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Abstract  

 How does Foreign Direct Investment (FDI) affect political institutions within host 

countries? Theory suggests two contrasting effects. If FDI as an aggregate of Mergers & 

Acquisition (M&A) and greenfield investments leads to economic growth and socio-economic 

development in the host country, then this could provide opportunity for growth and maintenance 

of democratic institutions within the host country. This is the modernization effect. Alternatively, 

Multinational Corporations (MNC) when engaging in FDI could benefit from weak market 

regulations and could exacerbate the democratic institutions in host countries. This is the 

internalization effect. This paper uses time-series cross national data from 155 countries between 

the years 1970 and 2013 to explore the relationship between FDI, M&A, greenfield investments 

and democracy. Overall, the findings show that an increase in FDI leads to a decline in 

democratic institutions. However, when analyzing M&A and greenfield investments, the results 

are not homogenous; when controlling for corruption, greenfield investments remained 

significantly negative whereas M&A and FDI became insignificant. This demonstrates that even 

after controlling for corruption, greenfield investments still have a negative effect on democracy 

unlike M&A. This pattern provides robust evidence for the internalization theory; MNCs 

through greenfield investments negatively affect democratic institutions in host countries by 

influencing political actors in order to obtain favorable policies and regulations.   
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1 Introduction  

FDI is defined as a cross-border investment by a foreign entity in an enterprise within 

another domestic economy in which the foreign entity obtains at least 10% of the voting power 

of the enterprise
1
.There is considerable interest in understanding the relationship between 

Foreign Direct Investment (FDI) and political institutions because FDI inflows have been 

increasing since the 1980s. Over the past two decades FDI inflows have tripled; in the late 1980s, 

FDI inflows were US $55 billion and by 2002, FDI reached to US $651 billion
2
. The UNCTAD 

reports that Global FDI flows reached US$1.26 trillion in 2014
3
.  

FDI has been considered a favorable form of capital inflow because not only does it add 

to a country’s capital stock and ease the transferring of technological innovation and managerial 

expertise, it is also considered a more stable form of capital flow.  Unlike portfolio investments, 

FDI is a long-term investment and is generally not done for speculative purposes. As explained 

by Nathan Jensen (2003), MNCs engage in FDI in order to serve the domestic market of the host 

country, exploit the natural resources of the host country, and to expand its reach in the global 

markets. 

 FDI’s economic impacts have been broken down into two factors: capital accumulation 

and knowledge transfer. Through capital accumulation in the host country, FDI is expected to 

influence economic growth through the transfer of new technologies and processes which result 

in the improvement of the production process. Through knowledge transfers, FDI allows for the 

transfer of innovation through labor training, skill acquisition, and alternative management 

practices which enhance efficiency and profitability.  

                                                           
1
 OECD Benchmark Definition of Foreign Direct Investment 2008  

2
 Narulla and Portelli (2004) 

3
 See Global Investment Trends Monitor No 18, 1-8  
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FDI can be divided into two investment components: Mergers and Acquisitions (M&A) 

and greenfield investments. The economic relationship of FDI, M&A, and greenfield 

investments and economic growth has been extensively researched. Neto, Brandao, and 

Cerqueira (2008) found a positive impact of greenfield investments on economic growth in both 

developed and developing countries whereas M&A had a negative effect on economic growth in 

developing countries but an insignificant effect on developed countries. Similarly, Wang and 

Wong (2009) and Harms and Meon (2012) found positive effects of greenfield on growth and no 

effect of M&A on economic growth.  

While few scholars argue against the economic benefits of FDI, critics argue that there is 

a tradeoff between economic and political gains. The need to attract FDI pressures host 

governments to provide a platform for MNCs to easily engage in business interactions, which 

could potentially affect domestic economic policy as well as the capability for democratic 

governance
4
.  International marketing studies

5
 have increasingly been focusing on the 

interactions between MNCs and socio-political actors; evidently, all the research has pointed to 

the importance of the relationship between MNCs and socio-political actors on defining the 

competitive position of the MNC within the foreign market. This paper is a first attempt to 

address the question of FDI’s impact on democracy by empirically modeling determinants of 

FDI, M&A, and greenfield investment inflows. 

The reverse relationship of whether democracies attract greater inflows of FDI has been 

highly researched and debated. O’Donnell (1978 and 1988) and Li and Resnick (2003) found 

that autocracy is more attractive to FDI and that democracy negatively affects FDI inflow. While 

                                                           
4
 Jenson (2003) 

5
 See Ramaswamy and Renforth (1996), Steensma (1996), Hadjikhani and Ghauri (2001), Hadjikhani, Ghauri, and 

Lee (2008) 
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other scholars
6
 were able to find a significant positive relationship between FDI and democracy, 

Mathur and Singh (2013) found that the initial claim that democratic freedom was the main 

determinant in attracting FDI is inconsistent with their results. They suggested that foreign 

investors care about economic freedoms rather than political freedoms when making decisions 

about where to invest. Their results help explain the inconsistency in the previous results.   

The idea that private investments affect the public domain is an interesting phenomenon 

and has gained popularity in academic research. Michael Ross’ research in 2001 substantiated 

the notion that higher levels of oil production negatively impacted democratic institutions within 

countries. If the claim that FDI has an effect on political structures of a country is proven, this 

could give political entities reason for stronger government regulation and oversight of the 

financial sector.  

This paper adds onto previous literature by researching the relationship of FDI, M&A and 

greenfield investments on democracy within host countries. Rather than focusing on what 

initially attracts FDI to a country, the research will focus on the subsequent effects of FDI on the 

political institutions of the nation. FDI is broken down into its two components, M&A and 

greenfield investments, in order to analyze the different effects of each component in comparison 

to aggregate FDI. This analysis follows from economic research
7
 which found that analyzing 

aggregate FDI does not capture the inherent structural differences between greenfield investment 

and cross-border M&A.  

 I use time-series cross national data from 155 countries between the years 1970 and 2013 

to explore the relationship between FDI and the segregated FDI components, M&A and 

greenfield investments with democracy. In order to circumvent the inverse relationship of 

                                                           
6
 Olson (1993), Jensen (2003), Harms and Upsprung (2002), Busse (2003) 

7
 Neto, Brandao, and Cerqueira (2008), Wang and Wong (2009), Harms and Meon (2012) 
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democracy and FDI, the research design includes a one-year and five-year lag period on the 

independent variables. Statistical analysis will be broken down into two questions: first, does 

FDI lead to economic development? Second, does FDI lead to more democratic institutions?  

The analysis relies on two opposite theoretical mechanisms: the modernization theory and the 

internalization theory. In order to test for the modernization theory effects, we first analyze 

whether FDI, M&A, and greenfield investments affect economic development. If FDI, M&A, 

and greenfield investments have a positive effect on economic development and democracy, then 

the analysis is consistent with the modernization effects. If there is a negative effect between 

FDI, M&A, and greenfield investments, then the results are consistent with the internalization 

effects. The internalization theory does not require any relationship between FDI and economic 

development; whether FDI positively or negatively affects economic development is irrelevant.  

 The results are consistent with the theory of internalization. Although the first set of 

results which measure FDI and economic development indicate that aggregate FDI and M&A 

have a positive effect on certain variables measuring economic development, this does not 

translate into the creation and maintenance of better democratic institutions. Overall, the findings 

demonstrate a negative correlation between FDI and democracy within host countries. The 

difference in results between M&A and greenfield investments is consistent with the economic 

research
8
 which finds differences in the economic effects of these two forms of FDI. When 

controlling for corruption, greenfield investments remains significantly negative whereas M&A 

and FDI become insignificant. This demonstrates that the negative and significant relationship 

between greenfield investments and democracy still holds when controlling for corruption in the 

host country.  

