization process in the
1980s and many of them secured massive benefits.

3. Theoretical Approaches to FDI

The initial descriptions of FDI remain situated in the models transmitted by Heckscher-Ohlin
(1933) and MacDougall (1960) and Kemp (1964), it stated as the MacDougall-Kemp model,
which suggested that FDI encouraged by advanced effectiveness among foreign markets
through appreciating progress and cheap labor budgets and exchange threats.

Authors such as Hymer (1976) and Kindleberger (1969) consider that there should be
inadequacies in the markets for material good and elements of construction for FDI. Hymer
(1976) similarly indorses that investment out of the country involves extraordinary expenses
and threats intrinsic toward the shortcomings handled by multinationals as they are external.
This contain the rate of attaining evidence because of traditional and linguistic dissimilarities
and the rate of a reduced amount of favorable behavior by way of government of host nations.
The multinationals will consequently have the possession benefits (e.g., inventive products,
organization expertise, rights, and so on) to balance the shortcomings. In expressions of
possession benefits, Caves (1971) absorbed the review on product diversity in the acceptance
that FDI has a benefit in the trade and permitting of product diversity is established on
information.

Knickerbocker (1973) compare the study between the firm’s competition and the FDI. He
reveals that the flow of the FDI redirect the planned competition among firms in the
worldwide market as an outcome of responsive behavior of rivals to enter in influenced
markets. On the other hand, organizations frequently ensure derivative activities. It also
seems that there is a competition in the international market that will not increase a tactical
benefit (Knickerbocker, 1973). It will also affects the decision of the production cost among
the rival firms which become more competitive exploration of the theory of product life cycle
Vernon (1966). He also suggested that direct investment in the firms is better rather than to
choose an alternative spreading. The bend of the life cycle (growth, maturity, and decline), is
tend to extent the decline the firms needs in terms of dedicated labor and advanced expertise.
In the evolution phase, organizations finance in other advanced countries somewhere markets
are rising and native production can be engaged, even though in the maturity and decline
stages production is lifted to emerging nations science marketplaces turn into flooded and
products be situated less advanced, thus producing gravity to decrease costs (Hill, 2007).
Aharoni (1966) clarified why organizations choose FDI for rivalry elements, such as the
panic of damage of attractiveness, the requirement to survey competitors into foreign markets,
and enlarged competition in the domestic market. Internalization concept was initially
introduced by Buckley and Casson (2010), who argued that organizations select to internalize
procedures through FDI when operation outlays (such as statistics and intervention
expenditures, market resourse) are advanced than internalization outlays (related to in-house
announcement and organization). As soon as market threat and improbability are high then
contract expenses are increase, and internalization of operations is preferred (undertaking
FDI).
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The dunning tactic are the heterogeneous or OLI model squeezes the internalization model
and traditional trade theories. (Dunning, 2002), then systematizes the advantage for
organizations that function internationally, linking them to the selected entrance. There are
benefits in selecting FDI when there are all together possession compensations - O, locality
benefits - L internalization benefits - I. Possession benefit concerns the significance of a firm
retaining resources such as innovative expertise, exclusive dynamic procedures, exclusive
rights, administration abilities and such like, that can produce revenues in the future
(Dunning & Lundan, 2008).

Institutional theory recommends that organizations mechanism in a merged situation that is
indeterminate and occasionally argumentative, and therefore a organization's resolutions will
be governed by the institutional services that influence it, specifically on code of practice and
inducements (Francis et al., 2009). In this background, the policies implemented by
organizations and their performance on worldwide markets are mostly resolute by institutions,
by the "rules of the game" (Peng, 2009). External investment can therefore be observed as a
'game' in which the troupes are the multinational firm and the government of the host country,
or as a challenge among governments to draw FDI.

Corruption is similarly imperative, issue in firms' choices to indicate for a specific place.
Bénassy-Quér¢ et al. (2007) and Cleeve (2008) remain in the middle of those authors who say
that low levels of corruption are related to larger prosperity and need a substantial effect on
the institutional excellence of a country, and stimulate its expansion and growth.

4. Method
4.1 Data Measurement and Sources

This empirical research investigates the impact of FDI on the productivity and the
efficiency moderation of financial liberalization of the economy in 27 countries. To
estimate the model, this study employed the panel data of 27 selected countries based on
the availability over the period (2004-2015). The sample size consists of 324
observations based on secondary data. The data-sets were collected mainly from world
development indicators (WDI), world governance indicators (WGI), and Asian
productivity database (APO). The FDI and the trade openness (TO) GDP growth data
were collected from WDI. The productivity data was taken from the APO database of
productivity measurements and the financial liberalization (KI) data was collected from
the Chin-ITO financial openness index. In the direction of explanation for controller
variables in the fiscal policies, the study used the following as control variables government
effectiveness, regulatory quality, rule of law, and control of corruption were collected from
WGI. Concerning the variables, it is noted that the concept delivers has no clear rules about
those that must be involved in growth balance. Therefore according to the objectives of the
study different illuminating variables were reserved and theoretical important in the literature.
The variables which are used in the empirical investigation are essential indicators of
economic growth.

