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Abstract

The aim of the article is to assess institutional quality in 28 EU Member States and
to examine the relationship between the quality of institutions and FDI inward stock
as % of GDP. This study is structured as follows. Firstly, we reviewed studies dedicat-
ed to the relationship between institutional quality and investment attractiveness.
Then, we discussed FDI inflow into the EU countries and selected diagnostic variables
that later served as the basis for our research in which we used categories of the Glob-
al Competitiveness Index. Based on rankings and using statistical methods, in the next
stage, we divided the EU Member States into groups representing similar institutional
quality. Then we investigated the relationships between groups of countries similar
to one another when it comes to institutional quality and groups of countries ranked
in ascending order by the value of foreign direct investment inflow measured as FDI
inward stock as % of GDP.

The study demonstrated that the EU Member States differ with respect to institution-
al quality. The results of the statistical analysis have provided grounds to positively
verify the hypothesis about a positive relationship between the level of institutional
quality and investment attractiveness.
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Introduction

The answer to the question of why a country is an attractive investment destination
for a company seems quite straightforward: firms choose the investment location that
involves the highest expected profitability and reduces the riskiness and uncertain-
ty of the investment. But what does it really mean? What exactly do the companies
consider? The subject-matter literature highlights a number of different determinants
of foreign direct investment (FDI) inflow. Their usual catalog includes the size and
growth potential of the host market, economic stability, the degree of openness of the
host economy, and income level, government spending, corporate tax rate, human cap-
ital and political stability, level of development, and the quality of institutions (Walsh,
Yu 2010, p. 4; O’Meara 2015, p. 2; Chanegriha, Stewart, and Tsoukis 2017, pp. 759-776;
Dellis, Sondermann, and Vansteenkiste 2017, p. 19). The last one is increasingly more
often the main subject of research.

Scholarly interest in the institutional determinants of FDI coincides with the grow-
ing body of literature that has focused on governance and economic development (Bu-
chanan, Le, and Rishi 2012, p. 81). It indicates, inter alia, that institutional quality (IQ)
significantly differs for countries at different levels of economic development (Jabri,
Brahim 2015, pp. 2001-2012; Bailey 2018, pp. 139-148). Usually, it is higher in devel-
oped economies than in emerging markets or developing countries. The subject-mat-
ter literature mostly claims that “a certain optimal level of institutional development
is a prerequisite for the materialization of the growth-enhancing effect of FDI” (Ye-
boua 2020, p. 2) and that the host country’s IQ “affects profitability, and institution-
ally strong countries can attract foreign investors by offering high returns” (Sabir
etal. 2019, p. 4). In other words, countries in which IQ is higher can attract more cap-
ital, and poor-quality institutions hinder FDI inflow, acting like a tax and therefore
are a cost to FDI (Buchanan, Le, and Rishi 2012, p. 82).

The principal goal of the article is to assess institutional quality in 28 EU Member
States and to examine the relationship between IQ and FDI inward stock as % of GDP.
To achieve this goal, we used various statistical methods, i.e., k-means clustering, hi-
erarchical cluster analysis, contingency analysis, descriptive statistics, normality plots
with tests, and M-estimators. The hypothesis states that there is a positive relationship
between the level of institutional quality and investment attractiveness of EU coun-
tries measured with the value of FDI inward stock as % of GDP.

This study is structured as follows. Firstly, we reviewed studies dedicated to the re-
lationship between IQ and investment attractiveness. Then, we discussed FDI inflow
into the EU countries and selected diagnostic variables that later served as the basis for
our research in which we used categories of the Global Competitiveness Index. In the
next stage, we divided the EU Member States into groups representing similar IQs.
Then we investigated the relationships between groups of countries similar to one an-
other when it comes to IQ and groups of countries ranked in ascending order by the
value of FDI inflow measured as FDI inward stock as % of GDP.
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The article sheds more light on the discussion about the relevance of IQ as a fac-
tor that determines FDI inflow. The added value of this article is derived from group-
ing 28 EU Member States based on their similarity regarding IQ and demonstrating
that it impacts the size of FDI inflow. We proposed an original set of indicators for
these countries that help in identifying their IQ. The results from this study are use-
ful for policymakers. Our findings make it possible to formulate policy implications
that stress the role of IQ as an important determinant in attracting FDI inflows.

Literature review

The history of research studies conducted by economists and experts in management,
international economics, and international business in the pursuit of understand-
ing the factors that impact the location decisions of enterprises with foreign capital
is a long-standing one. Nielsen, Asmussen, and Weatherall (2017, pp. 62-82) made
an overview of 153 studies published in renowned scientific journals over the period
1976-2015 that were devoted to determinants of location choices made by MNEs. Their
authors focused predominantly on the relationship between location choices and some
attributes of the host country’s economy, e.g., the size of its domestic market, taxes,
salaries and wages, infrastructure, human capital resources, and the quality of the in-
stitutional framework. We decided to concentrate on the last one.