                                                           
8
 Neto, Brandao, and Cerqueira (2008), Wang and Wong (2009), Harms and Meon (2012) 
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Because greenfield investments remains negative and significant even after controlling 

for corruption, it indicates that greenfield investment is the FDI component driving the negative 

relationship. Unlike M&A investment which results from the purchasing of existing assets, 

greenfield investments are through the building of new infrastructure and facilities within the 

host country; in order to receive approval to pursue the project, MNCs engaging in greenfield 

investments require greater communication with the local officials. Overall, MNCs need to 

maintain a competitive position in the host country’s market in order to secure profits. By 

negotiating and building greater relationships with socio-political actors, MNCs can influence 

the decision-making process of socio-political actors in order to obtain favorable regulatory 

policies. 

 The remainder of the paper is structured as follows: Section 2 provides contextual 

background to Multinational Corporations. Section 3 summarize past literature pertinent to this 

paper’s political research on FDI, M&A, and greenfield investment analysis. Section 4 outlines 

the theoretical frameworks at play in understanding how FDI affects democracy. Section 5 

describes the empirical strategy. Section 6 presents the data description. Section 7 analyzes the 

results on FDI, M&A, and greenfield investments on economic development and democracy. 

Section 8 concludes.  

2 Background  

Multinational Corporations (MNCs) as defined by the United Nations
9
 are enterprises 

which control assets in two or more countries. In attempt to quantify the term, the UN stated that 

firms which have either 10% control of voting stock or 25% of its sales in a foreign enterprise 

                                                           
9
 See UNCTAD Transnational corporations (TNC) 
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could be considered MNCs. Therefore through this relationship, all enterprises that engage in 

FDI can be considered MNCs. 

International non-governmental organizations have spoken against the actions of MNCs 

in host countries, claiming that they are aiding in the support of corrupted systems and 

governments
10

.  These NGOs turn to anecdotal evidence in support of MNCs’ colluded 

relationships with authoritarian foreign governments. Amnesty International, a non-

governmental agency, in 2002 stated its concerns for the abusive actions of MNCs in developing 

countries.  

“Many transnational corporations operate in countries with weak repressive 

administrations where the rule of law is weak, where the independence of the judiciary is 

questionable, and where arbitrary arrest, detention, torture and extra-judiciary executions 

occur. The governments may ban free trade and union activity and deny its citizens 

freedom of association. Factory workers in plants from which companies source their 

products may be subject to inhumane and degrading work conditions” (Amnesty 

International 2002).  

For instance, it has been claimed that United Fruit supported the government overthrow in 

Guatemala, and that ITT assisted in the overthrow of the elected Allende government in Chile
11

. 

Unocal in Myanmar, Shell in Nigeria, British Petroleum in Columbia are all believed to have 

supported the repressive regimes of these countries.  

 Theodore Moran (2006) highlighted that MNCs from Japan, the USA, and Europe are 

able to circumvent their home-country’s anti-corruption law through sophisticated payment 

mechanisms used in foreign countries. For example, in Indonesia from 1995-2003, MNCs 

                                                           
10

 See Busse (2003) 
11

 See Busse (2003) 
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devised sophisticated “current-payoff-and-deferred-gift structures” to relatives and friends of 

government officials in host countries. MNCs approach the friend or family member with a 

target investment project, loan that person the funds in order to take an equity stake, and pay a 

dividend over what was needed to service the original loan. The person gains an interest in 

keeping the project profitable in order to cover the loan payments.  

 In Indonesia, PT Himpurna Enersino Abado (PT HEA), a subsidiary of an association of 

retired Indonesia military officers who also happened to be friends with Indonesia’s President 

Suharto, purchased 10% of the equity of the CalEnergy’s Dieng geothermal project through a 

loan provided by CalEnergy. Interestingly enough, CalEnergy began to pay PT HEA a dividend 

even before the project had been built.  

 Collusive agreements are evident even from MNCs originating from democratic countries 

such as the United States. Rather than focusing on examples, this paper seeks to empirically 

explain the effects of MNC behavior through FDI on democratic institutions within host 

countries.    

3 Literature Review 

The effects of external factors on democracy have been a popular topic of political 

research. There has been a multitude of research analysis on external factors such as corruption, 

natural resource production, factionalization of society, etc. A paper that motivates this analysis 

is Michael Ross’ research (2001) on the impact of oil on democracy where he found that external 

factors such as natural resource production impede democracy.  However, no empirical research 

has been done on measuring the impact of FDI, M&A, and greenfield investments on democracy 

within host countries. This concept of dividing FDI into M&A and greenfield investments has 

only been restricted to econometric analysis.  
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There have been conflicting theories about what drives foreign investors to invest in a 

country. O’Donnell (1978 and 1988) argued that autocracy is more attractive to FDI than 

democracy because autocratic leaders face less restrains when they choose to protect foreign 

investors from financial regulations. Li and Resnick (2003) examined the effect of property 

rights and the level of democracy on FDI inflows and concluded that democracy has negative 

effects on FDI inflows because executive constraints hinder host governments from adopting 

financial incentives to attract foreign investment. However, other scholars such as Olson (1993), 

Jensen (2003), Harms and Upsprung (2002) all found opposite significant results; democracy 

attracts FDI. Busse (2003) found that the positive significant link between FDI and democracy 

did not hold for the 1970s and that MNCs were more likely to invest in countries with repressive 

regimes.  

While the initial idea in defense of the positive relationship was that democratic freedom 

was the main determinant in attracting FDI, Mathur and Singh (2013) suggested that MNCs care 

about economic freedoms rather than political freedoms when making decisions about where to 

invest. They use a panel of 29 countries which include developing economies and emerging 

markets, over the period 1980-2000. They found significant and positive effects for corruption 

(as measured by the Corruption Perceptions Index), maximum tax rate, and capital control 

variables.  When controlling for corruption levels, they found that countries with higher levels of 

democracy were likely to receive less FDI than a country with a lower level of democracy. Their 

research serves as evidence to undermine the inverse relationship argument that democracy leads 

to higher levels of FDI.  

 The literature used to buttress the theoretical mechanisms in this paper is subdivided into 

three categories: economic analyses on FDI and economic growth, political analyses on 
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economic development and democracy, and international marketing studies modeling MNC 

behavior in the socio-political field.  

3.1  FDI and Economic Growth  

 In recent literature, much attention has been devoted on analyzing the impact of FDI on 

economic growth of host countries. However, studies that focused on total inward FDI in host 

countries have varying empirical results on the growth effect of FDI. Although this paper is 

focused on the political implications of FDI, the modernization theory is reliant upon the 

relationship between economic growth and development leading to more democratic institutions.  

For example, Choe (2003) and Mullen and Williams (2005) concluded that FDI has a positive 

effect on economic growth whereas Alfaro (2008) found that FDI will have positive effects on 

economic growth only if certain economic conditions within the host country are met. Carkovic 

and Levin (2005) argued that FDI has no effect on economic growth and Mencinger (2003) 

found that total inward FDI is negatively correlated to economic growth.  

Recently, the new development has been to break down FDI analysis into two separate 

categories: Mergers and Acquisitions (M&A) and greenfield investments.  Neto, Brandao, and 

Cerqueira (2008) used a sample of 53 countries from 1996-2006 to analyze the relationship 

between FDI, M&A, and greenfield investments on economic growth. They found a positive 

impact of greenfield investments on economic growth in both developed and developing 

countries whereas M&A had a negative effect on economic growth in developing countries but 

insignificant on developed countries. Their research concluded that greenfield investments tend 

to be more beneficial to the host country’s development in comparison to M&A in the short 

term.  