The data were analyzed by using the Panel Regression effect and GMM model effect to
determine how productivity affects the FDI? Factor analysis effects of institutional
quality and missing data analysis of KI also used to reduce errors. FDI was taken as the
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dependent variable while productivity and trade openness as independent variables. The
other control determinants of financial liberalization and GDP growth were used. To find
out the results and effects EVIEWS and SPSS software were used. To study how FDI is
related to trade openness, institutional quality financial liberalization, and study how
productivity affects the FDI basic formal relationship was used with some modifications.

4.2 Econometric Modeling

Based on the procedure of Arellano-Bond Approach the study examines the effect of panel
regression, following a dynamic panel model was employed:

Where FDI is the foreign direct investment, GDP of economic growth, PRO is the proxy
variable of the number of employment of labor productivity, TO is the indicator of trade
openness, KI represents the financial liberalization, control variables including CONCOR as
control of corruption, GOVEFF as government efficiency, REQUA as regulatory quality and
LAW as rule of law, i denotes the country and t indicates the period time and p is the error
term. We also determined WGI (factor) as a model of factor analysis of institutional quality.
The interaction term between productivity and the institutional quality was used to measure
the influence and effect on FDI. The study explored the panel regression model and used the
general methods of moments (GMM) under empirical investigations from other similar
studies.

Panel regression is estimated by using pooled least square, fixed data, and random data.Now
this research, random effect and the linear GMM used to estimate the dynamic panel model
permitting to the Arellano-Bond Approach. The Occurrence of autocorrelation in command to
and the instrument invalidity in maximum regressions entails the use of the GMM system
method. This technique settles taking into explanation the homogeneity of the countries to
indenture with the variables regularity problem. The GMM method remains used in current
studies, in identifying; those review the association between progress of productivity and the
FDI and the financial liberalization and growth. These estimators were intended for
circumstances with independent variables continue not exogenous science they are correlated
with past relations and the auto-correlation within individual variables. The dependent
variables were enclosed to capture the past association. We suppose this model to internment
the flaws of the past models with econometric difficulties. It is on the consequences of this
technique that generally based on conclusions.

Model 1 a:

Variables Coefficient t-Statistic Prob.
FDI-I-G(-1) 0.438993 40.64934 0.00
PRO 0.94454 0.365426 0.7151
TO 7.46E-12 2.768613 0.006
KI -4.2073 -5.01802 0.00
GDP- AG 0.717738 52.34006 0.00
CONCOR 13.11746 11.46018 0.00

Model 1 a: The results indicate that there is a positive and significant relationship among the
9 http://ieb.macrothink.org
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variables but the negative sign of the coefficient of KI has shown a negative but significant
relationship of financial liberalization. That's shows when FDI increases its effect negatively
on financial liberalization. The relationship between FDI and productivity is insignificant.
The institutional quality (including control of corruption) has a significant positive impact on
FDL

Model 1 b:

Variables Coefficient t-Statistic Prob.
FDI-I-G(-1) 0.427637 16.77396 0.00
PRO 6.163776 1.368077 0.1725
TO 4.71E-12 1.028633 0.3046
KI -5.89336 -2.99461 0.003
GDP-AG 0.69892 21.58222 0.00
CONCOR -0.54629 -0.10751 0.9145
CONCOR*PRO 10.84827 2.047882 0.0416

Model 1 b: The interaction terms between institutional qualities with productivity provide
new and interesting shreds of evidence. The combination of institutional quality and
productivity has a positive effect on FDI. The institutional quality has a significant negative
impact on FDI.

Model 2 a:

Variables Coefficient t-Statistic Prob.
FDI-I-G(-1) 0.418748 15.78544 0.00
PRO 6.874926 1.049126 0.2951
TO 3.45E-12 0.545935 0.5856
KI -2.430469 -0.646692 0.5184
GDP-AG 0.659445 11.21507 0.00
GOVEFF 7.098488 3.387623 0.0008

Model 2 a: The results indicate that there is a positive and significant relationship among the
variables but the negative sign of the coefficient of KI has shown a negative but significant
relationship of financial liberalization. The relationship between FDI and productivity
insignificant. The institutional quality has a significant positive impact on FDI.
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Model 2 b:

Variables Coefficient t-Statistic Prob.
FDI-I-G(-1) 0.389045 12.75811 0.00
PRO 3.385786 0.522304 0.6019
TO 2.28E-12 0.541664 0.5885
KI -2.443663 -2.06286 0.0401
GDP-AG 0.694184 13.73679 0.00
GOVEFF -13.79477 -3.40402 0.0008
GOVEFF*PRO 15.79439 4252777 0.00

Model 2 b: The interaction terms between institutional qualities with productivity provide
new and interesting evidence. The combination of institutional quality and productivity has a
positive effect on FDI. The institutional has a significant negative impact on the FDI.

