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ABSTRACT

Economic freedom is both a means to as well as an objective of development.  While researchers have established that foreign direct investment (FDI) is a stimulus for economic growth, less is known about its impact on the development of economic freedom within host countries.  Foreign direct investors are generally believed to operate within the constraints imposed on them by their hosts.  In this view, economic freedom is exogenous to the activities of multinational corporations.  However, to the extent that free markets increase the value (or decrease the risks) of their investments, foreign direct investors may actively support economic liberalization.  Economic liberalization may also result from spillovers and acculturation that are the byproducts of firm activities.  On the other hand, if firms consider economic freedom to be detrimental to their interests, they will actively attempt to suppress host country freedoms in an effort to protect the value of their investments.  In this view, foreign direct investors are catalysts for change within host countries.  The objective of this research is to determine if a direct relationship exists between the level of inward FDI and changes in economic freedom in host countries.  We develop, for the first time in the literature, a theory of the impact of inward FDI on host country freedom.  We then perform analysis of covariance to test our theory while controlling for extraneous factors.
INTRODUCTION

This research investigates the relationship between inward foreign direct investment (FDI) and changes in economic freedom within host countries.  Economic freedom is the extent to which one can “engage in economic transactions, without government interference but with government support of the institutions necessary for that freedom, including rule of law, sound money, and open markets” (Deardorff, 2005).  Our task is to determine if a direct relationship exists between the level of inward FDI and changes in economic freedom after controlling for the effects of other influential variables.  

Motivation for Research

Multinational corporations (MNCs) who engage in FDI are widely recognized for their ability to shape the world economy through their effects on economic growth and interdependence, and are thus the subject of intense research interest [see Hymer 1960, 1970; Kindleberger 1969; Aharoni 1971, Caves 1971, 1982; Dunning 1977, 1992; Rugman 1980a 1980b; Hennart 1982; Ohmae 1990; Porter 1990, to name but a few].  During a meeting of the Investment Advisory Council (IAC)—a joint initiative of the United Nations Conference on Trade and Development and the International Chamber of Commerce to provide government officials and business executives with a framework to explore ways of attracting increased foreign direct investment into the least developed countries—UN Secretary-General Kofi Annan said of a new partnership for Africa’s development: "This public-private partnership at the international level is precisely what Africa needs.  [FDI] can play an important role in advancing Africa's development" (UNCTAD, 2002).  Presumably in reference to Africa’s chronically low levels of private foreign investment, President Wade of Senegal added: "Africa needs more foreign investment.  African leaders welcome the commitment of the multinational private sector to invest in the continent's development and future” (UNCTAD, 2002).  

The claims of IAC members seem reasonable in light of economic theory, which supports the notion of FDI as a stimulus for host country economic growth.  However, unlike economic growth, which is generally defined as increases over time in a country’s real income, economic development can be considered a more comprehensive phenomenon involving changes in a broad range of economic, social and political institutions (Zuvekas, 1979).  In addition to contributing to faster growth, foreign direct investors can contribute to host country development by transferring modern production capabilities, acting as role models to indigenous firms, and injecting capitalist work cultures into the local economy.  Conventional wisdom suggests that in order to realize the positive contributions of FDI, host country officials should embrace free markets.  Economic freedom provides market participants with incentives to produce more valuable output and includes institutions like a rule of law that protects private property; trade and foreign exchange liberalization; efficient capital markets; and limited government intervention (Berggren, 2003).  Host countries that place arbitrary limitations on the operation of a free market are accused of squashing the economic incentives that enable growth and development.  Indeed, a free market may be an important factor in the firm’s decision to invest in a particular country.  Some even suggest that freedom should be considered the ultimate objective of development.  In his 1999 book, Development as Freedom, Nobel Laureate Amartya Sen encouraged public officials to look beyond traditional measures of economic growth and view development “as a process of expanding the real freedoms that people enjoy” (p.3).

Until now, researchers have treated economic freedom as exogenous to FDI.  MNCs are generally believed to maximize profits within the constraints imposed on them by host countries.  However, to the extent that free markets increase the value (or decrease the risks) of its investment, foreign direct investors will actively support economic liberalization within host countries.  If firms consider economic freedom to be detrimental to their interests, they will actively attempt to suppress host country freedoms in an effort to protect the value of their investments.  In some cases, economic liberalization may result from spillovers and acculturation that are the byproduct of firm activities within the host country.  In this view, the foreign direct investor is a catalyst for change within host countries.
Given the unique ability of some firms to transfer resources and business practices abroad by establishing production facilities in foreign countries, we consider whether freedom is endogenous to the actions of those same companies.  The dynamic interplay between firm activity and the economies in which they operate may result in institutional change—change that is endogenous to foreign direct investment and results from the maximizing efforts of multinational corporations.  Although researchers have considered the impact of inward FDI on host country economic growth, its role as an agent of change for freedom has not been examined.  We therefore ask: to what degree do foreign direct investors promote freedom in the countries in which they invest?  Are MNCs a conduit for the institutions of freedom?

Overview of Research

We begin our analysis with a review of the literature concerning FDI in an effort to distinguish international production from other types of international transactions and explore the range of contributions that direct investors make to economic development within host countries.  We then present a theory of the impact of FDI on economic freedom in host countries.  We describe how economic freedom impacts foreign direct investors and propose that multinational corporations may become catalysts for change in host countries.  We also identify the specific freedoms that are more likely than others to be the target of corporate initiative and predict whether firms will tend to push for more or less freedom in each of those areas.  Using data supplied by various international agencies, we then employ analysis of covariance to rigorously test for a direct relationship between the level of FDI and changes in economic freedom after controlling for the effects of other influential variables.  We conclude our study by identifying opportunities to improve development policy and with suggestions for future research.
REVIEW OF THE LITERATURE

Foreign Direct Investment & the Multinational Corporation

The International Monetary Fund (IMF) (1999) defines direct investment as,

The lasting interest of a resident entity in one economy (direct investor) in an entity resident in another economy (direct investment enterprise)—covers all transactions between direct investors and direct investment enterprises.  That is, direct investment covers the initial transaction between the two and all subsequent transactions between them and among affiliated enterprises, both incorporated and unincorporated (p. xxvii).

Three forms of direct investment are generally included in this definition: equity capital; the reinvestment of earnings; and the provision of long-term and short-term intra-company loans (between parent and affiliate enterprises).  Various types of FDI have also been identified by the investor’s underlying motivation: resource-seeking, market-seeking, efficiency-seeking, and strategic asset-seeking (Dunning, 1992).
  FDI differs in an important way from foreign portfolio investment.  The IMF classifies the latter as “transactions in equity securities and debt securities,” including bonds, notes, money market instruments, trade credits, loans, currency and deposits, and financial derivatives when the derivatives generate financial claims and liabilities (IMF, 1999, p.xxvii).  The difference between FDI and portfolio investment therefore boils down to the ownership and control enjoyed by the direct investor.  According to Dunning (1992),

Direct investment is differently motivated than is portfolio investment.  The latter kind of investment is an expression of faith in the existing company, and is undertaken to earn profits or to gain capital appreciation.  By contrast, direct investment is designed to inject new resources and management skills into the company or to acquire new assets to increase its own profits.  Portfolio investment is presumed to involve passive management whereas direct investment is presumed to involve active management (p. 62).

MNCs may establish ownership in a foreign economy through the construction of new production facilities, or they may choose to finance either the establishment of new subsidiaries or the acquisition of existing host-county firms.  Modern theories of FDI assert that the MNC is a substitute for the market as a method of organizing international exchange.  FDI occurs when ownership-specific advantages held by a firm in one country can be profitably combined with location-specific advantages of another country and it is to the firm’s advantage to internalize the use of its assets rather than sell them (Dunning, 1977, 1980).  Ownership-specific advantages stem from unique assets possessed by MNCs that confer advantages over indigenous firms (e.g. superior technology).  Other ownership-specific advantages derive from structural market imperfections, such as economies of scale in production.  These advantages are endogenous to the firm and “enable it to operate subsidiaries abroad more profitably than local competing firms” (Root, 1990, p.621).  When combined with location-specific advantages (e.g. a growing market for the firm’s products, low cost labor), these advantages represent the necessary condition for FDI (Root, 1990).  

Location theory postulates that MNCs must consider a host of revenue- and cost-related factors associated with a particular production location in an effort to maximize profits.  Firms may choose to produce abroad in response to large and growing markets for their products; to secure access to cheap inputs and/or important raw materials; to circumvent barriers to trade that make exporting costly; to protect market share from competitors; or to diversify risk (Appleyard & Field, 1995).  Firms may also opt for international production in an effort to better tailor their product to local demand conditions and to enhance their responsiveness to changing business conditions.  In this sense, location-specific revenue and cost factors are supply-side (factor endowment) determinants of a nation’s comparative advantage (Root, 1990).  The MNC is viewed as a “vehicle for the transfer of mobile resources (technology, capital, management skills) to areas with immobile (or fixed) complementary inputs (markets, raw materials, labour)” (Buckley, 1985, p.13).

Later theorists posited that exchange is internalized within the firm via international production when transaction costs of administered exchange are less than costs of market-based exchange (e.g. high negotiation costs, inability to control quality or timing of delivery, high cost of property rights enforcement, unreliable sources of supply) or when markets fail to allocate factors services and goods altogether (e.g. managerial know-how and expertise) (Root, 1990).  These imperfections are exogenous to the firm and represent the sufficient condition for FDI (Root, 1990).  In sum, MNCs replace (or augment) market solutions with internal transactions via international production in order to overcome costly imperfections in international markets for goods and factors.  In doing so, they reduce transaction costs and ensure an adequate return on firm-specific assets.  While international production incurs unique risks, MNCs are often well positioned to arbitrage unfavorable business conditions between home and host countries.  MNCs are therefore distinguished from organizations that engage in other forms of international business transactions, such as international trading companies.  MNCs own and control multiple production units in two or more countries, internalize the transnational markets between them, and operate in different political, legal and cultural environments (Dunning 1992, 1993a).  

Impact of Foreign Direct Investment on Host Countries

Economic growth is generally defined as “increases over time in a country’s real output of goods and services” (Zuvekas, 1979, p.8-9).  Neo-classical economic theory supports the notion of FDI as a stimulus for growth.  In this context, FDI fills the “resource gap between targeted or desired investment and locally mobilized savings” (Todaro, 1994, p.532).  It also fills the “gap between targeted foreign-exchange requirements and those derived from net export earnings plus net public foreign aid,” as well as the “gap between targeted governmental tax revenues and locally raised taxes” (Todaro, 1994, p.532).  In short, FDI contributes to capital accumulation and is seen as a driving force behind faster growth. 

Unlike economic growth, economic development is a more comprehensive phenomenon.  Todaro (1994) offers the following view of development.

Development must…be conceived of as a multidimensional process involving major changes in social structures, popular attitudes, and national institutions, as well as the acceleration of economic growth, the reduction in inequity, and the eradication of poverty.  Development, in its essence, must represent the whole gamut of change by which an entire social system, tuned to the diverse basic needs and desires of individuals and social groups within that system, moves away from a condition of life widely perceived as unsatisfactory toward a situation or condition of life regarded as materially and spiritually “better”  (p.16).

Economic development can be defined as growth accompanied by change—changes occurring in the economic, social and political spheres (Zuvekas, 1979).  Just as economic development goes beyond growth, the impact of FDI can go well beyond capital accumulation.  As scholars have recognized, the MNC represents something more than the import of capital into the host country (Blomstrom & Kokko, 1996).  “Foreign direct investment represents a packaged transfer of capital, technology, management and other skills, which takes place internally within the multinational firms” (Buckley & Brooke, 1992, p.249).  The developmental impacts—positive and negative—stemming from FDI have been explored at length by numerous researchers (see Dunning, 1999; Klein, Aaron & Hadjimichael, 2004; UNCTAD, 1999; Blomstrom & Kokko, 1996; Harms & Ursprung, 2002; Buckley & Brooke, 1992; Grieco, 1986; OECD, 2002).  It turns out that FDI is a mixed bag of positive and negative contributions.  Furthermore, developmental contributions can result from formal arrangements between the MNC and various agents within the host country, or they can be the result of spillovers that impact the broader economy.
 

Freedom as a Pre-Condition (“Means”) to Economic Development

In order to achieve positive developmental outcomes, some argue that the environment in which foreign direct investors operate needs to be right.  According to a report from the Organisation for Economic Co-operation and Development (OECD), to reap the full benefits of FDI host countries “need to establish a transparent, broad and effective enabling policy environment for investment and…build the human and institutional capacities to implement them” (OECD, 2002, p.3).  Globerman & Shapiro (2002) refer to the policies and institutions that constitute a favorable investment climate as “governance infrastructure.”  

A ‘positive’ governance infrastructure would therefore include: an effective, impartial and transparent legal system that protects property and individual rights; public institutions that are stable, credible and honest; and government policies that favor free and open markets.  These conditions encourage FDI, and presumably private domestic investment as well, by protecting privately held assets from arbitrary direct or indirect appropriation.  In a related manner, the same conditions encourage sunk cost investments by MNCs that facilitate efficient operation in host countries (p.5).

An efficient legal infrastructure; competitive and free local markets; trade and foreign exchange liberalization; efficient capital markets—when combined with necessary levels of human capital and physical infrastructure, all serve to raise the “absorptive capacity” of the host country (Klein, Aaron & Hadjimichael, 2004); Blomstrom & Kokko, 1996).  Host countries that place arbitrary limitations on the operation of a free market will squash the economic incentives necessary to realize the positive contributions of FDI.  

Many of these pre-conditions (or “means”) that provide positive incentives for development can be labeled economic freedom.  The Heritage Foundation defines economic freedom as “the absence of government coercion or constraint on the production, distribution, or consumption of goods and services beyond the extent necessary for citizens to protect and maintain liberty itself” (Heritage, 2005, p.58).  “The key ingredients of economic freedom are personal choice, voluntary exchange, freedom to compete, and protection of person and property” (Gwartney & Lawson, 2004, p.5).  Economic freedom has been shown to be an important determinant of international production as well as a significant factor in economic growth (see Barro, 1997; Dawson, 1998; Estrin, Bevan & Meyer, 2001; Ghura and Goodwin, 2000; Globerman & Shapiro, 2002; Heckelman, 2000; and Roll & Talbott, 2001).  Economic freedom is considered here to be an important factor in realizing the powerful contributions that FDI can make toward economic development.

Freedom as the “Ends” of Economic Development

Although some view freedom as a pre-condition to economic development, Nobel Laureate Amartya Sen asserts that it is also the ultimate end of development.  In his 1999 book, Development as Freedom, Sen encourages us to look beyond traditional measures of economic growth and view development “as a process of expanding the real freedoms that people enjoy” (p.3).  

Economic growth cannot sensibly be treated as an end in itself.  Development has to be more concerned with enhancing the lives we lead and the freedoms we enjoy (p.14)…If freedom is what development advances, then there is a major argument for concentrating on that overarching objective, rather than on some particular means, or some specially chosen list of instruments (p.3)…Viewing development in terms of expanding substantive freedoms directs attention to the ends that make development important, rather than merely to some of the means that, inter alia, play a prominent part in the process (p.3).  

In Sen’s view, expanding the following substantive freedoms advances the general capability of a person and is both the primary end and the principle means of development (p.38-40). 

· Economic facilities: refers to opportunities that people enjoy to utilize economic resources for the purpose of consumption, or production, or exchange.  Includes the conditions of exchange, such as relative prices and the working of markets, as well as the availability and access to finance (credit).