Wang and Wong (2009) argued that because greenfield investments and M&A are so 

inherently different and have different impacts on economic growth, the research that compiled 
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the two types and measured total FDI inflow do not account for the compositional differences of 

the two. Using a sample of 84 countries from the period 1987-2001, Wang and Wong confirmed 

that M&A and greenfield investments do not have homogenous effects on economic growth. The 

results suggested that greenfield investments generally have positive impacts on economic 

growth whereas M&A can have positive growth effects only when host countries meet the 

sufficient level of human capital.  

 Harms and Meon (2012) expanded upon Wang and Wong’s research results and focused 

on FDI’s effect on economic growth in developing countries. Their sample consisted of 78 

developing and emerging countries over the period 1987-2005 with measurements of M&A and 

greenfield investment inflows of each host country. Unlike Wang and Wong’s short-run impact 

analysis of FDI on growth, Harms and Meon focused on the long-run growth of FDI. In 

conclusion, they found that greenfield investments have positive long-term impacts on economic 

growth; however, they were unable to reproduce Wang and Wong’s results of M&A being 

significant only when the host country had a minimum level of human capital. This finding is 

likely due to the fact that their sample consisted solely of developing and emerging countries 

who may not have high levels of human capital in comparison to Wang and Wong’s sample. All 

of this literature only focused on the economic implications of FDI and do not expand upon the 

political consequences of greenfield and M&A investments.  

 The economic literature on FDI and growth reassures that M&A and greenfield 

investments are do not have homogenous effects and that differences between each variable and 

democracy should be expected.  

 3.2  Economic Growth, Development and Democracy  

 The second category of literature focuses on economic development and democracy. The 

concept that economic development leads to democratic institutions has been a widely contested 
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and researched topic in political science. Seymour Lipset in 1959
12

 developed what is now 

considered the modernization theoretical model which argues that economic development leads 

to democracy. In his theoretical analysis, he detailed the primary conditions that consequently 

lead to the establishment of a democratic political regime. Economic development leads to social 

mobilization and political mobilization which eventually results in the development of 

democratic institutions. While economic development is the primary condition to democracy, he 

divides economic development into sub-conditions such as economic wealth, open class system, 

equalitarian value system, capitalist economy, literacy, and high participation in voluntary 

organizations. Other political scientists have attempted and continue to prove or disprove his 

theory through empirical research.  

In 1994, John Helliwell (1994) used a cross-sectional data analysis of 125 countries over 

the period from 1960 to 1985 in order to evaluate the two-way relationship between economic 

development and democracy. Economic development is measured by average income per capita. 

He found positive significance of the effect of economic development on democracy but found 

no significance in the reverse analysis.  This demonstrated that the positive effect of economic 

development on democracy does not appear to be the result of reverse causation.  

Feng (1997) contributes to the study of the political economy of growth by studying the 

relationships between growth and political stability and between growth and democracy. This 

analysis utilized aggregate data of 96 countries from the period 1960 to 1980. The results 

indicated that the effect of growth on democracy is positive but statistically insignificant. Feng 

concluded that in the long run, growth tends to be conducive to democracy but that short-run 

effects of growth on democracy can be negative. Although autocratic regimes may temporarily 

maintain power and rule through good economic performance, economic growth over the long 

                                                           
12

 Lipset (1959) 
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term leans in favor of democracy. Feng’s research points out that the difficulty in finding 

significance in the relationship between economic growth and democracy is due to the 

amalgamation of short-term and long-term effects and the difficulty in creating a research design 

able to focus on the effects separately.  

By incorporating Lipset’s model, this research will be able to target specific factors 

leading to economic development. Through these individual factors, the research will be able to 

single out how each component of FDI and aggregate FDI affect the different factors of 

economic development.  

3.3 MNC Behavior 

 The third category of literature is composed of international marketing studies modeling 

MNC behavior in the socio-political field. Hadjikhani, Ghauri, and Lee (2008) pointed out that 

there is a lack of research in the socio-political relationships of MNCs and officials. More 

recently, researchers
13

 have been drawn to analyze this relationship because of the increasing 

competition of the international markets as well as the increasing interest to establish socio-

political alliances to counteract this competition.  

 From the research that has been conducted, the results all lead toward a greater 

understanding of the importance of relationships between MNCs and socio-political actors. 

Keillor and Hult (2004) acknowledged that firms can improve their competitive position through 

the incorporation of managerial strategies in regards to their relationships with the socio-political 

actors. 

                                                           
13

Crane and Desmond (200), Henisz (2003), Keillor and Hult (2004) 
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 Previous research has touched upon the effects of centralized government on behavioral 

regulation of financial firms
14

. Ramaswamy and Renforth (1996) analyzed the impact of 

government regulations on competition. Steensma (1996) emphasized how MNCs can benefit 

from strong relationships with government during the process of internalization
15

.  

 Hadjikhani and Ghauri (2001) demonstrated how Swedish firms obtain the competitive 

edge by making large commitments in order to influence socio-political actors in the EU before 

the political regulatory decisions are made. Following from this, Hadjikhani, Ghauri, and Lee 

(2008) presented a case study regarding Daewoo Motor Company (DMC), comprised of 22 small 

and medium-sized firms in Poland. Their findings indicate that that socio-political and business 

behavior of MNCs in the international market is interrelated. The study focused on the influences 

of decision before they are made and not after. Their theoretical explanation of the interactions 

between MNCs and socio-political actors expands upon the theory of internalization which 

serves as one of the two primary mechanisms in this paper.  

4 Theoretical Mechanisms 

 The two primary theories relied on in this analysis account for opposing effects. The 

modernization theory
16

 points to a positive relationship between economic development and 

democracy. If FDI positively affects economic development, this would imply a positive 

relationship between FDI and democracy. In contrast, the internalization theory
17

 implies a 

negative relationship between FDI and democracy; higher levels of FDI lead to a lower level of 

democracy within the host country.   

4.1 Modernization Theory 

                                                           
14

 Streeck (1992) and Fligstein (1990) 
15

 For a review of the literature see Hadjikhani, Ghauri, and Lee (2008)   
16

 Lipset  (1959) 
17

 Buckley and Casson (1976) 



15 
 

To test the modernization theory, I use data measuring different components of economic 

development to empirically test the relationship between FDI and economic development. While 

the modernization theory has been largely contested by multiple scholars, the new research that 

measures M&A and greenfield investments confirms that greenfield investments have a positive 

effect on economic growth whereas M&A resulted in negative economic growth or no 

correlation
18

. This positive relationship is necessary in order to determine whether the 

modernization theory is in effect.  

The modernization theory on a simplistic level argues that economic development leads 

to the establishment and maintenance of democratic institutions. Seymour Lipset’s research was 

able to empirically confirm the correlation between democracy and development. For any regime 

to survive and thrive, the regime must be able to prove its legitimacy to its citizens; Lipset argues 

that economic development and continuous efficiency is a typical mechanism used by regimes in 

order to legitimize its perception to citizens. Seymour Lipset in his work Political Man, stated 

that "All the various aspects of economic development — industrialization, urbanization, wealth 

and education — are so closely interrelated as to form one major factor which has the political 

correlate of democracy
19

." The advancement of social conditions enables socio-economic 

development which in turn leads to democratic transition and stability. The growth of the middle 

class as well as an open class system enables economic equality that allows for an effective 

democracy.  