Institutions can be seen from diverse perspectives, as can the factors that impact
their quality (Alonso and Garcimartin 2013, pp. 206-226; Kuncic¢ 2014, pp. 135-161;
Lehne, Mo, and Plekhanov 2014, pp. 1-22; Grabowski and Self 2020, pp. 1-12). The
multiplicity of research approaches to the issue is stressed by Rodriguez-Pose (2013,
p. 1037), who argued that “defining institutions is notoriously difficult and the cur-
rent literature on the topic does not agree on a common definition”. The same can
be said about measuring IQ across different territorial contexts. For instance, in our
analysis, we rely on the approach adopted by the World Economic Forum. Since 1979,
it has published the Global Competitiveness Index (GCI), with IQ being one of its
key pillars. As with any other such measures, these indicators are also imperfect and
can be approached critically, but in our opinion, they represent the most comprehen-
sive and measurable set of variables that capture IQ and are one of the best measures
available.

The impact of institutional quality as a location factor that can stimulate or discour-
age FDI inflows was already indicated by Dunning (1980) in his eclectic paradigm.
Later, many scholars dealt with these issues, most frequently demonstrating that better
institutions in host countries help attract more FDI inflows (Tun, Azman-Saini, and
Law 2012; Ullah, Khan 2017, pp. 1030-1050). According to Stachowiak (2007, p. 47),
institutional differences between countries can be sources of comparative advantage
because some activities are more institution-intensive than others, which may gener-
ate increased trade and capital flows. Multinational companies will be seeking to ex-
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ploit the above-mentioned comparative advantage of a given country by which they
will contribute to the growth of FDI.

Researchers agree that institutions — be it regional, national, or even supranation-
al - shape the nature of business by providing the framework of opportunities and con-
straints within which economic activity takes place (Nielsen, Asmussen, and Weath-
erall 2017, pp. 62-82), which implies that the quality of the host country’s institutions
should impact FDI location decisions. Thus, countries planning to attract more for-
eign capital should provide an appropriate institutional environment, e.g., in terms
of political stability, property rights, or low levels of business uncertainty and risk.
Moreover, according to many researchers, a higher IQ means that the consumer mar-
ket of the country in question is more active and efficient, and consumer demand en-
sures the profitability of the investment projects carried out in this country (Aibai
etal. 2019, p. 3278).

On the other hand, poor institutional quality can be an obstacle to FDI inflows, as it
represents a threat to the investment and increases the cost of doing business (Aziz
2018, p. 111). Avoiding problems with regulatory, bureaucratic, and judicial hurdles,
property rights, enforceable contracts, or performance and content requirements will
be seen as positive by foreign investors; however, one needs to bear in mind that brib-
ery and corruption are obviously more invasive in emerging markets than in devel-
oped economies (Dumludag 2009, p. 28).

While we can find in the subject-specific literature devoted to developing countries
a broad consensus around the assertion that institutional quality is important to at-
tract FDI, for developed countries, the claim is not so obvious (Dellis, Sondermann,
and Vansteenkiste 2017, p. 6). Remarkably, researchers’ attention is usually focused
on developing and transitioning countries (Jabri, Brahim 2015, pp. 2001-2012), while
developed economies are rarely examined in this context. In addition, the impact of IQ
on FDI inflows is rarely investigated in parallel for developed and developing coun-
tries (Peres, Ameer, and Xu 2018, pp. 626-644).

The relationship between IQ and FDI inflows is illustrated in the literature by many
factors, such as a political regime (Madani and Nobakht 2014, pp. 75-82; Moon 2019,
pp- 1256-1277), corruption (Tiredi 2018, pp. 151-172), tax policies (Ade, Rossouw,
and Gwatidzo 2021, pp. 55-77), intellectual property rights (Hammami 2019, pp. 861-
871), quality of the educational system (Miningou and Tapsoba 2017), security (Es-
sien et al. 2015), public and private sector transparency (Seyoum and Manyak 2009,
pp- 187-206), government effectiveness (Sedik 2012), and even political parties (Bell-
inger and Son 2018, pp. 712-731). Most works reveal positive relationships between
IQ and FDI; however, there are studies in which a set of institutional factors is sta-
tistically non-significant for attracting FDI flows, e.g., control of corruption and the
rule of law (Bayar and Alakbarov 2016, pp. 303-308; Abdella, Naghavi, and Fah 2017,
pp- 32-38), the quality of democracy, and political instability (Madr and Kouba 2015,
pp- 2017-2026), government effectiveness (Jur¢i¢, Franc, and Barisi¢ 2020, pp. 44-57),
or economic freedom (Subasat, Bellos 2011, pp. 2053-2065).
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Due to the multiplicity of factors that shape IQ, the literature on its impact upon
FDI can be divided into three strands (Kurul and Yalta 2017, pp. 1-10). The first strand
mainly focuses on identifying the effects of a specific institutional dimension, such
as the influence of corruption or political regimes on FDI. The second strand analyz-
es the importance of different dimensions of IQ. Finally, the third strand explores the
effect of a composite institutional indicator, which is constructed by combining dif-
ferent dimensions of institutional variables.