Model 3 a:

Variables Coefficient t-Statistic Prob.
FDI-I-G(-1) 0.394876 20.6475 0.00
PRO -2.924375 -1.070745 0.2853
TO 8.20E-12 3.633805 0.0003
KI -5.753033 -4.340195 0.00
GDP-AG 0.741406 2498881 0.00
REQUA 11.53608 18.52387 0.00

Model 3 a: The results indicate that there is a positive and significant relationship among the
variables but the negative sign of the coefficient of KI. The institutional quality has a
significant positive impact on FDI.

Model 3 b:

Variables Coefficient t-Statistic Prob.
FDI-I-G(-1) 0.379477 7.685395 0.00
PRO 5.796994 2.076799 0.0388
TO -1.85E-13 -0.097209 0.9226
KI -4.744851 -2.27471 0.0237
GDP-AG 0.683375 15.75706 0.00
REQUA -17.98193 -1.516425 0.1306
REQUA*PRO 21.09628 2.519994 0.0123

Model 3 b: The interaction terms between institutional qualities with productivity provide
new and interesting evidence. The combination of institutional quality and productivity has a
positive effect on FDI.
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Model 4 a:

Variables Coefficient t-Statistic Prob.
FDI-I-G(-1) 0.417217 28.99603 0.00
PRO -0.986644 -0.927862 0.3543
TO 6.10E-12 18.52387 0.00
KI -5.707398 -8.936174 0.00
GDP-AG 0.800131 167.8445 0.00
LAW 12.81265 6.793515 0.00

Model 4 a: The results indicate that there is a positive and significant relationship among the
variables but the negative sign of the coefficient of KI. That's shows when FDI increases its
effect negatively on financial liberalization. The institutional quality (regularity quality) has a

significant positive impact on FDI.

Model 4 b:

Variables Coefficient t-Statistic Prob.
FDI-I-G(-1) 0.40561 8.48306 0.00
PRO 8.883192 1.156099 0.2487
TO 1.55E-12 0.478728 0.6325
KI -9.072482 -5.202273 0.00
GDP-AG 0.660259 16.56411 0.00
LAW -22.63696 -2.816662 0.0052
LAW*PRO 24.01582 4.67941 0.00

Model 4 b: The interaction terms between institutional qualities with productivity provide
new and interesting evidence. The combination of institutional quality and productivity has a
positive effect on FDI.

Model S a:

Variables Coefficient t-Statistic Prob.
FDI-I-G(-1) 0.381929 17.67057 0.00
PRO -6.725478 -2.543378 0.0115
TO 9.23E-12 3.761695 0.0002
KI -4.039802 -4.276215 0.00
GDP-AG 0.76985 43.57784 0.00
FAC OF WGI VARIABLE 24.64531 15.01779 0.00

Model S a: The results indicate that there is a positive and significant relationship among the
variables but the negative sign of the coefficient of KI. The factor of institutional quality
((including government effectiveness, regulatory quality, rule of law, and control of

corruption) has a significant positive impact on FDI.
12 http://ieb.macrothink.org
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Model 5 b:

Variables Coefficient t-Statistic Prob.
FDI-I-G(-1) 0.407918 13.05432 0.00

PRO -2.09849 -0.656707 0.5119

TO 6.64E-12 2.04168 0.0422

KI -6.166587 -3.598802 0.0004
GDP- AG 0.740824 23.08761 0.00

FAC OF WGI VARIABLE 7.101316 0.973908 0.331
PRO*FAC OF WGI VARIABLE 10.87991 1.991257 0.0475

Model 5 b: The interaction terms between institutional qualities with productivity provide
new and interesting evidence. The combination of institutional quality and productivity has a
positive effect on FDI. The factor of institutional quality ((including government
effectiveness, regulatory quality, rule of law, and control of corruption) has a significant
positive impact on FDI.