                                                           
18

 Neto, Brandao, and Cerqueira (2008); Wang and Wong (2009);  Harms and Meon (2012) 
19

See page 41 of Lipset (1960) 
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Figure (1): Lipset’s Modernization Theory explained by Wucherpfennig and Deutsch (2009)  

In sum, economic development serves as a mediating variable; some combination of 

urbanization, industrialization, wealth, and education provides favorable conditions to 

democratization. The transfer of capital as well as the investments in infrastructure pertinent to 

FDI assist host countries in the process of industrialization, urbanization, and increase in wealth. 

In terms of education, FDI also enables the transfer of technological innovation from the 

investing company into the host country. 

If the modernization theory is in effect, I initially require FDI to be positively correlated 

with the variables measuring economic development.  When segregating FDI into M&A and 

Greenfield investments, I expect a greater positive effect for greenfield than M&A because 

greenfield investments allow for greater opportunities of knowledge transfer and labor 

mobilization which would result in greater economic development.   

In terms of the political effects of FDI, I expect that as FDI increases, democracy within 

countries will also increase. Economic development results from growth in labor and capital as 

well as total factor productivity. FDI has been shown to increase capital stock, human capital 

accumulation, productivity, and more importantly FDI increases technological advancements 

within host countries. Therefore, if FDI leads to economic development and development 
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promotes democracy, high FDI inflows could also increase the level of democracy within host 

countries. However, when I segregate FDI into M&A and greenfield investments, I would expect 

both variables to behave differently. I would expect a significant positive effect on greenfield 

investment and no effect on M&A because of the inherent structural differences of the two types 

of investments.  

As mentioned by UNCTAD, greenfield investments present more opportunities for 

development because it leads to the setting up of new facilities which also increases the amount 

of job opportunities within the country.  However, M&A may present various setbacks for host 

countries because of the potential employee layoffs associated with the transfer of ownership. 

Therefore I do not expect to find a significant positive relationship between M&A and 

democracy. 

4.2 Internalization Theory 

 In contrast, the Internalization theory
20

 would explain the opposite results; it would 

explain why FDI would reduce democracies within host countries. Unlike the modernization 

theory effects, the Internalization theory focuses specifically on the behaviors of MNCs in 

foreign markets. Buckley and Casson (1976), the founders of the Internalization theory, stated 

that market imperfections may create a favorable environment for foreign entities (MNCs) to 

enter the domestic market and successfully compete against local firms. If this favorable market 

is available for the MNC, it will choose to internalize the external market in order to increase 

profits and avoid costs. Essentially, when a MNC chooses to internalize a market, it is becoming 

a competing player in the domestic market of the host country.  

                                                           
20

 Buckley and Casson (1976) 
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 Buckley and Casson (1976) explained the four key group of factors in MNC’s decision to 

internalize the external market.  

1. Favorable industry specific factors relating to the product and external market structure 

2. Favorable region specific factors relating to the geographical characteristics of the 

external market  

3. Favorable nation specific factors relating to political and economic regulations and 

policies  

4. Favorable firm specific factors which indicate the firm’s ability to organize an internal 

market.  

 

As stated by Buckley and Casson (1976), favorable nation specific factors relating to political 

and economic regulations and policies (3) are key in MNCs’ decisions to internalize and to 

continue to become active players in that country’s domestic market. Government policies will 

have an effect on the ability of MNCs to reduce transactional cost and control market 

imperfections. Therefore communication between national governments and MNCs is essential 

for the growth of these foreign firms.  

Henisz (2003) extended Buckley and Casson’s (1976) thesis on the theory of 

internalization and expanded upon MNC’s management of the socio-political environment. He 

emphasized the importance of MNCs to “innovate but also on the ability to protect against the 

grabbing hand of government and even the ability to secure favorable exemptions
21

.” Henisz 

detailed how MNCs are able to manage the idiosyncrasies of political institutions through the use 

of knowledge and lobbying actions. In response to Henisz (2003), Hadjikani, Ghauri, and Lee 

(2008) stated that, “while socio-political actors, like government, stress the repeated procurement 

setting and homogenous effects of decisions, MNCs aim to gain heterogeneity in these gains and 

impacts
22

.” Essentially, MNCs want a mismatch in the decision-making of socio-political actors 
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 See page 174 Henisz (2003) 
22

 See page 5 of Hadjikani, Ghauri, and Lee (2008) 



19 
 

so that the MNC can receive a favorable decision exclusive to only them, giving them a greater 

advantage in the host country’s domestic market.  

There exists a dependency between MNCs and the socio-political actors with respect to 

FDI inflows. Government policies affect whether MNCs internalize and continue to maintain 

investments within the host country. While MNCs hope to gain favorable market regulations, 

socio-political actors use their relationship with MNCS to obtain investments in order to gain 

praise by the media and public.
23

 FDI is known to increase jobs, capital, and technological 

advancements which are considered beneficial by the media and public. However, what is 

unknown to the public are the political costs of these economic benefits. In order to maintain 

power, socio-political actors, whether in autocratic or democratic regimes, need to be favored by 

the public. Through the assurance of FDI investments, socio-political actors are able to provide 

economic benefits which can positively affect the attitudes of the public. As Hadjikhani, Ghauri, 

and Lee (2008) notes, “the aim is to exercise influence, without which they would become 

robots, dependent on socio-political actors
24

.”  

In summary, MNCs need a competitive position within the host market and Buckley and 

Casson (1976) note that political and economic regulations are one of the four factors 

determining whether a MNC chooses to internalize. The relationship between MNCs and socio-

political actors has an effect on what types of policies are implemented which ultimately 

positively or negatively affects the competitiveness of the firm. Socio-political actors, on the 

other hand, may gain support and approval by the public through the increase and maintenance 

of steady FDI inflows. By gaining a greater influence on socio-political actors, MNCs are able to 

transform the relationship from one of dependency on socio-political actors to one of 
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interdependency; MNCs will need to maintain influence on socio-political actors to gain and 

maintain favorable regulations whereas socio-political actors desire to maintain public support 

through the steady flow of FDI.  

Economic development in the host country’s economy is irrelevant to the internalization 

theory. Whereas the modernization theory focuses on the growth of the host country, the 

internalization theory explains the decision-making process of MNCs. MNCs are motivated 

through their profits. While economic growth could potentially expand the market and lead to 

greater profit for MNCs, economic growth is not necessary.  

Therefore, if the internalization theory is in effect, I expect two different results. First, I 

expect a negative relationship between FDI and democracy; this would indicate that as the level 

of FDI increases, democracy decreases. Second, when segregating FDI to M&A and greenfield 

investments, I expect a significantly greater negative effect for greenfield investments than M&A 

because of the inherent structural difference of greenfield investments and M&A. With 

greenfield investments, there is a greater need for communication and cooperation between local 

government and the MNC. Greenfield investments consist of building new facilities in the host 

country, which often require communication with local officials in order to obtain permits.  

 When controlling for the existing corruption in the host country, I continue to expect 

significant and negative results for greenfield investments. The corruption variable measures 

perceived corruption. While corruption levels may have an effect on the levels of FDI as well as 

the level of democracy within the country, I suspect that the negative relationship between 

greenfield investments and democracy will continue to hold; the stronger need for interactions 

between socio-political actors and MNCs will affect the transparency of the negotiations not the 

perception of corruption. Collusive agreements could potentially reduce the level of transparency 
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because the deals between MNCs and socio-political actors could be performed behind closed 

doors. The interdependency between socio-political actors and MNCs can result in special 

dealings only available to certain players of the market, resulting in the competitive edge MNCs 

look for in order to internalize the market.  