The relationship between institutional quality
and FDI inflow

The principal goal of the study is to assess the relationship between the inflow of for-
eign direct investment and the institutional quality of countries. The study was based
on statistical data for 28 EU Member States.! The empirical part consisted of three
stages. In the first stage, based on the in-depth literature review, we selected vari-
ables that, to the best of our knowledge, best describe institutional quality. Partial
indicators (20 variables) for 28 EU Member States were taken from the Global Com-
petitiveness Index database. In the second stage, using statistical methods of cluster
analysis (i.e., k-means clustering, hierarchical cluster analysis), we identified countries
of similar institutional quality. Based on that, we divided the EU Member States into:
(1) five groups of countries similar to one another regarding institutional quality and
(2) four groups of countries ranked in ascending order by the value of foreign direct
investment inflow measured as FDI inward stock as % of GDP. In this case, we used
UNCTAD data. In the last stage of the study, we investigated the relationships be-
tween them. The results allowed us to verify the hypothesis that there is a positive
relationship between institutional quality and investment attractiveness of countries
measured with the value of FDI inward stock as % of GDP.

The European Union is often seen by investors as one entity, even though the Mem-
ber States differ greatly from each other regarding their ability to attract FDI. The UK,
the Netherlands, Germany, Ireland, and France are the most effective at successfully
competing for foreign investors. In 2018, the total value of the FDI inward stock exceed-
ed almost twice the value of FDI stock in all the other countries covered by the study
taken together (UNCTAD 2019). However, the values look different when we consider
the FDI inward stock as % of GDP. Then, we see that Cyprus and Malta are the undis-
puted leaders (respectively, 1716% and 1416%). Ireland, Luxembourg, the Netherlands,
and Belgium managed to attract FDI stock equivalent of more than 100% of their GDP.
At the bottom of the ranking is Greece, with a share of FDI stock in GDP of ca. 16%
(UNCTAD 2019). It is difficult to find regularities in this ranking that would address,
e.g., the impact of the size of the country or EU membership experience.

1 Due to the period covered by the analysis (2018-2019), the UK is included in the study.
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As mentioned, in the first stage, we made a preliminary data analysis. The study
was conducted for the years 2018-2019 based on 20 partial indicators selected from
the Global Competitiveness Index (GCI) for 28 EU Member States (a detailed descrip-
tion of variables is given in the Appendix, Tab. Al). The structure of the study ensured
comparability of values of individual indicators that, in addition, provided a detailed
description of institutional quality in selected countries. The relatively short time ho-
rizon and, consequently, the inability to carry out a panel study was a clear disadvan-
tage of the exercise. The timeframe limitation was forced by the fact that in 2017, the
GCI index methodology underwent many changes, meaning that results from before
2017 cannot be put together with indices for later years. Hence, the short time series
determined the choice of statistical methods applied in the study.

Among the variables selected for the analysis, the following were the most differen-
tiated: homicide rate, the efficiency of the legal framework in challenging regulations,
and the efficiency of the legal framework to settle disputes. On the other hand, the least
dispersion (statistically insignificant) amongst the EU Member States was observed
for two variables: terrorism incidence and World Press Freedom Index. Most varia-
bles exhibited weak asymmetry, meaning that the frequency distributions around the
mean were close to a symmetrical distribution. Thus, for the majority of variables (17),
we were dealing with symmetrical distributions with little differentiation of results,
and thus the use of the arithmetic mean to evaluate them can be considered correct
at a substantive level (see Tab. 1). Exceptions were observed for only three variables
characterized by very strong asymmetry and kurtosis of the distribution: homicide
rate, terrorism incidence, and quality of land administration index.

Table 1. Descriptive statistics of institutional quality variables for 28 EU Member States in 2018-2019

Std Coefficient
Mean . Skewness Kurtosis Range of variation
Deviation
(%)
Organized crime (1-7) 5.33 0.65 -0.70 2.15 3.21 12.25
Homicides per 100,000 1.35 1.08 2.68 8.08 497 80.12
population
Terrorism incidence (O = very high; | 97.00 9.55 -4.76 23.81 | 50.00 9.85
100 = no incidence)
Reliability of police services (1-7) 5.17 0.84 -0.16 -0.74 3.31 16.29
Social capital (0-100, high) 54.92 6.66 -0.14 -1.44 |21.24 12.13
Open Budget Data score 62.09 17.36 -1.33 3.57 |84.68 27.96
(0-100, best)
Judicial independence (1-7) 4.71 1.23 -0.06 -1.27 4.04 26.11
Efficiency of legal framework 3.54 1.09 0.33 -1.19 3.60 30.79
in challenging regulations (1-7)
World Press Freedom Index 80.38 6.87 -0.34 -0.57 |26.83 8.55
(0 = most free; 100 = least free)
Burden of government regulation 3.32 0.79 0.19 -0.86 2.94 23.86
(1-7)
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Efficiency of legal framework 3.85 1.17 0.15 -1.11 3.97 30.42
to settle disputes (1-7)