· Transparency guarantees: refers to the need for openness that people can expect: the freedom to deal with one another under guarantees of disclosure and lucidity (trust).   Includes the prevention of corruption, financial irresponsibility and underhanded dealings. 

· Political freedoms (including what are called civil rights): refers to opportunities that people have to determine who should govern and on what principles, and also include the possibility to scrutinize and criticize authorities, to have the freedom of political expression and an uncensored press, to enjoy the freedom to choose between different political parties, and so on.  Includes voting rights and the participatory selection of legislators and executives.

We have thus far limited our discussion to economic freedom, so the last type of freedom—political freedom—requires explanation.  Sen asserts that “the mutually reinforcing connections between freedoms of different kinds” are a major engine of development (p.4).  In this sense, political freedom can be seen as helping the realization of other freedoms, particularly that of economic openness (p.123).  The need to divide the broad concept of freedom into multiple distinct but interconnected kinds was recognized long ago by Milton Friedman.  In Capitalism and Freedom, Friedman established economic freedom as a necessary condition for political freedom.  Friedman eventually came to believe that the dichotomy he stressed between economic freedom and political freedom was too simple (Friedman, 1991).  The preface to the fortieth anniversary edition of his famous book contains the following admission: “If there is one major change I would make, it would be to replace the dichotomy of economic freedom and political freedom with the trichotomy of economic freedom, civil freedom, and political freedom” (Friedman, 2002, p.ix).  Friedman also reconsidered the relationship between economic and political freedom, observing that “the one major defect of the book seems to me an in adequate treatment of the role of political freedom, which under some circumstances promotes economic and civic freedom, and under others, inhibits economic and civic freedom” (Friedman, 2002, p.ix-x).  Like Friedman, Sen’s concept of development of freedom requires the integration of different market and non-market institutions.

Similar to Globerman & Shapiro’s later concept of governance infrastructure, Sen considers public policies and institutions crucial to the development of freedom.  According to Sen, 

Individuals live and operate in a world of institutions.  Our opportunities and prospects depend critically on what institutions exist and how they function.  Not only do institutions contribute to our freedoms, their roles can be sensibly evaluated in the light of their contributions to our freedom (p.142).  

Sen’s assertion that institutions that promote freedom are fundamental to the process of economic development parallels that of another Nobel Laureate, Douglass North.  North (1990) conceives of institutions as the “rules of the game in a society…that define and limit the set of choices of individuals” (p.3-4).  He further defines institutions as “humanly devised constraints that shape human interaction” and includes among them conventions, norms of behavior, statute and common law, and contracts between individuals (North, 1990, p.3).
  North contends that neo-classical theories of economic growth that are built around capital accumulation “crucially depend on the existence of an implicit incentive structure that drives the models” (p.133).  “Institutions affect the performance of the economy by their effect on the costs of exchange and production” (p.5).  Because significant uncertainties arise from incomplete information as well as the vagaries of human interaction, institutions provide a structure for exchange and therefore affect the costs of transacting and transforming.  According to North, “the institutional structure in the Third World lacks the formal structure (and enforcement) that underpins efficient markets” and tends to perpetuate underdevelopment (p.67).  “Third World countries are poor because the institutional constraints define a set of payoffs to political/economic activity that do not encourage productive activity” (p.110).  Among the institutions that are widely considered to lead to economic growth and development are an efficient legal infrastructure; various market-based institutions including price, trade, interest rate, and foreign exchange liberalization; competition policy; and financial infrastructure development (Estrin, Bevan & Meyer, 2001).

THEORETICAL MODEL

Scholars have established that FDI represents a packaged transfer of capital, technology, management and other skills from MNCs to host countries.  Inward FDI can therefore contribute to the economic development of host countries in a number of different ways, though its impact is far from certain.  Some believe that economic freedoms make development possible, while others view economic freedom as an end in itself.  Researchers have largely treated economic freedom as exogenous to FDI, establishing it as an important investment climate determinant.  Given the unique ability of some firms to transfer resources and business practices abroad by establishing production facilities in foreign countries, we wonder whether freedom might also be endogenous to the actions of those same companies.  Is FDI a conduit for the institutions of freedom?  To what degree is freedom a direct or indirect product of MNC investment activity?  Considering that freedom is both the primary end and the principle means of development, it is especially important to understand the role that FDI plays in expanding economic freedoms.  This research investigates the relationship between inward FDI and economic freedom within host countries.  Specifically, we test how well levels of inward FDI explain changes in economic freedom within host countries.  Based upon our review of the literature, we construct the following theoretical model to describe how foreign direct investors impact economic freedom in host countries.

	Summary of Theoretical Model

1. The firm’s objective is to maximize the value of its risk-adjusted investment.

2. Researchers have shown that, ceteris paribus, MNCs are attracted to freer investment climates.  Indeed, investment in free countries is prima facie evidence that investors value freedom.  Freedom can therefore be considered a location-specific advantage of the host country.  However, FDI does flow to countries where freedoms are suppressed (e.g. China).  Firms invest in countries with lower levels of freedom for many reasons, including the opportunity to gain access to natural resources and low wages, as well as large or growing markets.

3. As a result of its investment (FDI), the MNC may become a catalyst for change within host countries.

4. To the extent that a free economy increases the value (or decreases the risk) of its investment, the MNC will actively support economic liberalization within the host country.  If value is not considered to be dependent on freedom, then economic liberalization may still result from spillovers and acculturation.  In some cases, the MNC may suppress freedom in order to protect the value of its investment.  Whether or not the MNC promotes liberalization depends, among other things, on the motivation for its investment.


FIGURE 1

Part 1.  The firm’s objective is to maximize the value of its risk-adjusted investment.  The theory of international capital movements proposes that capital moves in response to higher expected rates of return elsewhere.  Given that firms seek to maximize expected marginal returns, they will transfer capital from areas with lower rates of return to areas with higher rates of return over time (Lizondo, 1993).  Firms may choose to produce abroad in response to large and growing markets for their products; to secure access to cheap inputs and/or important raw materials; to circumvent barriers to trade that make exporting costly; to protect market share from competitors; or to diversify risk (Appleyard & Field, 1995).  Location theory postulates that firms must consider a host of revenue- and cost-related factors associated with a particular production location in an effort to maximize profits.  Structural and transaction cost market imperfections will also factor into the firm’s calculus.  Leveraging the work of earlier theorists, Dunning’s “OLI paradigm proposes that FDI occurs if [Ownership-specific] advantages held by a firm in one country can be profitably combined with [Location-specific] advantages of another country (and [I]nternalization incentives favor internal coordination over market coordination).  FDI ought to be a function of both L-advantages in the host country, and the specific complementarities between resources held in the two countries” (Estrin, Bevan & Meyer, 2001, p.14).

Part 2.  Following Dunning’s OLI paradigm, economic freedom has been shown to be an important location-specific determinant of production as well as a significant factor in economic growth and development.  “The key ingredients of economic freedom are personal choice, voluntary exchange, freedom to compete, and protection of person and property” (Gwartney & Lawson, 2004, p.5).  Gwartney & Lawson’s Economic Freedom of the World (EFW) index measures the degree of freedom present in five major areas:

· Size of government: expenditures, taxes, and enterprises

· Legal structure and security of property rights

· Access to sound money

· Freedom to trade internationally

· Regulation of credit (capital), labor, and business

Using either the EFW index or a similar index, researchers have shown that, ceteris paribus, firms are attracted to freer investment climates.  In fact, researchers to date have largely limited their investigations to the effects of freedom as an element of the host country investment climate.  Various authors have shown that freedom, broadly defined, shapes the investment climate of nations and influences the FDI decisions made by multinational corporations seeking to locate value-added production (see Ford, Karande, Seifert, 1998; Barro, 1997; and Ghura and Goodwin, 2000, for example). 

The issue of endogeneity remains unresolved, however.  Establishing a relationship between FDI and economic freedom leaves unresolved the question of whether the actions of foreign direct investors motivate the loosening of repressive economic policies within the host country.  After all, FDI does flow to countries where freedoms are suppressed.  For instance, China—which is consistently ranked among the least free countries in the world, “has become the largest recipient of FDI in the developing world and globally the second only next to the United States since 1993” (Zhang, 2001b, p.336).  One might reason that China’s comparatively large average GDP per capita somehow offsets the negative impression left on foreign direct investors by its restrictive economic environment.  Relatively large flows of FDI into countries like China indicate that firms accept risks associated with repressed economies and either effectively hedge against them or demand a commensurate return on their investment.  In other words, MNCs may not necessarily be dissuaded by a lack of economic freedom.  Instead they assess a variety of total market indicators, such as long-term GDP growth, private consumption growth, population growth trends by age group, and levels of research and development spending, in addition to overall economic freedom.  In fact, MNCs may be particularly well prepared to enter protected industries, such as those exhibiting high entry barriers, high concentration, and low levels of competition (Blomstrom & Kokko, 1996).  They can overcome entry barriers with their scale economies, significant capital resources (including their own funds as well as cheap financing available on international markets), intensive advertising capabilities, and advanced technology (Blomstrom & Kokko, 1996).  

Part 3.  As a result of its investment, the MNC may become a catalyst for change within host countries.  Kobrin (1976) asserts that “the [MNC], as a vehicle for the cross-cultural transfer of resources, is an agent of change; it acts on the host country environment as well as being acted upon by it” (p.29).  He reasons that FDI is an effective change agent due to the direct, interpersonal, and continuous nature of its inter-cultural contact between foreign and indigenous enterprises throughout society (Kobrin, 1977).  Foreign firms are also “less beholden to local vested interests, including governments, than domestic companies” (Klein, Aaron & Hadjimichael, 2004).  Borrowing from Hagen (1962), Kobrin considers the foreign firm to be a “marginal individual”—exogenous to existing society, but with more freedom to innovate within existing environmental constraints (Kobrin, 1977).  “The innovator, whether he operates a political machine or engages in, say, technological exploration or the study of science in a peasant society, in some degree is ‘seeking to institutionalize new goals’ and ‘to change the existing cultural and social structure’” (Hagen, 1962, p.196).  As a result, FDI “transfers not only resources but also institutions and often entire formal organizations,” altering the economic, social, and cultural structures of the host country (Kobrin, 1977, p.31).  Institutional change, then, can be endogenous to FDI, resulting from the maximizing efforts of MNCs.  North (1990) provides the following support for this claim:

Maximizing behavior of economic organizations…shapes institutional change by: 1) the resultant demand for investment in knowledge of all kinds; 2) the ongoing interaction between the organized economic activity, the stock of knowledge, and the institutional framework; 3) incremental alteration of informal constraints as a by-product of maximizing activities of organizations (p.78).

The concept of the marginal actor, responding to incentives and innovating to change the existing economic, cultural and social structure, is firmly rooted in the history of economic thought.  Schumpeter (1934) considered development to be the spontaneous and discontinuous change in the circular flow of economic life caused by the carrying out of “new combinations” of productive resources by an entrepreneur.   New combinations include: (1) the introduction of a new good or of a new quality of a good; (2) the introduction of a new method of production; (3) the opening of a new market; (4) the conquest of a new source of supply of raw materials or half-manufactured goods; and (5) the carrying out of a new organization of any industry, like the creation of a monopoly position or the breaking up of a monopoly position (Schumpeter, 1934, p.66).  Entrepreneurs (or “mechanisms of change”)—whom Schumpeter considers to be the fundamental phenomenon of economic development—are independent businessmen in an exchange economy who carry out these new combinations of existing supplies of productive means.   Although he does not specifically extend his theory to FDI, we can clearly see Schumpeter’s influence on Hagen’s concept of a “marginal individual” as well as the later work of FDI researchers such as Kobrin and Dunning.  Baumol’s (1993) later extension of Schumpeter’s notion of productive entrepreneurship to largely unproductive activities such as rent seeking is also relevant to our theoretical model.  His concept of unproductive entrepreneurship suggests the possibility that marginal actors, responding to incentives and innovating to change the existing economic, cultural and social structure, may behave in ways inimical to freedom.
While the preceding authors have linked the MNC to institutional change, other authors have added political aspects to the theory of FDI that further support the notion of the MNC as a catalyst for change within host countries.  Stopford (1999) claims that MNCs engage in “triangular diplomacy” in order to influence national and international policies.  Here domestic political imperatives, international economic imperatives, and firms’ global competitive imperatives interact and compete according to the relative bargaining powers of market actors (firms) and non-market actors (governments, community, and private interest associations) (Stopford, 1999; Boddewyn, 1988).  Means used by firms in interacting with the non-market environment include “lobbying, public and government relations, alliances with other firms and associations, bribery, suing, etc.” (Boddewyn, 1988, p.343).  Indeed, “firms cannot afford to ignore their diplomatic role in influencing how Governments determine effective policies that will influence the attractiveness of any one location for investment” (Stopford, 1999, p.402).  A highly active firm-government relationship takes center stage in a political theory of FDI.  

Views such as these extend Dunning’s eclectic paradigm of FDI.  Recall that Dunning’s paradigm stipulates that firms will undertake FDI when firm- and location-specific advantages exist and are best captured by internalizing cross-border market transactions.  Location-specific advantages are considered exogenous to the firm and therefore outside of its sphere of influence.  Among others, Boddewyn (1988) takes issue with this passive view of the firm-government relationship.

Most [MNC] strategy and administration studies handle non-market variables (e.g. government policy) as given constraints to cost-efficient or market-effective strategies and tactics…Government policies toward foreign investors are largely presented as givens to which [MNCs] have to respond by absorbing the cost of government intervention, by avoiding it, and/or by circumventing it.  As such, they minimize the extent to which government policies are often fluid and manipulable through political action…Governments are not simple, efficient and autonomous ‘closed systems’ or ‘black boxes’ for translating public needs into national policy without any external interference.  Instead, governments are the target of political activities designed to generate firm-specific advantages and to internalize governmental decision-makers…This notion is related to that of the ‘negotiated environment’ whereby the environment is not entirely exogenous to the firm which tries, instead, to control it, that is, to internalize it as much as possible (p.344-347).

Given that firms engage in deliberate political action in an effort to generate firm-specific advantages and to internalize governmental decision-makers, what positions do they promote?  In general, foreign direct investors will use political means to reduce risk and to “increase their relative efficiency vis-à-vis their competitors by reducing their own production and transaction costs and/or by raising those of others” (Boddewyn, 1988, p.358).  As long as the expected benefits of their actions exceed the costs of lobbying and the risk of potential retaliation, firms will pressure the political system to act in their favor (Goodman, Spar, & Yoffe, 1996).  Of course, firms’ specific actions and the chances of their success will depend on the economics of the business involved and the relative bargaining power of the actors.  The intensity of overall firm activity within any host country may also be affected by the presence of external effects.  Positive externalities are created when the actions of a few firms benefit all companies with similar economic motivations.  Firms therefore have the incentive to free ride on the efforts of others and may lead to changes in freedom that are smaller than expected. 

Part 4.  To the extent that a free economy is believed to increase the value (or decrease the risk) of its investment, the MNC will actively support economic liberalization within the host country.  In some cases, however, the MNC may suppress freedom in order to protect the value of its investment.  We again look to North (1990) for insight: “Organizations with sufficient bargaining strength will use the polity to achieve objectives when the payoff from maximizing in that direction exceeds the payoff from investing within the existing constraints” (p.79).  Research indicates that firms negotiate directly with governments over economic policy.  For instance, MNCs may be a significant factor is speeding up free trade (Blomstrom & Kokko, 1996).  On the other hand, some MNCs are attracted to repressive policies that offer significant cost advantages (Harms & Ursprung, 2002).  It is therefore worth re-emphasizing that the positive contributions stemming from FDI are not a foregone conclusion.  The pre-conditions mentioned earlier affect the trajectory of long-run change, as does the relative bargaining power of the MNC.