 These interactions and negotiations ultimately affect the democratic institutions within 

host countries because it can not only affect the transparency in the decision-making process of 

socio-political actors, but it can also undermine the rule of law, allowing certain MNCs to obtain 

favorable regulatory policies over other MNCs.  

5 Empirical Strategy 

The research design follows closely from the empirical specifications of Michael Ross 

(2001) and Wang and Wong (2009). Michael Ross provides an empirical example of how to 

create a regression analysis to capture the effect of external factors on democracy. Wang and 

Wong provide reasoning as to why the regression analysis should divide aggregate FDI inflow 

into M&A and greenfield investments.  

5.1 FDI and Economic Development 

I will first estimate the impact of total inward FDI in host country c on its economic 

development at time t as shown by equation (1). This baseline regression serves as a starting 

point to be able to compare the research results of this study to the existing studies:  

(1) Economic development*c,t  = β0 + β1(FDI c,t)+ β2 log(Population c,t) + β3 (GDPgrowthc,t) + 

β4(GDPc,t) + β5 (Inflationc,t) + β6 (Opennessc,t) + β6 δ t  + β7 δ c + εc,t             

where FDI represents foreign direct investment inflow, log(Population) measures the growth in 

population , (GDPgrowth) measures the growth of GDP, GDP is GDP per capita,, and Openness 

measures the level of imports and exports over total GDP. Using Seymor Lipset’s modernization 
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theory, this research will use variables that measure urbanization, industrialization, wealth, and 

education as indicators of economic development. The coefficient β represents the direct impact 

of FDI on economic development. Variables δ t and δ c denote country and year fixed effects 

which are present in all the regressions.  

 The basis of my decision to divide the regression analyses is due to the economic 

research finding that measuring aggregate FDI inflows does not account for the differences 

between the two different types of FDI, greenfield investment and M&A. Since M&A and 

greenfield investments are inherently different and have different effects on economic growth, I 

expect them to have different development impacts. To examine this, I will replace FDI in 

regression (1) by its two components: greenfield investments (greenfield) and M&A (ma) in the 

regression model.  

(2) Economic development*c,t  = β0 + β′1(greenfield c,t) + β′2(ma c,t) + β′3 log(Population c,t) + β′4 

(GDPgrowthc,t) + β′5 (GDPc,t) + β′6 (Inflation c,t) + β′7 (Opennessc,t) + β′8 δ t  + β′9 δ c + εc,t             

5.2 FDI and Democracy 

Once the effects of FDI, M&A, and greenfield investments on economic development are 

analyzed, the next portion of the research will focus on the effect of FDI on democracy. In the 

next set of equations, the dependent variable will consist of the indicator that measures 

democracy (Polity). 

(3) Polityc,t  = β0 + β1(FDI c,t)+ β2 log(Population c,t) + β3 (GDPgrowthc,t) + β4 (GDPc,t) + β5 

(Inflation c,t) + β6 (Opennessc,t) + β7 δ t  + β8 δ c + εc,t             

(4) Polityc,t  = β0 + β′1(greenfield c,t) + β′2(ma c,t) + β′3 log(Population c,t) + β′4 (GDPgrowthc,t) + β′5 

(GDPc,t) + β′6 (Inflation c,t) + β′7 (Opennessc,t) + β′8 δ t  + β′9 δ c + εc,t             
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Similar to the regression equations (1) and (2), equation (3) will measure the effect of aggregate 

FDI on democracy whereas equation (4) will divide FDI into its two components, M&A and 

greenfield investments, and measure the effect on democracy by each.  

5.3 Reverse Causality 

One of the challenges to my research design has been how to tackle the inverse 

relationship argument that higher levels of democracy and economic development lead to higher 

levels of FDI inflow. Michael Ross in his research described how effects on democratic 

institutions would not be visible within the year of change of oil production. But rather, there is a 

lagged period between oil production levels and the impact on democracy and economic 

development. He used a one and five year lag period between oil production in year t-1 and t-5 

and democracy levels in year t. I will use a similar research design using a one-year and five-year 

lag on the independent variables in order to account for a potential lag effect. This also helps to 

circumvent the potential argument that FDI inflow responds to the level of democracy within a 

host country.  

5.4 Controls 

 Initially, I will run regressions (2) and (3) without any controls except for country and 

year fixed effects. I will then incorporate the controls of GDP per capita, growth of GDP, 

inflation, and openness.  It is essential to understand the relationship of the independent and 

dependent variables without controls because these controls may be a pathway through which the 

independent variables of interest (FDI, M&A, and greenfield investments) affect the dependent 

variable (democracy). By including the regressions with and without controls, the results can 

indicate whether the significance still holds with the control variables in order to prevent over-

controlling.  
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 The corruption control will be incorporated separately as the final control to regressions 

(2) and (3) in order to control for the effects of perceived corruption on FDI inflows and the level 

of democracy within countries.  

6 Data Description  

 The empirical analysis utilizes panel data of 155 countries over the period of 1970-2013. 

The research design is split in two parts: the first part analyzes the effects of FDI on economic 

development. The second part proceeds to measure the effects of FDI on democracy. As is 

standard in the literature, the dependent variable is the Polity IV index.  

6.1 Independent Variables  

The OECD defines FDI as a cross-border investment by an entity in one domestic 

economy in an enterprise within another domestic economy obtaining at least 10% of the voting 

power of the enterprise. With the investment comes the implication of a long term relationship 

between the investor and enterprise. The dataset that I will be using is the United Nations 

Conference on Trade and Development’s (UNCTAD) data set on FDI inflows (FDI) in US$ 

billions that ranges from the years 1970 to 2013. This dataset only has the net inflow total for 

each country and does not divide FDI between greenfield and M&A investment. The difficulty 

with the data results from the fact that the World Bank calculates net FDI inflows which 

accounts for debits between direct investors and their foreign affiliates from capital transactions 

credits; this leads to negative observations when one of the three components of FDI (equity 

capital, reinvested earnings or intra-company loans) is negative. The UNCTAD describes these 

observations as instances of reverse investment or disinvestment. FDI is composed of two 

inherently different components: Mergers and Acquisitions (M&A) and greenfield investments. 
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M&A is defined by the OECD as the purchase or sale of existing shares by the direct 

enterprise with the ownership of 10% or more of the voting power of the enterprise. Unlike 

M&A, where one entity buys existing assets, greenfield investments involves the building new 

productive units in the host country, essentially creating new assets. While greenfield 

investments implies and capital accumulation, M&A is essentially a transfer of ownership.  As 

Wang and Wong (2009) mention, M&A and greenfield investments are fundamentally different 

and there is no reason to assume their effects on capital stock, economic growth, and 

productivity are the same.  

I will be using the dataset from the UNCTAD for net M&A inflow (ma) in US$ billions 

into each host country. This data only ranges from 1990-2013, which presents a 20-year 

discrepancy with the World Bank FDI inflows data. Another difficulty is the lack of measured 

greenfield investment data. However, the United Nations states that subtracting M&A total from 

FDI total would estimate greenfield investment (greenfield). This mechanism is used by Wang 

and Wong (2009) as well as Harms and Meon (2012). Ideally, the remainder would indicate the 

amount of greenfield investment. So while the greenfield investment data may only be an 

estimate, it is the only available method to obtain greenfield investment data.   

6.2 Dependent Variables 

For the first portion of the regression analysis, I use measurements of economic 

development as described by Seymour Lipset in order to measure the effects of FDI, M&A, and 

greenfield investment on economic development. The four primary areas of interest are 

urbanization, wealth, education, and industrialization; as indicated by Lipsett’s modernization 

theory, some combination of these four concepts lead to economic development.  
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I use the World Bank’s data on urban population (urbanpop) as percent of total 

population for each host country as a measurement of urbanization. The data ranges from 1970-

2013.  