E-Participation Index (0-1, best) 0.80 0.11 -0.31 -0.65 0.39 14.07
Future orientation of government 3.81 0.90 0.21 -0.60 3.61 23.71
(1-7)

Corruption Perception Index 64.55 14.09 0.19 -1.38 |[45.00 21.83
(0 = highly corrupt; 100 = very

clean)

Property rights (1-7) 499 0.92 0.03 -1.26 3.02 18.39
Intellectual property protection 5.05 0.87 -0.09 -1.06 3.22 17.25
(1-7)

Quality of land administration 22.73 5.05 -2.04 5.67 | 24.00 22.21
index (0-30, best)

Strength of auditing and account- 5.20 0.75 -0.04 -1.08 2.75 14.42
ing standards (1-7)

Extent of conflict of interest 5.98 1.03 0.67 1.41 4.70 17.29
regulation (0-10, best)

Extent of shareholder governance 6.54 0.82 -0.10 -0.06 3.30 12.54

(0-10, best)

Source: own elaboration based on the Global Competitiveness Index (GCl).

In the second stage of the analysis, using cluster analysis methods, we tried

to select countries of similar institutional quality assessed based on 20 partial

indicators included in Table 1. Using the k-means algorithm,? we distinguished

two clusters (Tab. 2).

Table 2. Allocation to clusters based on the k-means algorithm for the 28 EU Member States

in 2018-2019
Country Cluster Distance

Austria 1 2.493
Belgium 1 3.126
Bulgaria 2 3.813
Croatia 2 3.331
Cyprus 2 2.609
The Czech Republic 2 2.807
Denmark 1 1.629
Estonia 1 3.069
Finland 1 3.358
France 1 3.169
Germany 1 2.478
Greece 2 4.277
Hungary 2 3.163
Ireland 1 3.075
Italy 2 3.532
Latvia 2 2.597

2 Find more: Tan, Steinbach, Kumar 2006, pp. 125-157.
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Table 2. (continued)

Country Cluster Distance
Lithuania 2 4,563
Luxembourg 1 3.978
Malta 2 5.104
The Netherlands 1 2.533
Poland 2 2.005
Portugal 2 5.813
Romania 2 1.830
Slovakia 2 3.062
Slovenia 2 2.671
Spain 2 3.834
Sweden 1 1.782
United Kingdom 1 3.084

Source: own elaboration (calculations made in PS IMAGO).

The first cluster consists of 12 countries, i.e., Austria, Belgium, Denmark, Es-
tonia, Finland, France, Germany, Ireland, Luxembourg, the Netherlands, Sweden,
and the United Kingdom. These are mainly the so-called ‘old” EU Member States
(with the exception of Estonia®), most of them situated in the northern part of the
continent. The remaining sixteen EU Member States, i.e., mainly the so-called
‘new’ EU Member States and the countries of Southern Europe, are brought to-
gether in the second cluster.

Attention needs to be paid to the analysis of the basic descriptive characteristics
presented in Table 3, which unambiguously shows that the descriptive statistics for
countries of the first group of clusters, representing similar institutional quality, are
higher for most variables. It means that their IQ is higher than that of countries from
the second cluster.

Division into only two groups, however, is too general to carry out an in-depth anal-
ysis of the relationship between the IQ and investment attractiveness measured with
the inflow of FDI. For this reason, in the next stage of the study, we deployed the hier-
archical cluster analysis used to detect objects that are similar with regard to specific
features in a set of data (Lasek 2002; James et al. 2014).

3 Estonia is the undisputed leader in institutional quality amongst the so-called ‘new’ EU Member
States (see Dorozynski, Dobrowolska, and Kuna-Marszatek 2020, pp. 91-110).
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Dendrogram using Ward Linkage
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Figure 1. Dendrogram for 28 EU Member States obtained using the Ward method (Ward'’s linkage)
Source: own elaboration.

Using the Ward method, we obtained a dendrogram revealing a hierarchical struc-
ture of a set of objects sorted from the most to the least similar. Thus, we were able
to distinguish two principal clusters of the EU Member States that differ in institution-
al quality and, at the same time, divide the population covered by the study in a more
detailed way. Thus, out of the investigated set of 28 EU Member States, we distin-
guished the five following groups (Figure 1):

— group 1: Denmark, Sweden, Austria, France, Germany, the Netherlands,

— group 2: Belgium, Estonia, Finland, Ireland, Luxembourg, United Kingdom,

— group 3: Croatia, Poland, Bulgaria, Italy, Greece, Portugal,

— group 4: Slovenia, Spain, Malta,

— group 5: Hungary, Slovakia, the Czech Republic, Romania, Cyprus, Latvia, Lith-

uania.