Thus far we have expressed a rather agnostic view as to whether FDI will tend to increase or decrease economic freedom in host countries.  We have stated that MNC investment activity will lead to changes in economic freedom when firms exert their influence within the host country in an effort to increase the value (or decrease the risk) of their investments.  We have not yet identified specific freedoms that are more likely than others to be affected by MNC action, nor have we indicated whether MNC actions will increase or decrease economic freedom in host countries.  While the outcome of any specific investment will depend on the location and economics of the business involved as well as the relative bargaining power of the actors, we may conjecture as to the tendency of foreign direct investors to favor more or less freedom in certain areas.  For example, MNCs are keenly interested in securing and enforcing property rights in an effort to thwart foreign piracy.  A formal property system that secures property rights is necessary for capital to be productive (active) and generate surplus value (DeSoto, 2000).  Moreover, “transaction costs are lower in countries where the assignment of property rights are properly established and where contract laws are enforced” (Sara, 2000, p.45).  We therefore conjecture that MNCs will tend to push for intellectual property rights that are protected by sound legal systems.  MNCs are also interested in owning foreign currency bank accounts domestically and abroad.  We expect firms to want to hold or gain access to alternative (and possibly more stable) currencies in order to increase transaction flexibility.  By owning foreign currency bank accounts in the local market, firms may also be able to limit the accounting and operating exposures associated with volatile exchange rates and high rates of inflation.  We therefore conjecture that MNCs will tend to push for more economic freedom associated with the right to own foreign currency bank accounts domestically and abroad.  

The freedom to trade internationally is an area of particular interest to the foreign direct investor, though their actions could change freedom in either direction.  The desire to circumvent trade restrictions and capture profits associated with protected markets often motivates market-seeking investments, so it is possible that some MNCs will push for greater protection in order to protect their investments.  On the other hand, resource- and efficiency-seeking investors often depend on well-developed and open cross-border markets.  We therefore conjecture that MNC activity will impact the rate of taxation on international trade and the establishment of regulatory trade barriers, but we cannot determine a priori whether they will push for more or less freedom.  Predicting firms’ reactions to exchange rate controls is similarly difficult.  “Fluctuating exchange rates introduce considerable risk into all international transactions and therefore lower the volume of trade and investment relative to what it would be under fixed rates” (Kreinin, 1998, p.430).  However, conventional wisdom suggests that, for many countries, freely floating rates are actually quite stable because competitive exchange markets respond strongly to price changes (Kreinin, 1998).  MNCs can always insure against small fluctuations in the forward currency markets or encourage small host countries to peg their currencies to the currency of a larger country.  Ultimately, MNCs want access to sound money and freely convertible currencies, so we conjecture that MNCs will tend to push away from fixed exchange rates toward some type of floating exchange rate regime.  And since firms must be free to remit capital and profits in order to maximize the value of their investments, we further conjecture that MNCs will tend to work to dismantle controls that restrict access to capital markets.  Finally, restraints on credit, labor, and product markets increase production and transaction costs, and can raise the firm’s cost of capital.  Although some firms may promote regulation as a competitive weapon, we conjecture that MNCs will tend to push to dismantle costly regulatory regimes.

We are reminded that the likelihood that a foreign direct investor will seek to change host country freedoms will depend on whether the particular economic freedom in question is important to the firm’s operations and whether it can cost-effectively influence its development.  However, even if the value of the firm’s investment is not considered to be dependent on freedom, economic liberalization may still result from spillovers and acculturation.  

EMPIRICAL METHODOLOGY

With our theoretical model in hand, we now develop the empirical methodology that we will use to rigorously test our theory.  Using data supplied by various international agencies, we employ analysis of covariance (ANCOVA) to determine if there is a direct relationship between the level of FDI and changes in economic freedom after controlling for the effects of other influential variables.  As we subject our theory to statistical testing, we consider Kobrin’s (1977) guidance concerning quantitative research at the societal level:

Perhaps the major difficulty is the lack of a straightforward correspondence between ‘mathematical structures’ and the complex and interdependent web of relationships found in the social sciences…it is difficult to relate theoretical concepts to measurable or quantifiable entities.

Analysis of social phenomena requires that one abstract elements from the mass of social behavior and then proceed first by analysis into simple regularities, and only then by synthesis into more complex structures.

An attempt at quantitative analysis at the societal level is not the same thing as the formulation of laws in mechanics or even econometric analysis.  It must be viewed as a preliminary step in a continuing process of theory building, empirical testing and reformulation.  Precise predictions or definite validations cannot be expressed as a result.  Rather, theory is approached by asking to what extent it is ‘confirmed by the data beyond the noise level’ (pp.49-51).

Dependent Variables

Data concerning economic freedom are taken from the Fraser Institute’s Economic Freedom of the World 2005 Annual Report.  As mentioned in the previous chapter, this index covers various aspects of economic freedom with the objective of measuring “differences in the consistency of institutions and policies with economic freedom across countries and time periods” (Gwartney & Lawson, 2005, p.5).  The authors of the index boast that, “the index has been widely used by researchers to address a diverse set of topics ranging from economic growth to the environment and peace.  Approximately 200 scholarly articles have used the data.  In addition, it has provided the central data base for several doctoral dissertations” (Gwartney & Lawson, 2005, p.5).  The index contains twenty-one separate measures spanning five major areas, with some of the measures themselves being made up of various sub-measures.  Each measure is placed on an interval scale of 0 (unfree) to 10 (free) and is evaluated using third party-data as well as survey data “to measure several dimensions of economic freedom that are difficult to quantify” (Gwartney & Lawson, 2004, p.5).
,
  The various measures within each area are then combined into average ratings for each of the five overall areas.

In addition to its broad coverage, the EFW index appeals to us because it pre-dates alternative indices, such as the Heritage Foundation’s Index of Economic Freedom.  EFW index scores are available on a five-year recurring basis dating back to 1970, while the Heritage Foundation index is available on a yearly basis starting in 1994.  Given that institutional change is a complex process that can span many years, one must take a longer-term view of the potential relationship between FDI and changes in economic freedom.  Using the EFW index, we compute changes in economic freedom that occurred over five-, ten- and twenty-year periods from 1980-2003.
  The resulting variables are approximately normally distributed and have been placed on a 0 (unfree) to 1 (free) scale so that they can be more easily compared to similar variables included in our study.  Since the dependent variables reflect institutional changes that occurred over various time intervals, our explanatory variables reflect periods of similar length.  In order to control for endogeneity and since changes in freedom are presumed to follow investment, the explanatory variables are lagged by one period.  Our lagged analytic structure consists of four five-year periods and one ten-year period.  Table 1 summarizes the lagged analytic structure used in this study.  

	Table 1:

Lagged analytic structure

	Dependent Variables: Change in each measure of economic freedom from…
	Explanatory Variables: Values represent the time period …

	1990-2000
	1980-1990

	1985-1990
	1980-1985

	1990-1995
	1985-1990

	1995-2000
	1990-1995

	2000-2003
	1995-2000


Although the EFW index offers numerous measures of economic freedom, we are interested in only a subset of them in this study.  The following measures are supported by our theoretical model and represent those freedoms that MNCs are most likely to affect.

1. Legal system and security of property rights. Defined as the “protection of persons and their rightfully acquired property,” including the enforcement of contracts and the settlement of disputes via an independent judiciary and an impartial court system (Gwartney & Lawson, 2005, p.7).  This measure is an average of five sub-measures: judicial independence; impartial courts; protection of intellectual property; military interference in the rule of law and the political process; and integrity of the legal system.  The first three measures are based on the Global Competitiveness Report, while the last two are based on the International Country Risk Guide.  Although our theoretical model suggests a relationship between FDI and the protection of property, the intellectual property sub-measure was not directly assessed until 1995.  To the degree that previous aggregates reflect, among other things, the level of intellectual property rights protection within each country, testing this measure is both reasonable and necessary if we desire an indicator with a longer history.  We must qualify the results of our statistical analysis, however, as any relationship (or lack thereof) discovered cannot link FDI to the protection of intellectual property rights independent of the other measures.

2. Protection of intellectual property: A sub-measure of Legal System and Security of Property Rights, this indicator is available for only the latter half of the periods investigated in this study.  Despite the limitations of the data set, we include this measure because of obvious appeal to foreign direct investors.  We should note that this measure suffers from a large number of missing values, with 37%-54% of the data set missing for any given time period.  With such a large number of missing observations in our data set we are cautious of missing value bias.

3. Freedom to own foreign currency bank accounts domestically and abroad.  Defined as the degree to which foreign currency bank accounts are permissible both domestically and abroad, this indicator is a sub-measure within the Access to Sound Money area.  Unlike other indicators considered in this study, this measure appears to be placed on an ordinal scale: countries that permit foreign currency bank accounts both domestically and abroad receive a score of 10; countries that permit foreign currency bank accounts domestically but not abroad (or vice versa) receive a score of 5; and fully restrictive countries receive a score of 0.  Descriptive analysis reveals that from 1980-2000 over half (53%) of the scores of the countries in our sample did not change, while almost all of the remaining countries exhibited positive change.  When assessed over shorter, five-year time intervals, this lack of variation characterizes 74%-86% of our sample countries in any given time period.  While these facts may offer prima fascia evidence that FDI is unrelated to the freedom to own foreign currency bank accounts domestically and abroad, it seems equally likely that the properties of the scale contribute to its lack of variation.  Because our analysis assumes that dependent variables are measured on an interval scale, we are forced to drop this variable from our study.

4. Taxation on international trade. A sub-measure under the Freedom to Trade Internationally area, this measure is itself an average of the following indicators: revenue from taxes as a percentage of exports plus imports; mean tariff rate; and standard deviation of tariff rates.

5. Regulatory trade barriers. A sub-measure under the Freedom to Trade Internationally area, this measure is itself an average of the following indicators: hidden import barriers, which is defined as “no barriers other than published tariffs and quotas,” and costs of importing, which is defined as “the combined effect of import tariffs, license fees, bank fees, and the time required for administrative red-tape” (Gwartney & Lawson, 2004, p.8).  These measures are based on survey data from the Global Competitiveness Report and were not separately reported until 1995.  This measure also potentially suffers from missing value bias, with 39%-58% of the data set missing for any given time period.

6. Difference between official exchange rate and black market exchange rates.  Considered an indicator of the degree to which a domestic currency is fully convertible without restrictions, this is another sub-measure under the Freedom to Trade Internationally area.

7. International capital market controls.  A sub-measure under the Freedom to Trade Internationally area, this measure is itself an average of the following indicators: access of citizens to foreign capital markets and foreign access to domestic capital markets (based on survey data from the Global Competitiveness Report) and restrictions on the freedom of citizens to engage in capital market exchange with foreigners (number of capital controls levied).

8. Regulation of credit (capital), labor and business.  Defined as “restricted entry into markets and interference with the freedom to engage in voluntary exchange,” including restraints on credit, labor, and product markets (Gwartney & Lawson, 2004, p.10).  This measure is an average of three sub-measures: credit market regulations, labor market regulations, and business regulations.  Each sub-measure is in itself an average of numerous sub-measures based on data from a number of different sources.  Unlike the Freedom to Trade Internationally area, we have chosen to test only the overall measure of regulation.  Our decision is based on a number of factors.  First, our theoretical model does not distinguish between different types of regulation and their relative interest to foreign direct investors.  Restraints on credit, labor, and product markets increase production and transaction costs, and can raise the firm’s cost of capital.  We conjecture that MNCs will tend to push to dismantle all types of costly regulatory regimes.  To investigate whether changes in the three types of regulatory regimes move in unison, we pooled observations for each measure across all the five-year time intervals in our study and computed the correlation matrix found in Table 2.  Curiously, changes in credit market and labor market regulations are the only sub-measures that show a positive relationship that is statistically significant at the 5% level.  However, the Pearson correlation coefficients between the remaining pairs of sub-measures are based on a relatively low number of observations (a maximum of 610 observations are possible).  This is because business regulation was not directly assessed until 1995.  Moreover, both labor regulation and business regulation potentially suffer from missing value bias: 39%-83% of the labor regulation data set is missing for any given time period and 39%-57% of the business regulation data set is similarly missing.  Fortunately, the aggregate measure of regulation does not suffer from the same deficiencies and change in regulation is positively correlated with changes in each of three sub-measures (see Table 2).  We therefore test only the aggregate measure of regulation in this study, though we must qualify our results since any relationship (or lack thereof) discovered cannot link FDI to changes in a single type of regulatory regime.

Table 2: Correlations among measures of regulation
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Mean

Median

Std. Dev.

1980-2000

Lower Third

40

4.64

4.94

2.24

Middle Third

40

11.09

10.69

2.17

Upper Third

40

31.87

25.49

18.74

Total

120

15.86

10.69

15.95

1980-1990

Lower Third

37

2.07

2.11

1.39

Middle Third

38

7.62

6.92

2.11

Upper Third

38

28.21

18.85

25.05

Total

113

12.73

6.94

18.36

1990-2000

Lower Third

40

5.67

6.50

2.65

Middle Third

40

13.23

12.56

2.89

Upper Third

40

36.57

31.51

16.82

Total

120

18.49

12.56

16.50

1980-1985

Lower Third

35

2.05

2.16

1.27

Middle Third

36

7.18

6.70

1.86

Upper Third

36

28.86

19.52

29.79

Total

107

12.80

6.76

20.76

1985-1990

Lower Third

37

2.26

2.30

1.77

Middle Third

38

8.37

8.01

2.13

Upper Third

38

29.57

21.23

22.67

Total

113

13.50

8.03

17.62

1990-1995

Lower Third

40

3.50

3.05

2.22

Middle Third

40

10.14

9.45

2.58

Upper Third

40

30.88

27.09

15.43

Total

120

14.84

9.45

14.80

1995-2000

Lower Third

40

6.99

7.56

3.45

Middle Third

40

15.72

15.14

3.15

Upper Third

40

42.43

38.74

19.09

Total

120

21.71

15.14

18.86

2000-2003

Lower Third

40

9.89

10.74

5.04

Middle Third

40

24.42

23.51

3.90

Upper Third

40

59.26

52.10

27.45

Total

120

31.19

23.51

26.32

Key Independent Variable

The key independent variable is the country’s average level of inward FDI stock divided its Gross Domestic Product (GDP).  Annual inward FDI stock data are taken from the United Nations Conference on Trade & Development (UNCTAD) 2004 World Investment Report and represent “the value of the share of the capital and reserves (including retained profits) attributable in an affiliate enterprise to the parent enterprise, plus the net indebtedness of the affiliate to the parent enterprise” (UNCTAD, 2004, p.346).  In short, “the FDI stock represents the total value of assets attributable to the foreign investor” (Stephan & Pfaffmann, 2001, p.196).  UNCTAD collects or estimates national FDI stock data from official information provided by central banks, statistical offices and/or national authorities, then augments those data with information obtained from other international sources such as the International Monetary Fund’s International Financial Statistics and Balance Payments series.  “Two methods are currently in use by most countries for collecting FDI data: (1) traditional [Balance of Payment] transaction recordings, which are reports of related cash flows through the banking system, and (2) surveys of the investing companies” (Stephan & Pfaffmann, 2001, p.197).  Data concerning inward FDI stocks are available starting in 1980 and are “reported at book value or historical cost, reflecting prices at the time when the investment was made” (UNCTAD, 2004, p.360).  We divide the value of FDI inward stock by host country GDP in order to control for the size of the host economy, the rationale being that the ability of the investor to promote change is directly related to his relative importance in the overall economy.  Since the dependent variables are available in intervals of five and ten years, we compute the values of our key independent variable over similar periods.  The resulting values are highly skewed, so logarithmic transformations are applied as needed.