I use the World Bank’s data on secondary school enrollment expressed as percentage of 

the population of official secondary education age (sec_edu). This indicator will measure effects 

of FDI on education in host countries. The reasoning behind choosing sec_edu as a measurement 

of education growth is because enrollment in secondary education is a faster moving variable 

than literacy. Also, primary education is compulsory in many countries and would show little 

growth whereas secondary education is a great measure of growth in the education sector and in 

the willingness of students and families to pursue higher education. The data ranges from 1970-

2012.  

In order to measure industrialization, I use the World Bank’s data on gross national 

income per capita (gni). This variable serves as a measure of overall income availability per 

capita. The data for gni ranges from 1970-2013.  

Finally, industrialization will be measured by the World Bank’s data on manufacturing 

and production. Employment in industry as percent of total work force (employ_industry) 

indicates the percentage of the workforce that works in the production of goods and services 

such as mining and quarrying, manufacturing, construction, and public utilities. This data ranges 

from 1980-2012. Manufact measures the value added by manufacturing as percent of total GDP; 

it is the net output of the manufacturing sector after subtracting all intermediate inputs. This data 

ranges from 1970-2013.  

In order to measure democracy, the research relies on the PolityIV index that measures 

the level of democracy within countries from the years 1800-2013; this paper however, will 
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restrict analysis from 1970-2013. Polity IV measures the openness and competitiveness of the 

political process, the presence of institutions that ease political participation, as well as the 

internal constraints on executive decision-making. The index ranges from -10 to 10, with a lower 

rating implying a more autocratic institution and a higher rating indicating a more democratic 

institution.  The PolityIV index is widely used to measure democracy
25

.  

For this particular research, the PolityIV data is able to capture the effects of the 

relationship between socio-political actors and MNCs. The measurement of the openness of the 

political process and the measurement of the internal constraints on the executive decision-

making both essentially measure the degree of transparency within the political process. This 

would account for how easily available is the information used by socio-political actors in 

making decisions to the public. This is especially important in this research because it would 

measure whether financial regulations and agreements between MNCs and socio-political actors 

are done secretly or whether the information is readily available to the public. It also would 

measure how easily socio-political actors are able to engage in decision-making or whether 

constraints are in place to allow for greater deliberation.   

 6.3 Control Variables   

I will be using the World Bank’s datasets on population, GDP growth, and GDP per 

capita in order to control for country size and wealth. Research indicates that higher growth rates 

and higher per capita income attract FDI inflows
26

. Country size also could have an impact on 

FDI inflows because of the larger market size and labor force. Nathan Jensen (2003) stated that 

countries with expanding domestic markets may attract higher levels of FDI. The data ranges 

from 1970-2013.  
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Trade openness is calculated as exports plus imports to GDP ratio. The data on sum of 

exports and imports is from the UNCTAD and ranges from 1980-2014. Research has shown that 

more open economies attract greater amounts of FDI. Following Jensen (2003), it is expected 

that greater trade size will result in higher levels of FDI inflow. It may be expected that a better 

international trade environment correlate with a better international investment environment.   

Economic instability, usually represented by the inflation rate, may inhibit inward FDI, 

because investors prefer to invest in economies with a lesser degree of uncertainty and in more 

stable economies. Inflation is measured as the percentage change in the index of consumer prices 

by the World Bank. The data ranges from 1980-2013.  

Similar to the argument that economic instability may inhibit inward FDI, I control for 

economic development as measured by the International Monetary Fund. The IMF categorizes 

countries based on economic development. Zero indicates a developing country and one 

indicates a developed country. Countless research has been conducted regarding whether 

developed or developing countries receive more FDI
27

.  

I incorporate a control on whether a country produces natural resources. Michael Ross 

(2001) as well as Barro (1999) found that there is a negative correlation between natural resource 

production and democracy. Nathan Jensen (2003) explained that natural resources are exogenous 

economic factors that could potentially increase FDI inflows in a producing country, independent 

of economic and political insitutions. In order to measure whether natural resource production is 

present in a country, I use  Michael Ross’ global dataset on oil and natural gas production, prices, 

exports, and net exports from 1932- 2011. I manually created a dummy variable indicating 

whether production within a country is present; zero indicates no production of either natural gas 
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or oil whereas one would indicate production levels greater than zero for either natural gas or oil. 

For the purpose of this paper, I only used data from 1970-2011.  

I use the OECD’s data on country membership in order to create a dummy variable. 

Michael Ross (2001) indicated that OECD member countries are significantly more likely to be 

democratic in the post-WWII era than states of the developing world, even controlling for 

various economic variables such as income. Zero signifies a non-member state and one signifies 

a member state.   

I will also be incorporating a regional dummy variable in order to control for regional 

differences. I will be using the World Bank’s regional division structure in order to create the 

dummy variable.  

I use the Corruption Perception Index (CPI) in order to control for corruption. The data is 

limited, ranging from 1995-2014. The corruption control is the final control incorporated into the 

regression analysis. It serves to isolate the regression results from the effects of corruption in the 

host country. The Corruption Perception Index in the year 2012 changed from a 0-10 scale to a 

0-100. I divided the observations from the years 2012-2014 by 10 in order to recalculate them to 

the 0-10 scale. The interesting aspect of CPI is that it measures the “perception” levels not the 

absolute levels of corruption. As explained by Transparency International, the index essentially 

measures the effectiveness of prosecutors, the courts or the media in investigating and exposing 

corruption.  

As shown by the summary statistics below, the period of analysis ranges from 1970-

2013. However, there are gaps within this period for some of the variables. In particular, the 

difficulty lies with the limited data on cross-border M&A; the data available only ranges from 

1990-2013 reducing the period of analysis by twenty years. This lack of data also presents 
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problems for greenfield investment data because it heavily relies on the relationship between FDI 

and M&A in order to estimate a value. An added difficulty to the data is that both FDI and ma 

are measurements of net inflow; some of the observations are negative because it accounts for 

negative observations of equity capital, reinvested earnings or intra-company loans.  

The mean FDI from the period 1970-2013 is $4.2 billion as shown by Figure (1). 

However, this number does not capture the huge change in FDI inflows; in 1990, China for 

example received $3.5 billion in FDI, which is not even a fraction of what it receives today. In 

2013, The World Bank measured China’s FDI inflow at $347.9 billion.  Whether the results have 

significant results, it is import to note that FDI brings in foreign capital as well as foreign powers 

into the host country which can have great, lasting effects on the social cohesion of the country’s 

culture.  
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Figure (1) Summary Statistics  

Variable  Observations Mean 

Standard 

Deviation Minimum Maximum 

Polity2 6065 1.208574 7.425967 -10 10 

FDI (US$ billions) 5490 4.208889 19.87532 -30.82871 347.8487 

FDI (1-yr lag) (US$ billions) 5422 4.259815 9.99432 -30.82871 347.8488 

FDI (5-yr lag) (US$ billions) 5118 4.500971 19.87532 -30.82871 347.8487 

M&A (US$ billions) 2049 3.999876 16.77847 -100.578 252.049 

M&A (1-yr lag) (US$ billions) 2006 4.03696 16.93239 -100.578 252.049 

M&A (5-yr lag) (US$ billions) 1775 4.428201 17.92704 -100.578 252.049 

Greenfield Investments (US$ billions) 2016 6.6688 21.50323 -40.32891 347.8488 

Greenfield Investments (1-yr lag) (US$ billions) 1975 6.762203 21.70801 -40.32891 320.9828 