To compare IQ within the above-distinguished groups, we created a ranking based
on the arithmetic mean for each of the 20 partial variables (see Appendix, Tab. A2),
where the best value from the point of view of the evaluation of IQ was given 5 and
the worst, 1. Next, the results were corrected using weights assigned to each variable
in the overall evaluation of the ‘institutional quality’ pillar of the GCI index. Nota-

33



Bogustawa Dobrowolska, Tomasz Dorozynski, Anetta Kuna-Marszatek

bly, the ranking of 20 variables that describe IQ in the five distinguished groups given
in Table 4 clearly indicates that countries from groups 1 and 2 exhibit the highest in-
stitutional quality. Hence, the leaders are Denmark, Sweden, Austria, France, Germa-
ny, the Netherlands, Belgium, Estonia, Finland, Ireland, Luxembourg, and the United
Kingdom. They are followed by countries from groups 4 and 5. Members of group 3, i.e.,
Croatia, Poland, Bulgaria, Italy, Greece, and Portugal, are at the bottom of the rank-
ing, and their performance was assessed as the poorest in 13 out of 20 indicators.

Table 4. Ranking of institutional quality variables of the EU Member States in the years 2018-2019
by groups distinguished based on the dendrogram

Country Group (1-5_) Groupl Group2 Group3 Group4 Group5

Organized crime (1-7) 9.375 | 15.625 3.125 12.5 6.25
Homicides per 100,000 population 9.375 | 12.5 6.25 15.625 3.125
Terrorism incidence (O = very high; 6.25 9.375 3.125 12.5 15.625
100 = no incidence)

Reliability of police services (1-7) 12.5 15.625 3.125 9.375 6.25
Social capital (0-100, high) 62.5 37.5 25 50 12.5
Open Budget Data score (0-100, best) 15.625 | 12.5 6.25 3.125 9.375
Judicial independence (1-7) 12.5 15.625 3.125 9.375 6.25
Efficiency of legal framework 12.5 15.625 3.125 9.375 6.25
in challenging regulations (1-7)

World Press Freedom Index (0 = most 3.125 6.25 15.625 12.5 9.375
free; 100 = least free)

Burden of government regulation (1-7) 16.64 20.8 4.16 12.48 8.32
Efficiency of legal framework to settle 20.8 16.64 416 8.32 12.48
disputes (1-7)

E-Participation Index (0-1, best) 20.8 14.56 8.32 14.56 4.16
Future orientation of government (1-7) 50 62.5 12.5 375 25
Corruption Perception Index (0 = highly 62.5 50 12.5 37.5 25
corrupt; 100 = very clean)

Property rights (1-7) 16.64 20.8 4.16 12.48 8.32
Intellectual property protection (1-7) 16.64 20.8 4.16 12.48 8.32
Quality of land administration index 20.8 16.64 416 8.32 12.48
(0-30, best)

Strength of auditing and accounting 20.8 16.64 416 12.48 8.32
standards (1-7)

Extent of conflict of interest regulation 8.32 20.8 12.48 16.64 416
(0-10, best)

Extent of shareholder governance 20.8 416 12.48 16.64 8.32
(0-10, best)

Total points 418.49 404.97 | 151.99 323.78 199.88

Source: own elaboration (calculations made in PS IMAGO).

In the third stage, having grouped countries into clusters of the most similar in-
stitutional quality, we were able to find out about their cointegration with the inflow
of FDI measured as FDI inward stock as % of GDP. To this end, we transformed the

34



Institutional Quality and its Impact on FDI Inflow: Evidence from the EU Member States

EDI as % of GDP variable measured on a quantitative measurement scale into a vari-
able measured on an ordinal scale due to the clear deviation of this variable distribu-
tion from the normal distribution as suggested by both the results obtained from the
Shapiro-Wilk* test and the Q-Q plot with a trend.

Deviation in the distribution of the FDI inward stock as % of GDP variable from
the normal distribution is also confirmed by the descriptive statistics, in particular,
by the 5% trimmed mean, the confidence interval for the mean, the skewness ratio,
kurtosis, and the M-Estimators (see Tab. 5). Under the absence of homogeneity in this
collection, we divided the EU Member States into four groups ranked by the FDI in-
ward stock as % of GDP variable in ascending order based on position metrics, such
as quartiles.