5. Discussions

The purpose of this study is to find out that foreign direct investment creating an impact on
productivity, financial liberalization, and trade openness and governance institution in 27
countries of the world. According to established wisdom, productivity should positively affect
foreign direct investment, but it is insignificant in the model. Investment flows in where you
have abnormal returns that resulted in a high productivity area. This has also reveled in the
results. Results seem to suggest that productivity is not driving the FDI flows at least at the
macro level. One possible explanation is FDI is more prone to risk rather than returns One of
the prominent risks affecting these flows is political uncertainty and bad governance.

These institutions provide community things such as integrity and regulation that drive to
defend property rights, reduction deal charges by applying agreements, and development
evolution.

Hence countries with low-quality institutions seem to offer a higher risk to investment. And
this risk would counter off higher productivity benefits. This also explained significant and
positive complementarities with each of the institutional factors and productivity, in impacting
FDI. This means, where institutions are strong, the risk related to governance and political
instability is not that strong to offset productivity gains, hence higher the institutional quality,
stronger the relationship between productivity and FDI. Moreover, All Institutional variables
that include control of corruption, government effectiveness, regulatory quality, rule of law,
seems to have a significant positive impact on FDI individually, as well as in the combined
form. This indicated that higher productivity is not the deciding factor of FDI, however, the
same productivity in a better institutional environment would produce positive
complementarity that would significantly determine FDI.

In this study, the Kaopen index used as a proxy of financial liberalization, and the Kaopen
index measures the capital account openness of a country. It shows financial liberalization
seems to affect FDI negatively in all cases.

Trade openness is generated by adding imports and exports of the country, it measures the
13 http://ieb.macrothink.org
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country's trade condition in the international market. If a country's exports are greater than their
imports this indicates that there is a surplus in trade. This supports the theory that Growth is the
culmination of all the positive factors that could affect and risk and return relationship of FDI.
Hence seems to affect FDI positively.

Good governance ensures participation, rule of law, transparency, responsiveness,
consensus-oriented, equity and inclusiveness, effectiveness and efficiency, and accountability.
Hence, for growth and development not only productivity, financial liberalization, and trade
openness plays an important role, but good governance is also a key element factor for it.

6. Conclusion

This study has observed the influence of FDI versus productivity financial liberalization on
economic growth, specified the inconsistency and the gap in the literature, using a sample of
324, from 27 developing and developed countries during the period 2004-2015. This study
utilized a dynamic panel estimation approach to examine the linkage. However a numeral of
papers have been published in countries during the period of the affiliation among FDI,
productivity, financial liberalization, and growth. The number of researches conducted on the
topic of foreign direct investment and productivity, but no such study found out in which
financial liberalization, trade openness, and governance institution are included as a repressor
in estimating FDI. Based on the gap analysis of the study, this paper enhances to the current
experimental indication in two techniques.

Firstly, the study empirically examined the effect of productivity on FDI along with the impact
of different other variables in developing and developed countries. The result as shown the
overall positive effects of productivity on FDI however it is insignificant. However, when
institutions were introduced as moderator, it shows positive complementarities between
productivity and institutions in explaining FDI. This suggested institutions not only directly
affect FDI but also strengthen the relationship between productivity and FDI.

Secondly, the study provides to the works; since it judgmentally observes the role of FDI in
productivity growth and the financial liberalization in terms of trade openness. The results
indicate that there is a positive and significant relationship among the variables but the negative
sign of the coefficient of trade openness has shown a negative but significant relationship of
trade openness. That's shows when FDI increases its effect negatively on trade openness.

The interaction terms between institutional qualities with productivity provide new and
interesting evidence. The combination of institutional quality and productivity has a positive
effect on FDI. The factor of institutional quality ((including government effectiveness,
regulatory quality, rule of law, and control of corruption) has a significant negative impact on
FDI. The summary of the study is that the main reasons of productivity and the FDI, we
resolute alternative inspiring aspect that give the impression to have an optimistic influence
on the relationship between productivity and FDI, that of fiscal expansion in particular as
liberalized one.

The study implies that control matters have to be implicit in the framework of the neo-
influential revolution in societal knowledge. Thus it is incomplete without empathetic of the
governmental framework determining the circumstances for the escalation of the good
governance dissertation in worldwide public procedure. The problem is identify that how the

14 http://ieb.macrothink.org



= Issues in Economics and Business
\\ Mac_rOth ITII;|k ISSN 2377-2301
A Institute 2020, Vol. 6, No. 2

institutional improvements of misgoverned implement in the country to reinforce the political

fundamentals of a country economics system.

Managing the political restrictions significant economic and institutional variation is possibly

the best thoughtful exclusion of the good governance tactic to growth.

This study helpful for policymakers and foreign investors to build those policies which are in

favor of investor and economy both. This study helpful for understanding the importance of

foreign direct investment for increases in productivity, economic growth, financial

liberalization, trade openness, also for good governance institutions in the economy.
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