Greenfield Investments (5-yr lag) (US$ billions) 1752 7.349841 22.91768 -40.32891 320.9828 

Sum of Exports and Imports (US$ billions) 4402 125.2744 366.258 0.0477185 5026.012 

Inflation 4914 26.55292 252.1854 -18.10863 11749.64 

Development 6556 0.2080537 0.4059464 0 1 

Natural Resource Production 5986 0.564985 0.4958004 0 1 

OECD Member 6776 0.2142857 0.4103562 0 1 

School Enrollment Secondary Education (% 

Gross) 4582 60.94166 34.54569 0 160.6186 

Urban Population (% of total) 6756 50.09292 23.897 2.845 100 

Manufacturing (% Value added to GDP) 4509 15.04734 7.558266 0.1598721 45.97156 

Employment in Industry (% Total employment) 2367 24.88334 7.805982 2.1 59.6 

Net National Income per capita (US$) 5450 5033.269 9144.12 -262.9053 78812.51 

Gross National Income per capita (US$) 5412 6372.694 11483.59 60 102610 

Population  6753 3.40E+07 1.21E+08 109342 1.36E+09 

Log Population 6753 15.90454 1.566535 11.60225 21.02882 

GDP per capita 5815 6545.139 12027.18 57.63534 112028.6 

Growth of GDP (%) 5713 3.826681 6.858587 -64.04711 149.973 

Trade Openness (Sum of Exports and 

Imports/GDP) 4307 0.7914852 0.4902998 0.0884637 4.403643 

Corruption 2172 4.28407 2.232661 0.4 10 

 

7  Results and Analysis  

The results will be subdivide into two sections: first, the results will present the 

relationship between FDI, M&A, and greenfield investment on economic development. Second, 

the results will explain the relationship of FDI with democracy.  

7.1 FDI and Economic Development 
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 The analysis of the effects of FDI, M&A, and greenfield investments on economic 

development serves as a prerequisite in the modernization theory model. As previously stated, 

the modernization model states that economic development is a mediating variable to 

democracy.  

All regressions include country and year fixed effects. The only variable that is 

significantly affected is GNI (See Table 1 column 2). The results demonstrate that the 

relationship between FDI and GNI is positive and statistically significant at the 5% level. 

However, when segregating FDI into M&A and greenfield investments, M&A appears to be the 

component driving the positive relationship between FDI and GNI (See Table 2 column 2); 

M&A becomes positive statistically significant at the 1% level whereas the result for greenfield 

investments and GNI is positive and insignificant.  

 The variable for Urban Population and Employment in Industry is consistently positive 

for FDI, M&A, and greenfield investments but not statistically significant (See Table 1, 2, and 3 

columns 1 and 3). The variable measuring Manufacturing as the percent value added to GDP is 

statistically insignificant and negative for FDI and M&A but positive for greenfield investments. 

This could be explained by the structural difference between M&A and greenfield investments; 

because greenfield investments result in the building of new facilities within the host country, 

this promotes growth in manufacturing. However, M&A may result in the purchase of existing 

facilities which may not necessarily add to the manufacturing levels of the host country.  

Similar to Manufacturing, Secondary Education is insignificant and negative for FDI and 

M&A but positive for greenfield investments (See Table 1, 2, and 3 column 5). The positive 

correlation with greenfield investments is as a result of the greater opportunity for knowledge 

transfer through the building of new facilities (See Table 3 column 5). Rather than working with 
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a preexisting process and structure, the construction of new facilities allows for the greater 

opportunity for importation of new technology, skills, and management styles. Greenfield 

investments also enable greater labor mobility because more jobs are created through the 

building of these facilities. This overall “spillover” of knowledge as well as the new job 

opportunities could motivate the local population to seek secondary education.  

Table (1) FDI and Economic Development 

  (1) (2) (3) (4) (5) 

VARIABLES 

Urban 

Population GNI 

Employment in 

Industry Manufacturing 

Secondary 

Education  

            

FDI 0.016 50.895** 0.004 -0.004 -0.011 

 

(0.011) (22.941) (0.005) (0.006) (0.019) 

GDP per capita  -0.000*** - -0.000** -0.000* -0.000*** 

 

(0.000) 

 

(0.000) (0.000) (0.000) 

Growth of GDP 0.903 - 3.322*** 0.522 1.495 

 

(0.688) 

 

(0.753) (0.616) (3.695) 

Log Population 4.568** -21,988.997*** 10.316*** 5.922** -7.451 

 

(2.289) (4,620.445) (3.335) (2.772) (6.315) 

Inflation -0.000 0.579** -0.000 0.000 0.002 

 

(0.000) (0.228) (0.000) (0.000) (0.001) 

Trade Openness  1.358 -1,207.923 2.006 2.065 -1.579 

 

(0.869) (1,293.380) (1.605) (1.662) (1.640) 

      Observations 3,742 3,620 2,010 3,111 2,768 

R-squared 0.628 0.481 0.381 0.160 0.618 

Number of Countries  145 145 129 140 139 

Country fixed effects Y Y Y Y Y 

Year fixed effects Y Y Y Y Y 

 

 

 

 

Notes. Standard errors clustered at the country level are shown in 

parenthesis. 
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Table (2) M&A and Economic Development 

  (1) (2) (3) (4) (5) 

VARIABLES 

Urban 

Population GNI 

Employment in 

Industry Manufacturing 

Secondary 

Education  

            

M&A 0.004 44.816*** 0.001 -0.006 -0.016 

 

(0.004) (15.321) (0.004) (0.004) (0.014) 

GDP per capita  -0.000** - -0.000** -0.000* -0.001*** 

 

(0.000) 

 

(0.000) (0.000) (0.000) 

Growth of GDP 0.493 - 4.793*** 0.599 6.933*** 

 

(1.088) 

 

(0.533) (0.491) (1.800) 

Log Population 4.362 -16,974.382*** 4.146 6.150** 22.157*** 

 

(2.882) (5,827.325) (3.414) (2.728) (7.769) 

Inflation -0.001** 3.309** -0.000 0.005*** 0.007** 

 

(0.000) (1.278) (0.001) (0.001) (0.004) 

Trade Openness  -1.039 -2,113.731 0.356 4.571*** 4.673 

 

(1.110) (2,480.530) (1.579) (0.915) (3.387) 

      Observations 1,823 1,793 1,345 1,565 1,400 

R-squared 0.521 0.514 0.440 0.380 0.457 

Number of Countries  134 134 106 127 122 

Country fixed effects Y Y Y Y Y 

Year fixed effects Y Y Y Y Y 

Notes. Standard errors clustered at the country level are shown in parenthesis. 