Table 5. Statistics describing FDI inward stock as % of GDP in the EU Member States in the years
2018-2019

Descriptives Statistics Std. Error
Mean 130.0079 59.83729
95% Confidence Interval for Mean - Lower Bound 7.2319
95% Confidence Interval for Mean - Upper Bound 252.7838
5% Trimmed Mean 71.2374
Variance 100254.038
Std. Deviation 316.62918
Minimum 15.98
Maximum 1716.27
Range 1700.29
Interquartile Range 46.40
Skewness 5.001 441
Kurtosis 25.789 .858
Percentiles 25 33.2025
Percentiles 50 52.9050
Percentiles 75 79.6050

M-Estimators

Huber’s M-Estimator? 54.9188
Tukey'’s Biweight® 47.6765
Hampel’s M-Estimator® 50.3650
Andrews’ Wave! 47.5541

2 The weighting constant is 1.339.

b The weighting constant is 4.685.

¢ The weighting constants are 1.700, 3.400, and 8.500
4The weighting constants are 1.700, 3.400, and 8.500
Source: own elaboration (calculations made in PS IMAGO).

4 Statistics in the Shapiro - Wilk test is 0.321; df = 28, p = 0.0001.
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The groups of countries distinguished by the value of FDI based on quartiles and the
distribution by groups of institutional quality of 28 EU Member States allowed us to
create a cross table (Tab. 6). From the table, we can learn that countries representing
higher institutional quality usually attract more FDI inward stock as % of GDP.

Table 6. EU Member States allocation to groups of institutional quality
and FDI inward stock as % of GDP

Institutional quality groups
Group 3
HR,PL, Group4  C™OUP5  Total

HU, SK, CZ
BG,IT, SI, ES, MT N iy
EL, PT RO, CY, LV, LT

FDI inward stock Group 1 Group 2
as % of GDP DK, SE, AT, BE, EE, FlI,
FR,DE,NL IE, LU, UK

Group 1
CY, MT, IE, LU, NL,
BE, EE

Group 2

HU, SE, PT, CZ, UK,
BG

Group 3

LT, RO, PL, AT, HR,
LV, ES, SK

Group 4

EL, IT, DE, FI, FF,
DK, Sl

Total

Source: own elaboration.

To assess the strength of the correlation between the institutional quality category
of a country and the value of FDI inflow, we used the contingency coefficient. For the
examined sample, the coefficient amounts to 0.595.% It means that there is a significant
positive correlation® between the institutional quality category of a country and FDI
inward stock as % of GDP. The results of the above statistical analysis have provided
grounds to positively verify the hypothesis about a positive relationship between the
level of institutional quality and the investment attractiveness of countries measured
with the value of FDI inward stock as % of GDP.

5 Own calculations made using PS IMAGO.

6 The direction of the relationship was assessed based on the distribution of data in the contingen-
cy table (Table 6) and the ranking of variables describing institutional quality of the EU Member
States (Table 4).
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Conclusion

The principal scientific goal of the study was to evaluate the relationship between the
inflow of foreign direct investment and the institutional quality of countries. As men-
tioned above, there is a long list of location-specific attributes that impact foreign direct
investment inflow. The dominant view is that countries with better institutional qual-
ity can attract more FDI. Poor quality institutions hinder FDI inflow, acting as a bar-
rier to foreign investors unwilling to invest in countries where institutions encour-
age, e.g., corruption or nepotism. However, there are researchers who did not observe
any clear relationship between institutional performance and FDI inflow. Ambiguous
and sometimes even contradictory conclusions are, in our opinion, the fundamental
reason why in-depth studies on the role of institutions in attracting foreign investors
should be conducted.

In our case, the institutional performance of 28 EU Member States was assessed
based on the Global Competitiveness Index. Measuring institutional quality remains
problematic for many researchers as there is no coherent measure. This is why we tried
to develop our own measure, built of 20 partial variables from the first pillar of the
GCI ‘Institutions’. All of the selected indicators help assess the institutional system
of a given country from the point of view of, inter alia, institutions’ interference in the
economy, and the efficiency, transparency, and quality of administration.

In the group of countries covered by the study, Finland is the undisputed leader
when it comes to the quality of institutions. Simultaneously, it turned out that the ex-
amined countries can be divided into five groups representing similar institutional
quality. Using the hierarchical cluster analysis, we selected five such groups. The in-
stitutional quality leaders among the 28 EU Member States are Denmark, Sweden,
Austria, France, Germany, the Netherlands, Belgium, Estonia, Finland, Ireland, Lux-
embourg, and the United Kingdom. The group of the institutional “outsiders” is rep-
resented by both the ‘old” and ‘new’ EU Member States, i.e., Croatia, Poland, Bulgaria,
Italy, Greece, and Portugal. Poland is the only economy that is not in Southern Eu-
rope.

Surprisingly, there is a relatively big difference between the leaders of institutional
quality and the group of institutional ‘outsiders’ in the ranking. The scores for coun-
tries from groups 1 and 2 are almost three times higher than those for group 3 (see
Tab. 4). Groups 1 and 2 consist almost exclusively of the ‘old” EU Member States. Es-
tonia, the leader amongst countries of Central and Eastern Europe in institutional
quality rankings, is the only exception here (see Dorozynski, Dobrowolska, and Ku-
na-Marszalek 2020, pp. 91-110).