Other measures of FDI activity could also be employed in our study.  While inward stocks of FDI are generally taken to represent the mid- to long-term influence of investors within host countries, inward flows of FDI can be used to reflect the immediate influence associated with the firm’s initial investment decision.  International organizations report inward flows on a net basis (capital transactions´ credits less debits between direct investors and their foreign affiliates), where inflows “with a negative sign…indicate that at least one of the three components of FDI (equity capital, reinvested earnings or intra-company loans) is negative and not offset by positive amounts of the remaining components. These are instances of reverse investment or disinvestment” (UNCTAD, 2004, p.346).  Similar to our stock measure, we could divide the value of inward flows by the host country’s level of Gross Fixed Capital Formation (GFCF) in order to control for the level of capital investment in the host economy.
  We could then compute average values over each five- and ten-year period and apply logarithmic transformations as appropriate to ensure normality.  

However, we believe that tests of our theory are better supported by gross measures of FDI inflows than they are by net figures.  This is because net figures present two major problems: they can take on negative values as described above and they likely understate the level of inward investment activity.  The presence of negative values (approximately 30% of our data set) complicates data analysis because the variable cannot be transformed using standard techniques without losing a large number of observations.  More troubling is that net figures understate the amount of investment inflows because reverse investments and disinvestments are subtracted from estimates of gross inflows.  Received theory states that with each new investment firms engage in “triangular diplomacy” or bargaining in an effort to increase the attractiveness of a particular project.  The threat of alternative investment locations creates an environment in which firms can directly influence domestic policy: one new dollar of FDI inflows equals one unit of potential influence.  This calculus implies that the loss of influence associated with firm disinvestments is relevant only to inward stock accounting, where one less dollar of stock equals the loss of one unit of influence.  For our purposes the loss of influence associated with firm disinvestments is irrelevant to inflow accounting.  The preferred measure is instead the gross amount of new inward investment (influence).  Unfortunately, gross figures are not available from the international organizations we contacted.  Investigating the relationship between net inflows and changes in economic freedom is therefore not a true test of our theoretical model.  Furthermore, net inflow measurements are conceptually related to inward FDI stock measurements, so we doubt that the former provide insight into changes in economic freedom beyond that provided by the latter.
  Average (net) FDI inflows are in fact strongly positively correlated to average inward FDI stocks in our pooled sample (r = 0.929, p < 0.001).  We conclude that there is little to be gained by testing both indicators and employ the measure of inward FDI stock in our analysis.

Limitations of FDI Data

Stephan & Pfaffmann (2001) observe that using FDI data as an indicator of MNC activity may not be valid.  The authors note that the deficiencies in cross-country FDI data stem from systematic errors in the data collection process within national banking systems as well as the random errors of FDI surveys.  Systematic errors in the Balance of Payments (BoP) transaction recording process include: differences in accounting practices across countries (e.g. the failure of host countries to incorporate retained earnings in the data on flows and their different treatment of inter-company loans); the failure to record portfolio investment-turned-FDI as direct investment; and the failure to conform to FDI definitions (Stephan & Pfaffmann, 2001).  FDI surveys are similarly flawed because: firms often report on a voluntary and not statutory basis; surveys are conducted less frequently than BoP statistics; and comparable historical survey data are often unavailable (Stephan & Pfaffmann, 2001).  

Questions of accuracy aside, perhaps the most serious limitation impacting comparisons of cross-country stock statistics is the degree of distortion caused by valuation at historical costs.  Assets valued at prices and exchange rates that prevailed at the time of their acquisition can lead to an underestimation of the FDI stock (Stephan & Pfaffmann, 2001).  Unfortunately, distortions caused by historical valuations are unavoidable in FDI research.  Viewing the landscape of FDI data deficiencies, Twomey (2000) observes, “the empirical side of any study of foreign investment is so loaded with pitfalls that the temptation is to begin—or end—each paragraph with an apology” (p.21).  Fortunately for us, various international organizations edit and refine FDI statistics in order to improve cross-country comparability.  Since we are interested in comparing relative amounts of FDI averaged over five- and ten-year time periods, we believe the quality of these data is sufficient for the purposes of this study.  Published by UNCTAD, The World Investment Report is considered state of the art and is widely quoted by scholars.  It is therefore the resource of choice for this study.

Preliminary Findings

Table 3 offers first impressions of the relationship between inward FDI and changes in economic freedom in host countries.  Starting with our key independent variable, we note a substantial increase in the average relative value of FDI stock in the 1990s, particularly in the latter part of the decade and beyond.  The spike in worldwide direct investment has been well documented by UNCTAD in recent versions of World Investment Report and offers fertile ground for our investigation.  However, because it is a relatively young phenomenon, our investigation into its impact is limited to the five-year intervals starting in 1990.  If changes resulting from firm activities lags substantially behind their investments our investigation may be premature.  Turning to our dependent variables, we observe a number of noteworthy facts.  First, average change is positive during almost every period.  This implies that freedom has been increasing around the world, a phenomenon noted by the authors of the EFW index.  When measured over five-year intervals, average change has also been fairly modest (recall that our freedom measures are placed on a 0 to 1 scale).  This implies that the effect we seek to explain is fairly weak.  With that said, liberalization has been relatively intense (though variable) in international capital markets controls and the degree to which a domestic currency is fully convertible without restrictions.  We note that much of the change occurred during the second half of the 1980s and the first half of the 1990s.  In fact, average change in many of the variables seems to peak during the 1990s, particularly in the first half of the decade.  It then drops off during the latter periods of our study and even turns negative in some cases.  This phenomenon is particularly interesting since it occurs immediately after the spike in worldwide direct investment.  More detailed analysis is needed to determine whether FDI was a factor in the changes we observe.
Table 3: Preliminary findings
[image: image3.wmf]  Developed countries (24 of 25):

    Western Europe (18 of 19)

         Austria

         Belgium and Luxembourg

         Denmark

         Finland

         France

         Germany

         Greece

         Iceland

         Ireland

         Italy

         Malta

         Netherlands

         Norway

         Portugal

         Spain

         Sweden

         Switzerland

         United Kingdom

MISSING:

         Gibraltar

    North America (2 of 2)

         Canada

         United States

    Other developed countries (4 of 4)

         Australia

         Israel

         Japan

         New Zealand

  Developing countries (98 of 168)

    Africa (33 of 53)

         Algeria

         Benin

         Botswana

         Burundi

         Cameroon

         Central Afr. Rep.

         Chad

         Congo

         Congo, Dem. R.

         Côte d'Ivoire

         Egypt

         Gabon

         Ghana

         Guinea-Bissau

         Kenya

         Madagascar

         Malawi

         Mali

         Mauritius

         Morocco

         Namibia

         Niger

         Nigeria

         Rwanda

         Senegal

         Sierra Leone

         South Africa

         Togo

         Tunisia

         Uganda

         Tanzania

         Zambia

         Zimbabwe

MISSING:

         Angola

         Burkina Faso

         Cape Verde

         Comoros

         Djibouti

         Equatorial Guinea

         Eritrea

         Ethiopia

         Gambia

         Guinea

         Lesotho

         Liberia

         Libya

         Mauritania

         Mozambique

         São Tomé and Principe

         Seychelles

         Somalia

         Sudan

         Swaziland

    Latin America and the Caribbean (14 of 19)

         Argentina

         Bahamas

         Barbados

         Belize

         Bolivia

         Brazil

         Chile

         Colombia

         Ecuador

         Guyana

         Paraguay

         Peru

         Uruguay

         Venezuela

MISSING:

         Anguilla

         Antigua and Barbuda

         Bermuda

         Suriname

    British Virgin Islands (11 of 20)

         Costa Rica

         Dominican Republic

         El Salvador

         Guatemala

         Haiti

         Honduras

         Jamaica

         Mexico

         Nicaragua

         Panama

         Trinidad and Tobago

MISSING:

         Cayman Islands

         Cuba

         Dominica

         Grenada

         Montserrat

         Netherlands Antilles

         Saint Kitts and Nevis

         Saint Lucia

         Saint Vincent and the Grenadines

    Asia and the Pacific (26 of 57) 

         Bahrain

         Bangladesh

         China

         Cyprus

         Fiji

         Hong Kong, China

         India

         Indonesia

         Iran

         Jordan

         Korea, South

         Kuwait

         Malaysia

         Myanmar

         Nepal

         Oman

         Pakistan

         Papua New Guinea

         Philippines

         Singapore

         Sri Lanka

         Syria

         Taiwan

         Thailand

         Turkey

         United Arab Emirates

MISSING:

         Afghanistan

         Armenia

         Azerbaijan

         Bhutan

         Brunei Darussalam

         Cambodia

         Georgia

         Iraq

         Kazakhstan

         Kiribati

         Korea, North

         Kyrgyzstan

         Laos

         Lebanon

         Macau, China

         Maldives

         Mongolia

         New Caledonia

         Occupied Palestinian Territory

         Qatar

         Samoa

         Saudi Arabia

         Solomon Islands

         Tajikistan

         Tonga

         Turkmenistan

         Tuvalu

         Uzbekistan

         Vanuatu

         Viet Nam

         Yemen

  Central and Eastern Europe (14 of 19)

         Albania

         Bulgaria

         Croatia

         Czech Republic

         Estonia

         Hungary

         Latvia

         Lithuania

         Poland

         Romania

         Russian Federation

         Slovakia

         Slovenia

         Ukraine

MISSING:

         Belarus

         Bosnia and Herzegovina

         Moldova

         Serbia and Montenegro

         TFYR Macedonia


Control Variables

The control variables [with their respective sources in brackets] used in this research include:

· Initial economic freedom condition [Fraser Institute, Economic Freedom of the World 2005 Annual Report]

· Average number of radios (per 1,000 people) [World Bank, Development Indicators database]

· Average schooling years in the total population aged 25 and over [Barro-Lee Data Set, International Measures of Schooling Years and Schooling Quality]

· World Bank project activity [World Bank Projects Database]

· Average level of political rights & civil liberties [Freedom House, Economic Freedom of the World 2005 Annual Report]

Recall that the dependent variable is the level change in economic freedom during the selected period.  The first control variable is the country’s level of economic freedom at the start of the period, our rationale being that future changes in freedom are partially a function of the country’s existing policies.  We predict that foreign direct investors will be less aggressive (or at least less successful) in pushing for more freedoms in countries that already pursue liberal policies than they are in countries that are repressed.  If this is true, we must first control for initial freedom conditions before we can establish a direct relationship between the level of FDI and changes in economic freedom.

The next two control variables stem from research conducted by Boockmann & Dreher (2002) who hypothesize that, among other things, economic freedom depends on human capital—specifically “the degree to which people are educated and informed” and on available means of communication that can relay information about economic success (p.8-9).  Such pre-conditions to economic freedom were explored earlier, so we will not detail them again here.  Suffice it to say, the authors’ original hypotheses enjoy a firm theoretical foundation and we adopt them here as pre-conditions to changes in economic freedom.  Boockmann & Dreher (2002) factor-analyzed a wide range of possible indicators and ultimately chose the following two variables: the number of radios per 1,000 people and enrollment in secondary education.  The first variable— the number of radio receivers in use for broadcasts to the general public, per 1,000 people—was collected annually by the United Nations Educational, Scientific, and Cultural Organization Institute for Statistics and reported by the World Bank through 1997.  Because the data are highly skewed, we transform them logarithmically after computing the average over the appropriate time intervals.  Since the data are largely unavailable after 1997, we are forced to use the average computed for 1995-2000 in our analysis of the 2000-2003 time period.
   Our decision seems reasonable in light of the fact that the rate of radio use among the countries in our sample is consistent within each of the immediately adjacent five-year periods included in our study (with r ranging from a low of 0.964 (p < 0.001) to a high of 0.988 (p < 0.001) depending on the periods compared).  

Employment of a measure that is similar to Boockmann & Dreher’s second variable—enrollment in secondary education—is more problematic since annual statistics of educational participation are not widely available prior to 1990.  One promising resource is the so-called “Barro-Lee data set” (formally titled International Measures of Schooling Years and Schooling Quality and developed by R. Barro and J.W. Lee).  The Barro-Lee data set includes estimates of educational attainment for the population by age—over age 15 and over age 25—for 126 countries in the world.  Data concerning average schooling years in the total population aged 25 and over are presented quinquennially for the years 1960-1990, so we are able to obtain data for only 1980, 1985 and 1990 as it pertains to our study.  Because of this we are forced to use the 1990 figures in each of our analyses of later time periods.  Like our measure of radio use, we note that relative educational attainment among the countries in our sample is consistent within the Barro-Lee data set.  We find that Pearson correlation coefficients (r) range from a low of 0.980 (p < 0.001) to a high of 0.994 (p < 0.001) depending on the immediately adjacent five-year periods compared, and from a low of 0.971 (p < 0.001) to a high of 0.977 (p < 0.001) depending on the ten-year periods compared.  The use of 1990 values as our measure of educational attainment in later time periods therefore seems reasonable in light of the available evidence.

In addition to their role as pre-conditions to changes in economic freedom, controlling for the effects of the first three variables also allows us to consider Blonigen & Wang’s (2004) recommendation against pooling observations from developed and less-developed countries (discussed further in the next section).
  Moreover, Boockmann & Dreher (2002) posit that “prosperity and growth create an interest in economic freedom…a prosperous middle class will press harder for the introduction and maintenance of economic freedom” (Boockmann & Dreher, 2002, p.8).  If we wanted only to control for overall economic development using traditional measures of national income, we might consider replacing our first three measures with one: average Gross National Income (GNI) Per Capita.   Most of our freedom pre-conditions are in fact strongly positively correlated with (the natural log of) average GNI Per Capita in our pooled sample (see Table 4).
  Even in the exchange rate and regulation pairings, we can confirm that high-income countries tend to be free and free countries tend to have higher incomes.  The available evidence therefore suggests that we can avoid Blonigen & Wang’s aggregation bias by controlling for at least one of the variables mentioned thus far.  Rather than supplant the first three control variables with average GNI Per Capita, we choose to include each pre-condition measure in our study.  Our decision is made largely made on subjective grounds: the first three measures appear to enjoy a stronger theoretical relationship to changes in economic freedom than does national income per se.

Table 4: Correlation between Gross National Income Per Capita and freedom pre-conditions
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The fourth control variable also stems from research conducted by Boockmann & Dreher (2002) and suggests that the programs and policies of the international financial institutions (IFIs) (e.g. the International Monetary Fund and World Bank) may increase economic freedom in the countries in which they operate.  According to the authors, 

There may be a positive direct impact of the IMF or the World Bank for the time a country participates in an adjustment programme.  This is because countries are only eligible for (phased) credit tranches if they comply with the imposed conditions.  These conditions often aim at privatisation and liberalisation, a reduction in inflation and government expenditure.  Moreover, adjustment programmes negotiated with the IFIs may not impose unwanted conditionality but may rather provide welcome advice (Boockman & Dreher, 2002, p.i).  

On the other hand, the actions of IFIs may also retard the growth of economic freedom when subsidized credits “soften the need for economic liberalization” (Boockman & Dreher, 2002, p.i).  The authors found that the impact of IFIs on economic freedom is ambiguous.  Specifically, “World Bank projects are more likely to improve freedom than do IMF programmes,” and “the number of projects increases economic freedom, while the volume of credits reduces freedom”  (Boockman & Dreher, 2002, p.ii).  In light of these findings, we use data from the World Bank’s Projects Database to control for the effects of World Bank project activity on changes in economic freedom.  All Investment and Development Policy lending projects from each of the World Bank’s product lines are included in our sum total of activities, the only prerequisite being that the project must have been active during the year in question.