When it comes to FDI inward stock as % of GDP, we have found that Cyprus and
Malta are at the top of the ranking, followed by Ireland, Luxembourg, the Nether-
lands, and Belgium, which managed to attract FDI stock equivalent to more than
100% of their GDP. Using various statistical methods, we examined the relationship
between institutional quality and FDI inflow. It turned out that there is a statistically
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significant relationship between the level of institutional quality and investment at-
tractiveness of countries measured with the value of FDI inward stock as % of GDP.
This means that relatively poor institutional quality may have a negative impact on the
inflow of FDI.

The study has implications for research and practice. The results will be of interest
to policymakers and may have an application value for institutions. An efficient and
effective institutional system may importantly contribute to boosting the investment
attractiveness of countries and impact FDI flows.

The limitation of the study is its relatively short time horizon and, consequently, the
inability to deploy more sophisticated quantitative instruments and measures. Hence,
the short time series determined the choice of statistical methods applied in the study.
The future research agenda should focus on solving the problem of limited data in or-
der to be able to employ, e.g., panel data analysis.
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Jakosc instytucjonalna i jej wptyw na zagraniczne
inwestycje bezposrednie: przyktad panstw
cztonkowskich Unii Europejskiej

Celem artykutu jest ocena jakosci instytucjonalnej w 28 panstwach cztonkowskich UE
oraz proba oceny zaleznosci pomiedzy jakoscig instytucjonalng a poziomem naptywu
zagranicznych inwestycji bezposrednich (ZIB). Opracowanie ma nastepujacg struktu-
re. Po pierwsze, dokonaliémy przegladu badan poswieconych zwigzkom miedzy ja-
kosciag instytucjonalng a atrakcyjnoscia inwestycyjna. Nastepnie oméwiliSmy naptyw
ZIB do krajow UE i wybrali$my zmienne diagnostyczne, ktére postuzyty za podstawe
do dalszej analizy. W tym celu postuzyli$my sie miernikami Globalnego Indeksu Konku-
rencyjnosci. W kolejnym etapie wykorzystujac rankingi i metody statystyczne podzie-
lilismy panstwa cztonkowskie UE na grupy o zblizonym poziomie jakosci instytucjonal-
nej. Nastepnie zbadali$my zaleznosci miedzy podobnymi do siebie grupami krajéw oraz
grupami panstw uszeregowanych wedtug wartosci naptywu ZIB jako % PKB.

Badanie wykazato, ze panstwa cztonkowskie UE réznia sie wyraznie pod wzgle-
dem jakosci instytucjonalnej. Wyniki analiz statystycznych daty podstawe do pozy-
tywnej weryfikacji hipotezy o pozytywnym zwigzku miedzy poziomem jakosci instytu-
cjonalnej a atrakcyjnosciag inwestycyjna.

Stowa kluczowe: ZIB, instytucje, jakos¢ instytucjonalna, hierarchiczna analiza
skupien, panstwa cztonkowskie Unii Europejskiej
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Appendix

Table Al. Descriptions and names institutional quality indicators

Name
of variable
Business costs
of organized
crime

Description

Response to the survey question “In your country,
to what extent does organized crime (mafia-oriented
racketeering, extortion) impose costs on businesses?”

Scale

[1 = to a great extent, im-
poses huge costs; 7 = not
at all, imposes no costs]

Homicide rate

Number of intentional homicides.

per 100,000 population

Terrorism inci-
dence

Assesses the frequency and severity of terror attacks.

The scale ranges from
0 (highest incidence)
to 100 (no incidence)

Reliability
of police ser-
vices

Response to the survey question “In your country,
to what extent can police services be relied upon
to enforce law and order?”

[1=notatall;
7 = to a great extent]

es of the government, individuals, or companies?”

Social capital Score on the Social Capital pillar of the Legatum Pros- | The scale ranges from
perity Index™, which assesses social cohesion and en- | 0 (low) to 100 (high)
gagement, community and family networks, and po-
litical participation and institutional trust.

Budget trans- | Assesses the amount and timeliness of budget infor- | The scale ranges from

parency mation that governments make publicly available. 0 (low) to 100 (best)

Judicial inde- Response to the survey question “In your country, [1 = not independent

pendence how independent is the judicial system from influenc- | at all; 7 = entirely inde-

pendent]

Efficiency of le-
gal framework
in challenging
regulations

Response to the survey question “In your country,
how easy is it for private businesses to challenge gov-
ernment actions and/or regulations through the legal
system?”

[1 = extremely difficult;
7 = extremely easy]

Freedom of the
press

Score on the World Press Freedom Index, which
measures the level of freedom available to journalists.

The scale ranges from O
(good) to 100 (very bad)

Burden of gov-
ernment regu-
lation

Response to the survey question “In your country,
how burdensome is it for companies to comply with
public administration’s requirements (e.g., permits,
regulations, reporting)?”