The last control variable allows us to consider Sen’s theory of “mutually reinforcing connections between freedoms of different kinds” (Sen, 1999, p.4).  Both Sen (1999) and Friedman (1991, 2002) have emphasized the relationship among economic freedom, political freedom and civil liberties.  This suggests that MNCs may be better able to affect the changes they desire in host countries that respect civil liberties and are politically open.  Alternatively, MNCs may find that politically repressed countries offer refuge for their rent-seeking activities.  In order to control for the level of political freedom and civil liberties in the host country, we take advantage of the Freedom in the World country ratings published by Freedom House.  This index measures both political rights and civil liberties using a survey methodology based on standards drawn from the Universal Declaration of Human Rights, with each country rated on a composite scale of 1 (free) to 7 (unfree).  According to the authors,

Political rights enable people to participate freely in the political process. This includes the right to vote and compete for public office and to elect representatives who have a decisive vote on public policies. Civil liberties include the freedom to develop opinions, institutions, and personal autonomy without interference from the state (Freedom House, 2003).  

We are interested in both political rights and civil liberties in this study, though we do not distinguish between the two since they offer similar advantages to the MNC.  We therefore combine the two measures into an unweighted average and place the index on a 0 (unfree) to 1 (free) scale similar to our dependent variables.  We then compute the average of the new combined measure over the same time intervals as our key independent variable.

Country List

The 2005 EFW index is available for 127 countries, and UNCTAD reports FDI statistics on 193 countries across eight major world regions.  By cross-referencing these two data sets, we developed a master of list of 122 countries for which both freedom and investment data are available (see Appendix A).  Our data set contains 24 of 25 countries currently classified as “developed” by the UNCTAD, and 98 of 168 countries classified as “developing.”  Although the Asia and Pacific region is the single largest block of countries, it is relatively under-represented in our sample at 46%.  Within that region, 78% of the Pacific countries and 50% of the Asian countries failed to make our sample because of the lack of economic freedom data.  Of these two figures, the latter is potentially more troubling, since Asia accounted for an average of 24% of annual worldwide inward FDI stock from 1980-2003, while the Pacific region accounted for less than 1% each year.  It turns out that this limitation boils down to one notable country: Saudi Arabia.  Together the missing Asian countries accounted for an average of just over 6% of their region’s annual inward FDI stock, or 1.5% of annual worldwide stock, with Saudi Arabia alone accounting for over 60% of that amount.  Although the magnitude of investment in Saudi Arabia is small on a worldwide or even regional scale, it nonetheless represents an interesting case study.  During the period 1980-2003, annual inward FDI stock averaged over 17% of Saudi Arabian GDP, no doubt much of it focused on resource-extractive activities.  This places it in the upper 50th percentile of investment locations sampled, though Saudi Arabia remains mostly unfree according to the Heritage Institute’s Index of Economic Freedom.  Notwithstanding the unique nature of the Saudi Arabian case, and considering the small amounts FDI involved, the relatively large number of missing Asian and Pacific region countries does not threaten to bias our results.  

Our discussion thus far has centered on the selection of countries for inclusion in our study.  We developed our master list of countries largely by process of elimination: if either freedom or investment data were not available, the offending country was eliminated from our sample.  Although we did not choose countries at random for inclusion in our study, we believe that our master list is both fair and reasonable.  However, the number of countries that can be evaluated in any given test depends on the independent variables considered and the time period selected.  For instance, we have already noted the large number of missing values that plague two of our measures of economic freedom in the 1990s.  While all but one of these missing values come from developing countries, they are proportionally spread throughout the developing world.  We note also that data pertaining to most of the independent variables are not available for many Central and Eastern European (CEE) countries from 1980-1985 and are available for only half of them from 1985-1990.  This is of course unavoidable given the transitional state of the region at the time.  More troubling is the potential for missing value bias introduced by our educational attainment variable.  Barro & Lee failed to observe 11 of 33 African countries and over half of the CEE countries during each period under study.  As a result, the maximum number of observations for any given test that includes the educational attainment variable drops from 122 to 99, with a disproportionate number of African and CEE countries missing depending on the test.  Although educational attainment enjoys a strong theoretical relationship to changes in economic freedom, our inclusion of this variable may obscure more than it explains.  In order to remedy this problem, we attempted to replace the missing values using a number of common methods, including adopting the regional mean and using least squares regression to estimate educational attainment on the basis of Gross National Income Per Capita.  Although GNI Per Capita explains much of the overall variation in educational attainment (r2 = 0.657 to 0.664 depending on the period), our model systematically overestimates the average schooling years in the total population aged 25 and over in African countries.  While potentially more conservative, the regional mean is also problematic since it is computed using a small number of observations that may or may not reflect the central tendency of the region.  Rather than replace the missing values with estimates, we instead run each of our models twice—with and then without our measure of educational attainment.  

One question that often arises in cross-sectional research such as ours is whether it makes sense to pool observations from developed and less-developed countries.  Blonigen & Wang (2004) find that less-developed countries’ experiences with FDI are systematically different from those of developed countries.  “Data from both types of countries are pooled into one sample and the estimated relationships are assumed to hold equally for both types of countries.  Unfortunately, these pooled coefficient estimates may significantly misrepresent the true relationships for both sets of countries” (Blonigen & Wang, 2004, p.1).  Our analysis does not suffer from such a specification problem since we control for each country’s level of development with a number of suitable proxies for Gross National Income Per Capita.  In other words, we recognize the potential for systematic differences between developed and less-developed countries and explicitly control for them in our statistical analyses.

DATA ANALYSIS METHODS

We begin this section with a restatement of our research question: is there a relationship between inward foreign direct investment and changes in economic freedom in host countries?  Our literature review and theoretical model suggest there is a direct relationship between level of inward foreign direct investment and changes in economic freedom.  We also know that a number of different factors influence the direction and intensity of the resulting change and have identified five variables that enjoy a strong theoretical relationship to our dependent variable.

A randomized experiment is obviously not possible, so we must conduct a non-experimental study while also observing and recording extraneous factors (Wonnacott & Wonnacott, 1981).  At first glance, multivariate regression analysis may appear to be the analytic method of choice, but we are reminded of Kobrin’s (1977) earlier cautions regarding quantitative analysis at the societal level.  We wish to test for a relationship between inward FDI and changes in economic freedom while controlling for extraneous factors.  Due to the complexity of our subject and the limitations of our data, we do not seek to develop a model from which changes in economic freedom can be accurately predicted from FDI statistics.  Such a model would be plagued with so many caveats and limitations that it would likely be of little practical or theoretical value.  Our primary analytical question is straightforward: do countries with relatively more inward FDI exhibit significantly different average changes in economic freedom than countries with relatively less FDI?  If we detect a significant difference in average freedom change among groups of countries partitioned on the basis of their relative level of inward FDI stock, we can conclude that changes in economic freedom are indeed related to FDI.  Our statistical question is whether or not at least one group’s average change is significantly different from the others; our investigative question is whether average change tends to increase or decrease with investment.  

We perform univariate analysis of variance and covariance to help answer these questions.  Analysis of variance  (ANOVA) is a statistical test of the null hypothesis that several independent population means are equal.  Univariate ANOVA models isolate and estimate fluctuations in a single continuous dependent variable associated with one or more categorical independent variables.  Separate categories of the independent variables are considered different treatment groups (or “factors”) and are hypothesized to influence the response variate, and more than one independent variable may independently and/or jointly exert influence (so-called N-way factorial ANOVA designs).  The researcher’s goal is to “attribute the differences between group means to the effects of the treatment” (Newton & Rudestam, 1999, p.203 (italics added)).  Of course, the observed differences between group means could instead be the result of random fluctuations that are assumed to cause observations within each group to also differ from one another.  In order to determine whether the treatment effect is significantly different from random error, the researcher must compare differences among treatment means (“between group variability” or explained variability) to differences among observations treated the same (“within group variability” or unexplained variability) using the F-test.  The larger the value of this ratio becomes, the stronger the treatment effect.  Alternatively, the ratio of variability approaches the value of 1 if no treatment effects are detected.  In sum, the ANOVA procedure calculates the total observed variation in the dependent variable, then partitions the “variation in the data into individual components attributable to various factors and those due to random or chance fluctuation, and perform[s] tests of significance to determine which factors influence the experiment” (Sahai & Ageel, 2000, p.1).  

Analysis of covariance (ANCOVA) is similarly used to assess the statistical significance of the relationship between categorical independent variables and a single continuous dependent variable, but after effects of interval covariates are controlled (Garson, 2005b).  We employ ANCOVA in our non-experimental study (where assignment of countries to groups is done naturally rather than randomly) to remove the effects of our interval-level control variables (referred to as “covariates”) that modify the relationship between inward FDI (our single categorical independent variable) and changes in economic freedom (our interval-level dependent variable).  ANCOVA models adjust the means of the dependent variable associated with each treatment according to the relationship between the dependent variable and the covariates, effectively removing the shared variance so that the main effects of the categorical key independent variable can be assessed.  “A ‘main effect’ is the direct or unique effect of an independent variable on the dependent variable” (Garson, 2005a).  ANCOVA models are thus a combination of regression and analysis of variance in that they use regression analysis techniques to eliminate the linear effect of the covariates so that the researcher can isolate the influence of the key independent variable (Sahai & Ageel, 2000).  Failure to remove variation attributable to the covariates would inflate the error mean square, making the analysis of variance test less sensitive (i.e. variance included in the regression term in an ANCOVA model would be included in the error term in an ANOVA test for treatment effects, inflating the denominator of the F-test) (Sahai & Ageel, 2000; Simon, 2005).

The method by which treatment means are adjusted requires explanation.  Adjusted means are computed using the following formula:

Adjusted Mean = Yi – β (Xi - X..),




where Yi is the unadjusted dependent variable mean for group i, β is the estimated pooled slope between the covariate and the dependent variable, Xi is the unadjusted covariate mean for group i, and  X.. is the overall grand mean of the covariate (Simon, 2005).  Once the means are adjusted, we can perform an analysis of variance to assess the main effect of the categorical independent.  “Basically, an ANCOVA treatment effect is identical to an ANOVA treatment effect that has been adjusted by subtracting the product of the covariate, X, and the regression slope of Y on X, Byx” (Newton & Rudestam, 1999, p.221-222).  Note that the use of a pooled slope in the above formula assumes that the effect of a given covariate does not vary over the treatment groups (Wildt & Ahtola, 1978).  This is the so-called homogeneity of covariate regression coefficients assumption (or “slope homogeneity assumption”).  If the slopes are not parallel then the two variables are said to interact, and any comparison of the treatment means at a common point is misleading since the results will depend on the value of the covariate chosen by the researcher.  We can directly evaluate this assumption by including interactive terms in our ANCOVA models and testing to see if they are statistically significant.  These tests will be statistically insignificant if the slope homogeneity assumption is met, resulting in the interactive terms being eliminated from the final model.  If the interaction terms are significant, some researchers opt to retain them in the model.  Doing so, however, requires us to choose among all possible values of the covariate so that treatment means can be compared at a common point.  Such a choice is certainly arbitrary and can be misleading.  We therefore follow the more common practice of not including significant interaction terms in our final ANCOVA models, choosing instead to note when violations of this assumption may impact our results.
  
Employment of ANOVA and ANCOVA

With a maximum of 122 observations and six independent variables included in our study, 6-way factorial analysis of variance is clearly a bridge too far.  In order to develop ANOVA models, we would have to categorize our control variables and spread our observations over an unacceptably large number of cells.  Initial tests indicate that 2-way factorial models are the largest ones that can be accommodated by our data set, leaving unexplained much of the variation in the dependent variable and violating a number of important assumptions.  For this reason, we employ analysis of covariance with one categorical independent and up to five covariates.  Our single continuous dependent variable is, of course, the change in economic freedom over a selected time period.  In fact, we have seven different dependent variables, each requiring their own battery of tests across each of the time periods.  We categorize our key independent variable— average level of inward FDI stock divided by GDP—by splitting our sample of countries into thirds.  Our primary systematic treatment effect is therefore the level of investment within each country relative to the size of its economy during the selected time period.  We note that median investment exposure differs considerably among the groups.  For instance, from 1980-2000 the upper third of recipient countries were exposed to approximately five times the investment intensity of countries in the lower third (see Appendix B).  Our interval-level control variables are then employed as covariates and are used to adjust our treatment means.
  We perform a total of twenty-nine analyses of covariance to test whether the groups formed by our independent variables exhibit statistically discernable differences in average freedom change after removing the effects of our covariates.
  We test first to see whether the slope homogeneity assumption is met, then test for significant main effects of FDI in more parsimonious models.  

It is reasonable to ask at this point whether it is necessary or beneficial to explore changes in each of our dependent variables individually across each of the time periods identified.  Such an approach complicates the analysis considerably and invites a number of “false positive” results.  Testing each dependent variable individually may even be unnecessary if they are strongly correlated to one another.  Our analysis indicates that only 8 of 406 possible pairs of dependent variables are strongly correlated ((r( ( 0.5).  In fact, the vast majority of our dependent variables are weakly correlated ((r( ( 0.2).  Of the eight cases of strong correlation, seven represent positive correlations between changes recorded from 1990-1995 or 1995-2000 and changes recorded from 1990-2000 within the same areas.  While we would expect changes in a given type of freedom over one time period to be unrelated to changes in another type of freedom in a different time period, we also find that changes in any given type of freedom over time are unrelated (save for the exceptions noted above).  We find also that changes among different types of freedom within the same time period are unrelated.  Our collection of tests can therefore be treated as twenty-four independent analyses of covariance concerning changes in the dependent variable over five years plus another five analyses using concerning over ten years.  Because “false positives” are unavoidable, we look to the preponderance of the evidence to support our theoretical propositions rather than to the result of any single test. 

Key Modeling Assumptions


A number of assumptions govern analysis of variance.  First, ANOVA assumes an interval-level dependent variable is observed in groups formed by our categorical independent variable.  For purposes of significance testing, ANOVA also assumes that observations in each of the groups are normally distributed, though it is considered robust in the face of departures from normality (Garson, 2005a; Norusis, 2004; Levene, Berenson & Stephan, 1997).  Of course, we will still want to inspect the distributions to make sure that outliers are not distorting our group means.  Third, observations are assumed to be “randomly and independently drawn from the c populations” (Levene, Berenson & Stephan, 1997, p.426).  In other words, error terms—the difference in each observed value from its own group mean—are assumed to be uncorrelated.  Lunneborg (1994) counsels that “our acceptance of the assumption of the independence of response observations must rely, almost exclusively, on our knowledge of how those observations were sampled” (p.239).  Although violations of this assumption are less likely to occur in cross-sectional analysis than in longitudinal studies, our country list consists of cases that are conveniently available.  Because of this we remain sensitive to biases contained in our data set.  We have argued, however, that the cases studied here are sufficiently representative of the eight major world regions.  We also feel that, since various international organizations edit and refine FDI statistics in order to improve cross-country comparability, our data are unlikely to be systematically biased.  Finally, ANOVA assumes that the distributions in each of the groups are homogenous.  Depending on the exact conditions, unequal variances can disrupt the F-test and lead to an over- or under-estimation of the significance level (Cramer, 1993; Garson, 2005a).

The reason for this assumption is that the denominator of the F-ratio is the within-group mean square, which is the average of group variances taking group sizes into account. When groups differ widely in variances, this average is a poor summary measure. However, ANOVA is robust for small and even moderate departures from homogeneity of variance (Garson, 2005a).

If the variances are unequal, the F test for the equality of means…is only slightly affected with respect to moderate violations of this assumption provided sample sizes do not differ greatly and the parent populations are approximately normally distributed (Sahai & Ageel, 2000, p.86-87).  
Because the average of the group variances takes group sizes into account, each group formed by our categorical independent variable is further assumed to have the same number observations (referred to as a “balanced” design).
  However, balanced designs are rarely feasible in non-experimental studies such as ours.  Milliken & Johnson (1992) advise that “the usual F-test is very robust for the unequal variance case provided that the sample sizes are nearly equal or, if not nearly equal, provided that the larger sample sizes correspond to the populations with the larger variances” (p.26).  And Norusis (2003) reports “if groups have markedly different sample sizes and the smaller groups have the larger variances, you increase your chance of rejecting the null hypothesis when it is true; if the larger groups have smaller variances, you increase your chances of rejecting the null when it is false” (p.148).  In general, larger cell sizes associated with larger variances tend to result in p-values that are too large, while smaller cell sizes associated with larger variances tend to produce p-values that are too small.  Because our ANCOVA models compare only three groups, we achieve a more balanced design and can assess how violations of the constant variance assumption impact our results.  We employ Levene’s (1960) test of homogeneity of variance to test the assumption that each group has approximately the same variance.  If Levene’s test indicates a violation of the constant variance assumption, researchers typically transform the dependent variable into a more homogenous (and often more normal) distribution.  Data transformation is not without cost, however, as observations may be lost (e.g. when a logarithmic transformation is applied to a variable with negative values) and the resulting variables are often more difficult to interpret.  For these reasons we choose not to transform our dependent variable and instead pay close attention to observed p-values, noting how much they could change without impacting our conclusions.  


Because analysis of covariance is a blend of ANOVA and regression, the assumptions highlighted above also apply to ANCOVA models.  In addition to the slope homogeneity assumption, ANCOVA assumes that the functional relationship between the dependent variable and each of the covariates is known—and is further assumed to be linear (Wildt & Ahtola, 1978).  ANCOVA also assumes that the covariates are unaffected by the treatment.  “If the covariate[s] [are] influenced by the categorical independents, then the…adjustment ANCOVA makes on the dependent variable prior to assessing the effects of the categorical independents will be biased since some indirect effects of the independents will be removed from the dependent” (Garson, 2005b).  While some of our covariates are measured simultaneous to our treatment, we assume that the covariates are either unaffected by the investment activities of MNCs or that their activities have not yet had an opportunity to affect the covariate.  Finally, regression analysis often demands that the independent variables themselves be orthogonal.  High correlation among the explanatory variables presents a well-known problem for parameter estimation and makes it impossible to uniquely partition the response variance among the independent variables.  However, our main purpose for using covariates in our models is to jointly adjust the treatment means.  Assuming that the same relationship among the covariates is expected to continue into the future, multicollinearity is less of a problem in our study.

Multiple Comparisons

Newton & Rudestam (1999) refer to the F-test as an unfocused, omnibus test: “The results of the test merely indicate whether something other than chance accounts for the observed differences between groups.  There is no way of telling the source of any statistically significant differences without further analysis of a post hoc nature” (p.229).  Multiple comparison tests of significance are needed to isolate which group means differ significantly from the others, indicating that they have the most to do with the observed relationship (Garson, 2005a).  Such procedures amount to a series of pooled-variance t-tests for differences in two means, with the number of comparisons equal to k(k-1)/2 where k equals the number of independent groups.  We must keep in mind, however, that the risk of making a Type I error increases as the number of tests increase.  Specifically, our overall (“experimentwise”) Type I error rate is equal to 1-(1-()c, where ( = the level of significance and c = the number of comparisons to be made.  While we can be 95% (( = 0.05, a “comparisonwise” error rate of 5%) confident of each individual statement, we need to adjust the significance level downward according to the number of comparisons we plan to make (Wonnacott & Wonnacott, 1981; Norusis, 2004).  In order to isolate significantly different group means while protecting ourselves from increased Type I error, we employ the Bonferroni-adjusted multiple t-test procedure where the significance level for each test is equal to (/c (ex., 0.05/3 = 0.0167).
  Bonferroni’s procedure must be used with caution, however, as it becomes increasingly difficult to detect an individual true effect as the number of tests increases.

RESULTS OF EMPIRICAL ANALYSIS

In this chapter we present the results of our analyses of covariance used to determine whether a direct relationship exists between inward stocks of foreign direct investment and changes in economic freedom.  Taking each freedom type one at a time and controlling for the effects of our covariates, we test first for relationships across the ten-year periods, lagging the independent variables by one period in order to control for endogeneity.  We then test for relationships across five-year time periods, once again lagging the independent variables by one period.  Taking appropriate note of any assumption violations, we focus our analysis on the main effects of FDI using standard F-tests and then employ multiple comparison procedures to determine which group means differ significantly from the others.
In general, we expect foreign direct investors to push for more security and enforcement of property rights, freely convertible currencies, fewer capital market controls, and less regulation of credit, labor and business.  However, we recognize that MNCs may behave in ways that are inimical to freedom.  For example, some firms may promote regulation as a competitive weapon or lobby for trade restrictions in order to protect their investments.  We recognize that economic liberalization may also result from spillovers and acculturation linked to MNC activities.  Because a number of different factors influence the propensity to change, we have identified five additional variables that enjoy a strong theoretical relationship to our dependent variable.  Our analytical objective is therefore to determine whether or not there exists a direct relationship between the level of FDI and changes in economic freedom after controlling for the effects of these variables.  

We summarize the results of our covariance analyses in the next two sections.  In the first section we report the test results for the main effects of FDI on changes in each measure of economic freedom.  Each of these tests amounts to an analysis of variance procedure to test the null hypothesis that the (adjusted or, as we refer to them in this section, “estimated”) population mean of our dependent variable is the same in each group formed by our categorical independent variable.  In addition to reporting the results of our F-tests for main effects, we assess how well our overall models explain variation in the dependent variables, how much of the variability in the dependent variables can be attributed to FDI, and how violations of certain assumptions impact our results.  In the second section we report the average change in economic freedom estimated by each of our models and observe whether it tends to increase or decrease with investment.  Along with the value of the estimated means, we also report the results of our multiple comparison tests.  We end with a brief note concerning the impact of our covariates on the aforementioned analyses.  We also report the values of the estimated pooled regression coefficients used to adjust the treatment means.

Main Effects of Foreign Direct Investment

Table 5 summarizes the results of our F-tests for main effects of FDI on changes in economic freedom.  A total of twenty-nine separate analyses of covariance were performed involving seven different measures of economic freedom thought to be of particular interest to foreign direct investors.  We perform analysis of covariance to determine whether the groups formed by our categorical independent variable exhibit statistically discernable differences in average freedom change after removing the effects of our covariates.  We test for relationships across ten-year time periods lagging the independent variables by one period, then test for relationships across five-year time periods using a similar lagged structure.  
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0.03

Freedom Type

Period

Mean

StdDev

N

Mean

StdDev

N

Mean

StdDev

N

Mean

StdDev

N

1980-00

0.32

0.39

112

0.28

0.29

116

0.06

0.10

102

1980-90

0.11

0.31

112

0.06

0.18

116

0.00

0.06

102

1990-00

0.25

0.38

120

0.23

0.30

121

0.08

0.09

117

Unweighted Mean

0.18

0.14

0.04

Weighted Mean

0.18

0.14

0.04

1980-85

-0.01

0.30

112

0.01

0.09

116

0.00

0.05

101

1985-90

0.12

0.31

115

0.04

0.13

116

-0.01

0.05

105

1990-95

0.19

0.36

120

0.19

0.25

121

0.06

0.08

117

1995-00

0.11

0.10

51

0.06

0.25

122

0.04

0.21

122

0.03

0.06

122

2000-03

0.03

0.10

74

-0.01

0.16

122

0.07

0.15

122

0.01

0.06

122

Unweighted Mean

0.07

0.07

0.07

0.02

Weighted Mean

0.06

0.07

0.07

0.02

Period

1980-00

1980-90

1990-00

1980-85

1985-90

1990-95

1995-00

2000-03

Change in taxation on 

international trade

n/a

n/a

n/a

Log of Avg(Inward FDI 

Stock/GDP)

Change in legal system 

and security of property 

rights

Change in protection of 

intellectual property

n/a

Unweighted 

Mean Freedom 

Change

Weighted Mean 

Freedom 

Change

Change in regulation of 

credit (capital), labor 

and business

n/a

n/a

Change in regulatory 

trade barriers

Change in difference 

between official 

exchange rate and black 

market exchange rates

Change in international 

capital market controls

0.14

0.04

0.18

0.23

0.05

0.18

0.01

0.04

0.14

0.00

0.04

0.11

0.04

0.01

0.01

0.05

Table 5: Main effects of foreign direct investment on changes in economic freedom
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2
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Chg in Legal System and 
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1980-1990



Chg in Legal System and 

Security of Property Rights

1985-1990

1980-1985
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1985-1990
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Security of Property Rights
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* Avg years schooling & initial freedom condition covariates failed the slope homogeneity test
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Intellectual Property

1995-2000
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Intellectual Property
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1990-1995



Chg in Taxes on International 
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* Initial freedom condition covariate failed the slope homogeneity test
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Table 5 (con’t): Main effects of foreign direct investment on changes in economic freedom
Table 5 offers a volume of information that is broken down as follows.  The first two columns identify the specific freedom type and period of change that we seek to explain.  The third column contains the sources of variation and indicates that the results shown pertain only to the overall model, our categorical independent variable—average inward FDI stock per GDP, and the unexplained variance (error).  While only three sources of variation are shown, each of the underlying models employ five control variables.  The reader will note that the time period indicated in the fourth column lags the period of change, helping to control for endogeneity in our models.  The next three columns contain well-known statistics used to describe the adequacy of each model.  The next five columns grouped under the heading “Tests of Between-Subject Effects” summarize the analysis of variance F-tests and associated statistics, including between-groups and within-groups degrees of freedom, expected mean square, and partial Eta squared.  Our focus here is on the values of F and the resulting p-values, which are the probabilities of obtaining results equal to or more extreme than the observed F-ratios if the null hypotheses of no effect were true.  The statistical question answered by the F-test is whether or not at least one group’s average change is significantly different from the others.  It is an omnibus test of whether or not the associated variable is related to the dependent, but it does not indicate the nature of the relationship.  We also compute a common measure of effect size known as “partial Eta squared” that “describes the proportion of the variability in the dependent measure that is attributable to a factor or covariate.  For univariate F-tests…the formula for the partial Eta squared is: (SSeffect)/(SSeffect + SSerror) where SSeffect is the sums of squares for the effect and SSerror is the sums of squares for the error term” (Norusis, 2003, p.151).  The last column is used to note which models violate potentially important ANCOVA assumptions, causing us to interpret those results with caution.


The data in Table 5 indicate that all but four of our models are highly statistically significant; in these cases we reject the null hypothesis of no joint effects at the 1% level.  On average, 40.9% of the variation in dependent variables can be explained by our independent variables.  The effects of FDI appear rather limited, however.  The main effects of FDI are statistically significant at the 5% level in only five of our models and appear to be isolated to the legal system and security of property rights, official vs. black market exchange rates, and regulation areas.
  While these few results support our theory that FDI is directly related to changes in freedom, we expected average freedom change within each of the other models to vary more appreciably across the treatment groups.  For instance, we expected to find a stronger relationship between FDI and changes in the protection of intellectual property, though small sample sizes and missing value bias may be compromising our tests.  If we increase the probability of a Type I error to 10%, only one additional model in the regulatory trade barriers area shows significant FDI effects.  Effect size is also small across the collection of tests.  On average, only 3.8% of the variability in our dependent variable is explained by FDI.

Our review of the statistical evidence thus far provides only weak support for our theory that inward FDI is related to changes in economic freedom, though we must interpret the results in Table 5 with caution.  As was previously mentioned, we believe that support for our theory must be found in the preponderance of the evidence and not necessarily in any single test of statistical significance.  After all, a certain number of “false positives” are expected to occur in a collection of tests such as ours.  Rather than focusing on any one test, we look for a pattern of significance across Table 5 and within each type of freedom.  We must also evaluate whether or not violations of our modeling assumptions threaten our tentative conclusions.  A review of the cases found in Table 5 where Levene’s test indicates a possible violation of the homogeneity of variance assumption indicates that none of the cases result in a significant F-test and in each instance larger variances are associated with smaller groups.  As a result the recorded p-values are likely too small, though none of them approach any reasonable significance level.  Three violations of the homogeneity of slope assumption are also recorded in Table 5, two of which occur in models that indicate statistically significant FDI effects.  To the degree that ANCOVA is conservative in the face of such violations, our recorded p-values may be too large resulting in FDI effects that are more certain than what is indicated in Table 5.  The third violation occurs in the Taxes on International Trade area where one of our tests indicate that FDI effects lie just outside the 10% significance level.  Depending on how the group means are adjusted, statistically significant FDI effects may also be obtained in this case.

We must keep in mind that a significant F-test is the result of three things: relatively large variability among group means; relatively small group variances; and group sample sizes (as with any mean difference test, small differences are more likely to be statistically significant in large samples).  As we noted earlier, inclusion of the educational attainment control variable lowers the maximum sample size and raises the possibility of selection bias.  In order to check the robustness of our original models and increase the power of our tests, we repeat each analysis without controlling for the average schooling years in the total population aged 25 and over.
  Our tentative conclusions do not change appreciably when educational attainment is removed from our ANCOVA models: the preponderance of the statistical evidence still provides only weak support for our theory, though an additional model in the taxes on international trade area is now significant at the 10% level.  

Estimated Average Changes in Economic Freedom

The statistical question addressed in the previous section is whether or not at least one group’s average change is significantly different from the others.  After controlling for the effects of other influential variables, we find that countries with relatively more inward FDI generally do not exhibit statistically significant different average changes in economic freedom than countries with relatively less FDI.  Although some evidence of a direct relationship between FDI and changes in freedom does exist, the preponderance of the evidence supports this tentative conclusion.  However, the F-tests reported in Table 5 tell us only that at least two means differ significantly from one another.  They do not indicate whether average freedom change tends to increase or decrease with investment.  Moreover, Newton & Rudestam (1999) remind us that, 

The failure to reject the null hypothesis does not mean that there is no difference between groups on a variable; it means that whatever differences exist are too negligible to be identified by a statistical test at a suitable level of significance.  Almost all relationships between variables can be made statistically significant by making N sufficiently large.  Significant results tell us only if we have enough power to detect differences (p.87).  