[1 = extremely burden-
some; 7 = not burden-
some at all]

Efficiency of le-
gal framework
in settling dis-
putes

Response to the survey question “In your country,
how efficient are the legal and judicial systems for
companies in settling disputes?”

[1 = extremely ineffi-
cient; 7 = extremely ef-
ficient]

E-Participation

Score on the E-Participation Index, which assesses
the use of online services to facilitate the provision
of information by governments to citizens.

The scale ranges from
0to 1 (best)
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Name
of variable
Future orienta-

tion of govern-
ment

Description

Average of the responses to the following four Ex-
ecutive Opinion Survey questions: 1) “In your coun-
try, how fast is the legal framework of your country
in adapting to digital business models (e.g., e-com-
merce, sharing economy, fintech, etc.)?”; 2) “In your
country, to what extent does the government ensure
a stable policy environment for doing business?”;

3) “In your country, to what extent does the govern-
ment respond effectively to change (e.g., techno-
logical changes, societal and demographic trends,
security and economic challenges)?”; and 4) “In your
country, to what extent does the government have
a long-term vision in place?”.

Scale

[1 = not fast at all;
7 = very fast]
For the last three ques-

tions, the answer ranges

from 1 (not at all) to
7 (to a great extent).

Incidence
of corruption

Score on the Corruption Perceptions Index, which
measures perceptions of corruption in the public sec-
tor. This is a composite indicator.

The scale ranges from
0 (highly corrupt)
to 100 (very clean)

Property rights

Response to the survey question “In your country,
to what extent are property rights, including financial
assets, protected?”

[1=notatall;
7 = to a great extent]

Intellectual
property pro-
tection

Response to the survey question “In your country,
to what extent is intellectual property protected?”

[1=notatall;
7 = to a great extent]

Quality of land
administration

Score on the quality of land administration index,
which assesses the reliability of infrastructure, trans-
parency of information, geographic coverage, land
dispute resolution, and equal access to property
rights.

The scale ranges from
0 to 30 (best)

Strength of au-

Response to the survey question “In your coun-

[1 = extremely weak;

diting and re- | try, how strong are financial auditing and reporting 7 = extremely strong]
porting stand- | standards?”

ards

Conflict of in- | Score on the extent of conflict of interest regulation | The scale ranges from

terest regula-
tion

index, which measures the protection of sharehold-
ers against directors’ misuse of corporate assets for
personal gain.

0 to 10 (best)

Shareholder
governance

Score on the extent of shareholder governance index,
which measures shareholders’ rights in corporate
governance.

The scale ranges from
0 to 10 (best)

Source: own elaboration based on GCl.
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Table A2. Mean value of institutional quality variables of the EU Member States
in the years 2018-2019 by groups distinguished based on the dendrogram
Group1l Group2 Group3 Group4 Group5

Country G 1-5
ountry Group (1-5) Mean Mean Mean Mean Mean

Organized crime (1-7) 5.37 5.93 4.71 5.54 5.23
Homicides per 100,000 population 0.96 1.52 0.91 0.77 2.18
Terrorism incidence (O = very high; 97.48 97.69 91.09 99.65 99.93
100 = no incidence)

Reliability of police services (1-7) 5.69 6.04 4.47 5.35 4.49
Social capital (0-100, high) 60.84 59.22 49.36 59.84 48.82
Open Budget Data score (0-100, best) 70.51 67.31 56.41 56.39 57.69
Judicial independence (1-7) 5.79 6.09 3.57 4,03 3.88
Efficiency of legal framework in challenging 4,51 472 2.54 3.16 2.72
regulations (1-7)

World Press Freedom Index (0 = most free; 86.40 85.31 73.15 77.54 78.41
100 = least free)

Burden of government regulation (1-7) 3.88 4.03 2.59 3.06 2.96
Efficiency of legal framework to settle 5.10 4.90 2.50 3.44 3.21
disputes (1-7)

E-Participation Index (0-1, best) 0.88 0.85 0.82 0.85 0.66
Future orientation of government (1-7) 4.61 4.62 2.87 3.81 3.24
Corruption Perception Index (O = highly 80.00 78.17 52.17 58.00 53.07
corrupt; 100 = very clean)

Property rights (1-7) 5.81 6.02 4.01 4.71 4.35
Intellectual property protection (1-7) 5.83 6.02 414 4.73 4.47
Quality of land administration index 24.92 24.58 18.83 19.50 24.00
(0-30, best)

Strength of auditing and accounting standards 5.89 5.86 4.30 5.08 4.86
(1-7)

Extent of conflict of interest regulation 5.68 6.67 5.90 6.43 5.53
(0-10, best)

Extent of shareholder governance (0-10, best) 7.23 5.68 6.82 7.03 6.24

Source: own elaboration (calculations were made in PS IMAGO).
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