Notwithstanding the results of our F-tests, we wish to know whether or not average change tends to increase or decrease with investment after removing the effects of our covariates.  Evidence of the theorized relationship may be found in multiple comparisons of (estimated) group means if the results are in the predicted direction and especially if they are significantly so.  Again, we look at the preponderance of the evidence across our collection of tests.
In Table 6 we report the average change in economic freedom estimated by each of our models.  We pairwise compare the (estimated) treatment group means within each model in order to determine if the differences are in the predicted direction.  We compare adjusted (estimated) rather than unadjusted means “so that the effect of the factors over and beyond the covariates can be isolated” (Garson, 2005b).  In addition to the value of each estimated mean, we report its standard error and compute a 95% confidence interval for the mean.  We also report the outcome of our (Bonferroni-corrected) multiple comparison tests that indicate whether the difference between any two estimated means is statistically significant.
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A) Levene (2, 91) = 4.509, p = 0.014; B) Levene (2, 91) = 11.548, p < 0.001; C) Levene (2, 93) = 4.163, p = 0.019
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N

N

Table 6: Estimated mean changes in economic freedom
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Table 6 (con’t): Estimated mean changes in economic freedom

Before comparing group means, we must first consider the distributions of values from which they come to ensure that our analyses are not unduly biased by outlier or extreme values.  We visually inspected the distributions of values associated with each unadjusted group mean in order to verify its consistency before adjusting it via our covariates and reporting it in Table 6.  We believe that the unadjusted group means are fair and reasonable, though our descriptive statistical analyses suggests three special cases.  These analyses reveal that the level of capital market controls across most of our sample was constant from 1985-1990.  They also reveal that changes in the difference between official exchange rates and black market exchange rates from 1995-2000 and 2000-2003 occur in relatively few countries.  A detailed review of the associated distributions reveals a fairly simple explanation for the consistency of exchange rate regimes from 1995-2000 and 2000-2003: most of the countries in our sample were considered free by 1995.  104 of the 122 countries in our sample earned a score of 0.9 on a scale of 0 to 1.0 in 1995; 113 did the same in 2000, with 108 of them earning a perfect 1.0.  Although many of the countries in our sample appear to have maintained consistent exchange rate policies from 1995-2003, a number of countries did not.  Inspections of the group distributions combined with the results of our analyses of covariance indicate that FDI is not related to the changes that occurred during these periods.  We reach a similar conclusion regarding the consistency in capital market controls from 1985-1990, though the conditions differ.  In this case, the majority of the countries in our sample were consistently repressed throughout the 1980s.  Foreign direct investors were clearly active in these countries during the preceding period, so we must conclude that their effect as a catalyst for change was negligible.

Using the data in Table 6, we now compare mean freedom change in the upper third of all the countries receiving FDI in our sample (hereafter referred to as the higher investment group) with mean freedom change in each of the lower thirds (hereafter referred to as the middle and lower investment groups).  We begin the process by employing a so-called extreme groups design that compares only those cases that fall in the higher and lower investment groups within each analysis.  Such a design is “especially appropriate for studying weak or moderate treatment effects” (Newton & Rudestam, 1999, p. 195).  We observe that in 21 of the 26 possible comparisons, mean freedom change in the higher investment group is greater than it is in the lower investment group, though none of the differences are statistically significant.  This finding supports our prediction that firms tend to push for freely convertible currencies and less regulation of credit, labor and business.  Although we could not predict a priori how firms would react toward the rate of taxation on international trade or the establishment of regulatory trade barriers, our extreme tests also indicate that firms tend to push for liberalization in each area.  The pattern of group means in the rate of taxation on international trade area also shows signs of possible threshold effects.  We note that while mean freedom change in the higher investment group exceeds that of the lower investment group in each test, it tends to be less than mean freedom change in the middle investment group.  Threshold effects may be present in the regulation area as well, though the differences between mean freedom change in the upper and middle investment groups are quite small.  We hasten to note that the differences in question are all statistically insignificant and that the overall trend is still positive.  However, our results suggest that once some foreign direct investors constitute a large enough component of their host country’s economy, they will tend to use their power to secure trade restrictions that protect their investments.  

In addition to determining whether average freedom change tends to increase or decrease with investment across our collection of tests, we can also investigate whether FDI was a significant factor during periods of abnormal change.  For instance, the data in Table 6 indicate that many countries sharply reduced capital market controls and taxes on international trade during the first half of the 1990s as evidenced by the higher than average total rate of change in those two areas.  A number of countries also instituted more liberal exchange rate regimes in the late 1980s and early 1990s.  In fact, the five types of freedom for which data are available all registered higher total rates of change in the first half of the 1990s than in any other five-year period in our study.  One possible explanation for the high total rate of change in the first three areas mentioned is the strong support expressed by economists and policymakers during the early part of the decade for market-oriented policies that favored capital account and trade liberalization as well as increased exchange rate flexibility (Forbes, 2005).  This is also the period immediately following the collapse of the Soviet system, which gave a strong push to liberal reforms in many countries.  With regard to FDI effects during this period of unusually large change, our F-tests indicate that significant FDI effects were limited to the legal system and security of property rights and regulation areas, though mean freedom change does tend to increase with investment in each area when extreme groups are compared.  Our tests do confirm, however, that FDI was related to changes in that took place in exchange rate regimes in the late 1980s.  
Equally noteworthy are the below average total rates of change that followed the investment boom of the late 1990s.  Total average freedom change bottomed out in three of the areas and reached its second lowest point in three others during the 2000-2003 period.  One possible explanation for the low total rates of change during this period may have been concerns within the global community at the time over the economic crises of the late 1990s, which some scholars have linked to capital market liberalization (see for example Stiglitz, 2004).  Negative total rates of change within the legal system and security of property rights and regulation areas defy simple explanation.  Our F-tests indicate that significant FDI effects were limited to the regulation area during this period, though mean freedom change once again tends to increase with investment in each area when extreme groups are compared.

Finally, we check the robustness of our results by repeating each analysis without controlling for the average schooling years in the total population aged 25 and over.  The findings presented in this section do not change appreciably when educational attainment is removed from our ANCOVA models.

Covariate Impacts

As we explained in earlier, ANCOVA models adjust the means of the dependent variable associated with each treatment according to the relationship between the dependent variable and the covariates.  This process effectively removes the shared variance so that the main effects of the categorical key independent variable can be assessed.  Specifically, it allows us to test for statistically significant differences among treatment groups after “each case is set statistically equal to every other case on the controlled variable” (Wildt & Ahtola, 1978, p.10).   Failure to remove variation attributable to the covariates would inflate the error mean square, making the analysis of variance test less sensitive. 
In this study our concern centers on the main effects of FDI on changes in freedom and not on the relationship between the dependent variables and our covariates.  The covariates used in our analyses are therefore considered “nuisance variables”; they are used simply as a means to an end.  In each analysis we regress the dependent variable on our covariates in order to estimate pooled slopes, which are then used to adjust the means of the dependent variable associated with each treatment group (see Eq. 4.2).  The estimated pooled slopes produced by each of our models can be found in Table 7.  We provide the unstandardized regression coefficient (beta), its standard error, the test statistic t, and the resulting p-value for each of the covariates included in each of our ANCOVA models.  Table 7 also contains the unadjusted and adjusted means for each treatment group.  This information reveals the impact that our covariates have on each analysis of covariance.
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Table7: Covariate statistics and their impact on the adjustment process
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Table 7 (con’t): Covariate statistics and their impact on the adjustment process

The estimated pooled slopes reported in Table 7 have the same meaning as they would in multiple regression analysis: the value of beta being the change in the mean value of the dependent variable per unit change in the covariate, holding constant all other covariates.  Interpretations such as this do not concern us here since the main purpose for using covariates in our models is to jointly adjust the treatment means.   In fact, such interpretations may be problematic given that our covariates are obviously related.  Regression analysis often demands that the independent variables be orthogonal to one another so that the unique contribution made by each to the dependent variable can be estimated.  In these cases the research objective is usually the reliable estimation of the parameters of the model.  High correlation among independent variables presents well-known problems for parameter estimation and makes it impossible to uniquely partition the response variance among them.  Because our primary concern centers on the main effects of FDI on changes in freedom and not on the relationship between the dependent variables and our covariates, we are considerably less interested in the individual parameter estimates of our covariates.  Although multicollinearity among our covariates may negatively impact the interpretation of the individual regression coefficients reported in Table 7, its effect on the adjustment process is far less drastic and may even be beneficial (Ramanathan, 1998; Hutcheson & Sofroniou, 1999).  Gujarati (1992) counsels that “if the objective of study is to estimate a group of coefficients fairly accurately, this can be done so long as collinearity is not perfect” (p.312). 

The joint impact of our covariates can best be seen in the differences between the unadjusted and adjusted treatment group means across our collection of tests.  The magnitude and direction of the changes directly impact the results of our F-tests and multiple comparison tests.  We observe that in all but three of the cases the adjustment process results in higher estimated mean changes in freedom within the upper investment groups (values increase by an average of 0.02).  We further observe that in the vast majority of those cases the adjustment process also results in lower estimated mean changes within the lower investment groups (values decrease by an average of 0.02).  Adjustments made to the middle investment groups result in a balance of higher and lower values (on average, values are unchanged).  The effects of these adjustments within any given freedom area depends on the values of the unadjusted means.  In cases where the unadjusted mean in the lower investment group is greater than that of the higher investment group, the adjustment process tends to bring the two values closer together, often resulting in a statistically insignificant F-test.  Although the values moving closer together decreases the variance among the group means, the adjustment process almost always results in estimated mean differences that go in the predicted direction.  The majority of cases in the official vs. black market exchange rates, regulation, and protection of intellectual property rights areas fit this description.  In cases where the unadjusted mean in the lower investment group is less than that of the higher investment group, the adjustment process tends to push the two values farther apart, though a statistically insignificant F-test is still the most common result.  In these cases, the adjustment process always results in estimated mean differences that go in the predicted direction.  The majority of cases in the taxes on international trade and regulatory trade barriers areas fit this description.  The two remaining areas— legal system and security of property rights and capital market—do not seem to follow a predictable pattern.  Ultimately, the adjustment process that we have described leads to the results discussed in the first two sections of this chapter.  We are satisfied that our adjustments have effectively removed the effects of the covariates on the dependent variable, making it possible to isolate the effects of FDI on changes in freedom.

CONCLUSIONS, POLICY OPPORTUNTIES AND FUTURE RESEARCH

In this research we have undertaken to determine whether there exists a direct relationship between the level of foreign direct investment and changes in economic freedom in host countries.  First, we reviewed a vast and diverse literature in order to distinguish international production from other types of international transactions and explore the range of contributions that direct investors make to economic development within host countries. We next investigated the ways in which FDI is thought to impact host countries.  Although we started with the traditional notion of private foreign investment as a stimulus for economic growth, we eventually broadened our perspective to include the full range of developmental impacts, including economic, social and political consequences.  We learned that FDI represents much more than the import of capital into the host country; it represents a transfer of capital, technology, professional skills and work cultures from multinational corporations to host countries.  We concluded from our investigation of the literature that FDI has heretofore been viewed as a means of economic development, with the ultimate outcome a function of the particular climate in which foreign direct investors operate.  The institutions that characterize a free society are seen as crucial in the calculus of economic development.  However, multinational corporations, with all their power and resources, are generally expected to maximize profits within the constraints imposed on them by host countries.  From this perspective, investors appear to be preferentially drawn to freer climates.  

Given the unique ability of some firms to transfer resources and business practices abroad by establishing production facilities in foreign countries, we wondered whether freedom might also be endogenous to the actions of those same companies.  After all, FDI does flow to countries where freedoms are suppressed.  Adopting the view that freedom may also be the ultimate end of development, we asked: is FDI a conduit for the institutions of freedom?  We then developed a theoretical model linking inward FDI to changes in economic freedom.  Our model suggests that economic freedom may be the direct or indirect product of MNC investment activity.  Of course, firms may also behave in ways inimical to freedom.  We adopt Kobrin’s (1977) view of FDI as an effective change agent due to the direct, interpersonal, and continuous nature of its inter-cultural contact between foreign and indigenous enterprises throughout society.  Indeed, firms may engage in diplomatic action in an effort to directly influence national and international policies.  A highly active firm-government relationship takes center stage in a political theory of FDI and thereby extends Dunning’s eclectic paradigm of FDI.  In this view, the MNC is a catalyst for economic, social, and cultural change within host countries, acting as a conduit by which not only resources but also institutions and entire formal organizations are transferred (Kobrin, 1977).  Institutional change, then, can be endogenous to FDI, resulting from the maximizing efforts of MNCs.  MNC investment activity will lead to changes in economic freedom when firms exert their influence within the host country environment in an effort to increase the value (or decrease the risk) of their investments.  

Results of Empirical Analysis

We performed numerous analyses of covariance to test whether or not countries that received different amounts of FDI relative to the size of their economy exhibit statistically discernable differences in average freedom change after removing the effects of our covariates.  As part of this process we estimated the amount of variability in the dependent variable that can be attributed to FDI.  We also estimated the average change in freedom after controlling for the effects of our covariates and compared the resulting values to determine whether they tended to increase or decrease with investment.  We then confirmed the robustness of our results by investigating the impacts of assumption violations and by repeating each of the analyses using a different model that increased the power of our tests.  Finally, we provided insight into how our covariates impacted the aforementioned analyses.  

On balance, our statistical analysis provides weak evidence of a relationship between FDI and changes in economic freedom.  We find that while we can reject the null hypothesis of no joint effects at the 1% level in most of our models, the main effects of FDI are statistically significant at the 5% level in only five of our models and appear to be isolated to the legal system and security of property rights, official vs. black market exchange rates, and regulation areas.  On average, FDI explains only 3.8% of the variability in changes in freedom.  On the other hand, we find that in most cases (estimated) mean freedom change in the upper investment groups is greater than it is in the lower investment groups.  Even though these differences are never statistically significant, the preponderance of the evidence offers some support for our theory.  Multiple comparison tests suggest that FDI may be related to changes in the official vs. black market exchange rates, taxes on international trade, regulatory trade barriers, and regulation areas in ways that may support our theory.  Curiously, we find that FDI is not related to changes in the protection of intellectual property, an area where our theory seems most applicable.  However, we believe that small sample sizes and missing value bias may be compromising our tests in this area.  Positive externalities may also be a factor in the smaller than expected effects.

In addition to determining whether average freedom change tends to increase or decrease with investment across our collection of tests, we also investigated whether FDI was a significant factor during periods of abnormal change.  We looked first at the first half of the 1990s when freedom advanced dramatically in five of the seven areas that we studied.  Our F-tests indicate that significant FDI effects were limited to the legal system and security of property rights and regulation areas, though mean freedom change does tend to increase with investment in each area when extreme groups are compared.  We also looked at the second half of the 1980s when a number of countries instituted more liberal exchange rate regimes and found that FDI was a statistically significant factor in the changes that took place in that area.  We then turned our attention to the below average total rates of change that followed the investment boom of the late 1990s.  Our F-tests indicate that significant FDI effects were limited to the regulation area during this period, though mean freedom change once again tends to increase with investment in each area when extreme groups are compared.  

We concluded our statistical analysis with a brief discussion concerning the impact of our covariates on the aforementioned analyses.  In each analysis we regressed the dependent variable on our covariates in order to estimate pooled slopes that were then used to adjust the means of the dependent variable associated with each treatment group.  We are satisfied that our adjustments have effectively removed the effects of the covariates on the dependent variable, making it possible to isolate the effects of FDI on changes in freedom.

Finally, it is worth considering the difference between statistical significance and substantive significance. Statistical significance is the likelihood of obtaining the observed result by chance.  In our case, it is a decision-making technique for determining whether the observed difference in mean freedom change among treatment groups is real or just a chance variation.  Substantive significance deals with the practical importance or meaningfulness of the result.  Put another way, just because we are confident that we can generalize a finding from a sample to the population does not mean that something meaningful has been found (Newton & Rudestam, 1999).  While some may argue that statistical significance is a necessary condition for substantive significance (see Gold, 1969 and Miller, 2004 for example), others disagree:

A difference can be permanent...without being "significant" in other senses, such as for science or policy.  And a difference can be significant for science and policy and yet be insignificant statistically, ignored by the less thoughtful researchers (McCloskey & Ziliak, 1996).


Though the majority of our F-tests for FDI main effects and subsequent multiple comparison tests are statistically insignificant, our findings may nonetheless be important.  Economic liberalization is a complex process that is dependent on a large number of factors.  It therefore seems reasonable to expect the effects of any single factor will be small relative to the vastness of the phenomenon we seek to explain.  It is extremely difficult for any statistical test to detect small effects, especially when sample size is not under the control of the researcher.  Failure to confidently distinguish observed differences in mean freedom change among treatment groups from chance variation does not mean that the differences we observe are not useful or meaningful for pubic policy.  Indeed, the fact that (estimated) mean freedom change in the higher investment groups is greater than it is in the lower investment groups in the supermajority of cases is noteworthy, since it offers some evidence that investors tend to push for more freedom and not less.  It is relevant that almost all of our variables moved in the direction we expected, even though the amount of change was not statistically significant.  Even the small amount of statistical variability in changes in economic freedom explained by FDI could be substantial relative to various other factors.  For policy purposes, even a noisy difference in mean freedom change in the face of foreign direct investment merits further consideration.

Opportunities to Improve Development Policy
Because our work is the first known attempt to investigate the relationship between FDI and changes in economic freedom, we are reluctant to make sweeping recommendations regarding development policy.  There is still much to learn about the relationship between FDI and changes in economic freedom.  We believe that the ends served by this research are more informative than prescriptive.  With that said, our investigation does suggest that development policy can be improved in at least two ways.  

First, there appears to be no a priori rationale to expect multinational corporations to treat the host country investment climate as fixed.  Firms should not be expected to maximize profit within the constraints imposed on them by the host country environment as long as they have the means to promote alternative policies and reason to believe that the net result of the change will be positive.  Their actions should be factored into a calculus of development that is expanded to include the full range of economic, social and political impacts.  Rather than emphasize the institutional pre-conditions that must be met in order to reap the full benefits of FDI, we should take note of the fact that FDI flows also into countries where freedoms are suppressed and further investigate what, if anything, firms are doing to change the climates in which they operate.  

Second, development policy should also be informed by a collection of descriptive analyses conducted at different points in time, under various climatic conditions, and with a specific focus on detailing the “triangular diplomacy” that takes place among market and non-market actors.  Dunning (1992) counsels that “the determinants of particular kinds of MNC activity will depend critically on the raison d’etre of that activity, the characteristics and strategies of the firms involved, and in which sectors and countries the activity is being undertaken” (p.179).  Our analysis should be viewed as an investigation into the systematic effects that result from MNC activity in host countries.  The results of our investigation suggest that Dunning’s position regarding the determinants of MNC activity can be extended to the developmental impacts of the same: the impact of FDI on changes in freedom will depend critically on a host of project- and country-specific factors.  While statistical analyses like ours are useful for uncovering systematic effects, the richness and complexity of development sometimes demands a local view.  Notwithstanding the need for descriptive analyses, international organizations should continue to improve the comparability of FDI statistics and also provide financial data on a gross as well as a net basis in order to better support future econometric analyses.  Further econometric and descriptive analysis in this area could also benefit foreign direct investors who may use the data to help rate a country’s investment climate and determine whether a potential host country is amenable to profit-maximizing change. 

Need for Future Research

In order to develop a clearer picture of how foreign direct investors contribute to host country development in the form of economic freedom, we recommend extending our theoretical model, expanding the scope of our statistical analyses, and incorporating descriptive analyses that detail the full range of investor activities.

One obvious extension of our theoretical model would be the incorporation of competing stakeholder activities on the firm’s ability to change the host country investment climate.  The concept of “triangular diplomacy” posits that firms, government officials, and community groups (to this list we would add international organizations) compete in an effort to exert influence over national and international policies.  The success or failure of any particular group largely depends on its relative bargaining powers.  Drake & McCubbins (1998) observe that “often the interaction, bargaining, tugging, and hauling between state power holders and other contenders determine the resulting degree of liberalization or even democratization” (p.4).  Commenting on the conditions under which sovereigns would grant political or economic liberty to their subjects they further observe that “liberalization or democratization will rarely occur unless the authorities calculate that the expect net benefits will exceed the costs for them and their preferences” (Drake & McCubbins, 1998, p.5).  We note that their theory regarding the motivation of the sovereign is similar to ours as it applies to multinational corporations.  A theory that takes into account the competing views and relative bargaining powers of multiple stakeholders may help explain why foreign direct investors successfully advance freedom in some countries and not in others.

The scope of our statistical analyses should be expanded in at least three areas.  First, we recommend that data concerning gross inward flows of FDI be included in models like ours to account for the influence associated with firms’ initial investment decisions.  International organizations currently report inward flows of FDI on a net basis, which likely understates the level of inward investment activity.  Our use of lagged stock data in this research may not fully capture for the near-term effects that initial investment decisions may have on changes in freedom.  Future researchers should also experiment with alternative methods to control for simultaneity bias, including the use of different lag structures that may well capture relationships missed in this study.  Second, econometric models should attempt to control for the form of the investment (equity capital, reinvested earnings, and intra-company loans) as well as the industrial sector into which it flows.  To the degree that investor motivations (resource seeking, market seeking, efficiency seeking, and strategic asset seeking) are reflected in these two variables, controlling for them may help improve the performance of our econometric models.  Third, more research is needed to understand how the characteristics of the funding sources themselves are related to changes in freedom within the host country.  For instance, do firms from free home countries transfer different types of institutions than firms from less free countries?  To what degree is corporate culture a factor?  Studies that differentiate between transfers from international financial institutions or other national governments and flows from foreign direct investors in terms of their propensity to promote freedom should also be attempted.  Finally, we reiterate the need for complimentary analyses that describe in rich detail how multinational corporations attempt to change the climates in which they operate.  

[image: image16.wmf]B

Std. Error

t

Sig.

Lower Third

28

0.229

0.227

Avg level of political rights & civil liberties

1980-1990

0.345

0.123

2.798

0.006

Middle Third

35

0.258

0.243

Intial freedom condition

1990

-0.593

0.105

-5.676

0.000

Upper Third

31

0.217

0.235

World Bank activity (dummy)

1980-1990

0.081

0.074

1.085

0.281

Total

94

0.236

0.236

Avg schooling yrs in total pop. aged 25 & over

1985

0.000

0.017

-0.029

0.977

Log of avg # of radios (per 1,000 people)

1980-1990

0.052

0.043

1.208

0.230

Lower Third

29

0.059

0.057

Avg level of political rights & civil liberties

1980-1985

0.033

0.071

0.468

0.641

Middle Third

31

0.061

0.068

Intial freedom condition

1985

-0.086

0.063

-1.381

0.171

Upper Third

31

0.026

0.021

World Bank activity (dummy)

1980-1985

-0.034

0.041

-0.826

0.411

Total

91

0.048

0.048

Avg schooling yrs in total pop. aged 25 & over

1980

0.011

0.009

1.205

0.232

Log of avg # of radios (per 1,000 people)

1980-1985

0.012

0.023

0.508

0.613

Lower Third

28

0.164

0.154

Avg level of political rights & civil liberties

1985-1990

0.264

0.107

2.478

0.015

Middle Third

36

0.238

0.230

Intial freedom condition

1990

-0.456

0.093

-4.887

0.000

Upper Third

30

0.181

0.200

World Bank activity (dummy)

1985-1990

0.130

0.065

2.012

0.047

Total

94

0.198

0.198

Avg schooling yrs in total pop. aged 25 & over

1985

0.022

0.016

1.379

0.171

Log of avg # of radios (per 1,000 people)

1985-1990

0.052

0.044

1.166

0.247

Lower Third

28

0.090

0.056

Avg level of political rights & civil liberties

1990-1995

0.133

0.109

1.215

0.228

Middle Third

36

0.006

0.020

Intial freedom condition

1995

-0.285

0.079

-3.588

0.001

Upper Third

32

0.029

0.043

World Bank activity (dummy)

1990-1995

-0.067

0.054

-1.240

0.218

Total

96

0.038

0.038

Avg schooling yrs in total pop. aged 25 & over

1990

-0.018

0.013

-1.349

0.181

Log of avg # of radios (per 1,000 people)

1990-1995

0.022

0.040

0.561

0.576

Lower Third

31

0.059

0.044

Avg level of political rights & civil liberties

1995-2000

0.045

0.072

0.627

0.532

Middle Third

33

0.061

0.058

Intial freedom condition

2000

-0.270

0.052

-5.213

0.000

Upper Third

31

0.059

0.078

World Bank activity (dummy)

1995-2000

-0.035

0.039

-0.901

0.370

Total

96

0.038

0.038

Avg schooling yrs in total pop. aged 25 & over

1990

0.012

0.009

1.437

0.154

Log of avg # of radios (per 1,000 people)

1995-2000

-0.049

0.029

-1.694

0.094

Chg in Capital Market 

Controls

2000-

2003

Chg in Capital Market 

Controls

1990-

1995

Chg in Capital Market 

Controls

1995-

2000

1985-

1990

Period

Chg in Capital Market 

Controls

1990-

2000

Chg in Capital Market 

Controls

Adjusted 

Mean

Dependent Variable

Period

Category

N

Unadjusted 

Mean

Independent Variable

Estimated Pooled Slopes

Appendix A: Country list
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0.016

World Bank activity (dummy)

1995-2000

-0.053

0.014

-3.781

0.000

Total

95

-0.002

-0.002

Avg schooling yrs in total pop. aged 25 & over

1990

-0.001

0.003

-0.327

0.745

Log of avg # of radios (per 1,000 people)

1995-2000

-0.013

0.010

-1.257

0.212

Chg in Regulation

2000-

2003

Chg in Regulation

1985-

1990

Chg in Regulation

1990-

1995

Chg in Regulation

1995-

2000

Chg in Regulation

1990-

2000

Adjusted 

Mean

Period

Independent Variable

Estimated Pooled Slopes

Dependent Variable

Period

Category

N

Unadjusted 

Mean

Appendix B: Average inward FDI stock per GDP (grouped by thirds)
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� Other authors employ slightly different taxonomies.  Buckley & Brooke (1992) distinguish among market-oriented, cost-oriented, and raw material-oriented FDI.  Zhang (2001a) distinguishes only among export-oriented (vertical) and market-oriented (horizontal) FDI.  We highlight Dunning’s (1992) taxonomy since it represents a wider range of investor motivations.


� “Spillovers are said to take place when the MNCs cannot reap all the productivity of efficiency benefits that follow in the host country’s local firms as a result of the entry of presence of MNC affiliates.  The simplest example of a spillover is perhaps the case where a local firm improves its productivity by copying some technology used by MNC affiliates operating in the local market” (Blomstrom & Kokko, 1996, p.7).


� Estrin, Bevan & Meyer (2001) classify institutions as either “formal rules (laws, regulations) and informal constraints (conventions, norms)” (p.5).


� The authors of the index and other researchers who have used their data are quick to treat each measure as if were placed on an interval or ratio scale.  Indeed, the calculation of average area scores is prima fascia evidence of such treatment.  Since interval scales are assumed for many statistical tests, including those employed in this study, it is important to fully consider the properties of the index.  After reviewing the explanatory notes provided by the authors, we see no reason to question their treatment in most cases.  However, the index does contain measures that appear to us to be ordinal in nature, including one that we consider in this study.  


�  Third-party data sources include the International Monetary Fund, World Bank, Organisation for Economic Cooperation and Development, United Nations Conference on Trade and Development, and Inter-American Development Bank, to name but a few.  Survey data are taken from the Global Competitiveness Report (World Economic Forum) and the International Country Risk Guide (PRS Group).


� The EFW index was made available on a yearly basis starting in 2000.  When we began our study the most recent year for which the index was available was 2003.  Knowing that global FDI inflows increased substantially during the latter part of the 1990s, we are compelled to include the shorter 2000-2003 period in hopes of capturing the effects of this historic spike in investment activity.  For ease of exposition we describe all periods as being either five or ten years in length.


� Tables of descriptive statistics and associated box-plots for our dependent variables are available upon request.


� The World Bank defines Gross Fixed Capital Formation as “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” (World Bank Development Indicators Online, 2005).  FDI flows are often compared to GFCF rather than GDP due to their conceptual similarity. 


� Net FDI inflows should equal changes in inward FDI stock during any given year, though this is rarely the case in practice.  Some of the reasons why net inflows recorded in Balance of Payment statistics do not equal changes in inward stocks are discussed in Stephan & Pfaffmann (2001).


� Tables of descriptive statistics and associated box-plots broken down by period for our key independent variable are available upon request.


� Alternative indicators are available, including daily newspapers (per 1,000 people), television sets (per 1,000 people), and fixed line and mobile phone subscribers (per 1,000 people).  It appears that after 1997 international organizations gravitated toward indicators that focus on these more modern conveniences.  Notwithstanding its lack of availability after 1997, our measure of radio use enjoys the broadest coverage across the periods of our study.  Many of these indicators are also strongly positively correlated with one another.


� Because “developed” and “less-developed” (or “developing”) are not uniformly defined, we prefer the World Bank’s use of “high income,” “middle income” and “low income” for which there are published thresholds.


� We adjusted both the World Bank’s historical GNI per capita figures and CY2004 income classification thresholds for inflation using the United States Bureau of Economic Analysis’ January 28, 2005 Implicit Price Deflators for Gross Domestic Product (2000=100).  Taking the average income level for each country over successive five-year periods, we then calculated the correlation matrix found in Table 6 from our pooled data set.


� Investment loans “provide financing for a wide range of activities aimed at creating the physical and social infrastructure necessary for poverty alleviation and sustainable development” and Development Policy loans “provide quick-disbursing assistance to countries with external financing needs, to support structural reforms in a sector or the economy as a whole. They support the policy and institutional changes needed to create an environment conducive to sustained and equitable growth” (World Bank, 2006).  World Bank product lines include: Investment and Adjustment Loans/Credits, Global Environment Facility (GEF) Full-Sized, GEF Medium-Sized, Montreal Protocol, Carbon Offsets, Debt Service Facility, Guarantees, Rainforest, and Special Financing.


� According to Garson (2005b), “the more this assumption is violated, the more conservative ANCOVA becomes (increased likelihood of Type II errors: thinking there is no relationship when in fact there is a relationship).”


	


� World Bank activity is controlled for using a dummy covariate that takes the value of 1 if at least one project is underway in the country during the specified time period.  Descriptive statistics for our five control variables are available upon request.


� Each of our analyses are performed using SPSS version 12.0.1.


� Each group is also assumed to have at least one observation.


� Alternatively, we could maintain our comparisonwise alpha at its original level and accept the risk of inflated experimentwise error.  In our example, this amounts to increasing our chances of a Type I error to approximately ((*c), or 15%.  The Least Significant Difference (LSD) multiple comparison method is a procedure that has a comparisonwise error rate equal to ( and is simply a convenient form of the t-test (Levine, 1991).  In fact, Milliken & Johnson (1992) recommend the following: “If the F-statistic is significant at the 5% level, make any planned comparisons you wish to make by using the LSD method.  This includes not only comparisons between pairs of means but comparisons based on any selected contrasts of the [factor level means].  If the F-statistic for equal means is not significant, the experimenter should still consider any individual comparisons that he or she had planned, but should do so using…Bonferroni’s method” (p.31).


� The two statistically significant results found in the Legal System and Security of Property Rights area may be considered evidence of the same relationship since their time periods overlap.


� Additional test results for this section and each subsequent section are available upon request.  


� We employ familiar notation in Table 6 to indicate a statistically significant difference among the estimated mean values: groups with the same letter should be considered to have mean values that are not significantly different.


� Estimates that do not include the educational attainment control variable are available upon request.
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