Table (3) Greenfield Investments and Economic Development 

  (1) (2) (3) (4) (5) 

 

VARIABLES 

Urban 

Population GNI 

Employment 

in Industry Manufacturing 

Secondary 

Education  

             

 Greenfield Investments  0.024 14.840 0.007 0.002 0.020 

 

 

(0.015) (26.049) (0.006) (0.003) (0.022) 

 GDP per capita  -0.000** - -0.000** -0.000* -0.001*** 

 

 

(0.000) 

 

(0.000) (0.000) (0.000) 

 Growth of GDP 0.117 - 4.715*** 0.553 6.048*** 

 

 

(0.835) 

 

(0.523) (0.503) (1.546) 

 Log Population 4.107 -16,731.405*** 4.076 6.118** 20.487*** 

 

 

(2.892) (5,899.609) (3.442) (2.744) (7.609) 

 Inflation -0.001* 3.382** -0.000 0.005*** 0.007* 

 

 

(0.000) (1.314) (0.001) (0.001) (0.004) 

 Trade Openness  -1.092 -2,088.341 0.408 4.608*** 3.204 

 

 

(1.119) (2,572.705) (1.632) (0.940) (3.195) 

 

       Observations 1,808 1,779 1,331 1,557 1,388 

 R-squared 0.540 0.502 0.434 0.374 0.474 

 Number of Countries  134 134 106 127 122 

 Country fixed effects Y Y Y Y Y 

 Year fixed effects Y Y Y Y Y 

 

 

Notes. Standard errors clustered at the country level are shown in parenthesis. 
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7.2 FDI and Democracy 

The results indicate that the internalization theory effects are driving the negative 

relationship between FDI and democracy. Although the results indicated that the various forms 

of foreign investment lead to economic growth and development, this does not translate to the 

maintenance and improvement of democratic institutions, in opposition to the modernization 

theory.  Because there is consistency between the results of the variables of investment and the 

one-year lagged variables of investment, it suggests that the results aren’t driving the reversal 

relationship of democracy’s effect on FDI inflows. Table (4) reports the results of whether FDI 

inflows affect democratic institutions within host countries. 

Table (4) FDI and Democracy 

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

VARIABLES polity2 polity2 polity2 polity2 polity2 polity2 

              

FDI -0.021*** - - -0.005** - - 

 

(0.004) 

  

(0.002) 

  FDI (1-yr lag) - -0.020*** - - -0.005** - 

  

(0.004) 

  

(0.002) 

 FDI (5-yr lag) - - -0.019*** - - -0.007*** 

   

(0.004) 

  

(0.002) 

GDP per capita - - - -0.000*** -0.000*** -0.000*** 

    

(0.000) (0.000) (0.000) 

Growth of GDP - - - 0.092 0.060 -0.014 

    

(0.463) (0.470) (0.544) 

Log Population - - - 3.262** 3.327* 3.871* 

    

(1.640) (1.686) (2.116) 

Inflation - - - 0.001*** 0.001*** 0.001*** 

    

(0.000) (0.000) (0.000) 

Trade Openness  - - - 0.634 0.648 0.567 

    

(0.742) (0.757) (0.780) 

       Observations 5,366 5,192 4,592 3,722 3,600 3,030 

R-squared 0.285 0.282 0.276 0.252 0.254 0.256 

Number of Countries 152 152 152 143 143 138 

Country fixed effects Y Y Y Y Y Y 

Year fixed effects Y Y Y Y Y Y 

 

Notes. Standard errors clustered at the country level are shown in parenthesis. 
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The FDI coefficients are statistically significant at the 1% level in all the FDI and 

democracy regressions and with a negative sign without the economic controls. When 

incorporating the economic controls, the results remain negative and significant at the 5% level 

for the FDI and the one-year lagged FDI variable. The five-year FDI variable is negative and 

significant at the 1% level. Overall, the results suggest a negative impact of FDI on democracy.  

Table (5) demonstrates the regression results for M&A and democracy. When dividing 

FDI into M&A and greenfield investment, the M&A coefficients are  negative and statistically 

significant at the 5% level without the economic controls only for the contemporaneous M&A 

and M&A lagged one-year variables. However, once the controls are incorporated, the M&A 

coefficients still remain negative but lose all significance.   

Table (5) M&A and democracy 

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

VARIABLES polity2 polity2 polity2 polity2 polity2 polity2 

              

M&A -0.005** - - -0.002 - - 

 

(0.002) 

  

(0.002) 

  M&A (1-yr lag) 

 

-0.004** - - -0.002 - 

  

(0.002) 

  

(0.001) 

 M&A (5-yr lag) - - -0.001 - - -0.001 

   

(0.001) 

  

(0.001) 

GDP per capita - - - -0.000*** -0.000** -0.000** 

    

(0.000) (0.000) (0.000) 

Growth of GDP - - - 0.501* 0.463 0.356 

    

(0.299) (0.315) (0.401) 

Log Population - - - 1.723 2.022 1.446 

    

(1.489) (1.798) (2.533) 

Inflation - - - 0.000* 0.001** 0.000* 

    

(0.000) (0.000) (0.000) 

Trade Openness  - - - -0.375 -0.777 -0.684 

    

(0.688) (0.730) (0.783) 

       Observations 2,023 1,637 1,302 1,815 1,486 1,166 

R-squared 0.054 0.064 0.053 0.086 0.100 0.077 

Number of Countries 142 129 116 133 120 107 

Country fixed effects Y Y Y Y Y Y 

Year fixed effects Y Y Y Y Y Y 
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Notes. Standard errors clustered at the country level are shown in parenthesis. 

 

Table (6) indicate the results for greenfield investments and democracy. Without the 

economic controls, the results are negative and significant at the 5% level excluding the 

greenfield investment variable lagged five-years. When incorporating the controls, the 

contemporaneous greenfield investment variable remains negative and becomes significant at the 

1% level whereas the one-year lagged greenfield investment variable remains significant at the 

5% level. These results indicate a negative relationship between greenfield investment and 

democracy.   

Table (6) Greenfield Investments and Democracy 

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

VARIABLES polity2 polity2 polity2 polity2 polity2 polity2 

              

Greenfield Investments -0.005** - - -0.005*** - - 

 

(0.002) 

  

(0.002) 

  Greenfield Investments (1-yr lag) - -0.004** - - -0.005** - 

  

(0.002) 

  

(0.002) 

 Greenfield Investments (5-yr lag) - - -0.001 - - -0.002 

   

(0.002) 

  

(0.003) 

GDP per capita - - - -0.000*** -0.000** -0.000** 

    

(0.000) (0.000) (0.000) 

Growth of GDP - - - 0.607** 0.495* 0.349 

    

(0.274) (0.285) (0.399) 

Log Population - - - 1.698 1.919 1.341 

    

(1.486) (1.796) (2.544) 

Inflation - - - 0.000* 0.001** 0.000* 

    

(0.000) (0.000) (0.000) 

Trade Openness  - - - -0.373 -0.830 -0.724 

    

(0.694) (0.742) (0.799) 

       Observations 1,994 1,611 1,277 1,800 1,469 1,149 

R-squared 0.057 0.069 0.056 0.089 0.104 0.079 

Number of Countries 141 128 114 133 120 106 

Country fixed effects Y Y Y Y Y Y 

Year fixed effects Y Y Y Y Y Y 

 

Notes. Standard errors clustered at the country level are shown in parenthesis. 

 

When controlling for the corruption within the host countries, the results for M&A and 

FDI are entirely insignificant (See Table 7 and 8). However, greenfield investments (See Table 
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9) remains statistically significant.  The greenfield investment variable is negative and significant 

at the 1% level and the one-year lagged greenfield investment variable is negative and significant 

at the 10% level. This indicates that even controlling for the present corruption in the host 

country, greenfield investments still lead to the weakening of democratic institutions in the host 

country. Overall, these results are consistent with the notion that greenfield investments lead to a 

greater negative effect on the democratic institutions in host countries.  

I point that the difference in results between greenfield investments and M&A is due to 

the inherent structural differences between the two types of foreign investment. When MNCs 

engage in greenfield investments, they need to gain the ability to develop and build new 

enterprises in host countries. This involves a greater relationship with the local and national 

government. MNCs and socio-political actors are more likely to interact. MNCs will attempt to 

gain favorable market regulations whereas socio-political actors will use their influence to attract 

greater levels of FDI in order to please the public. This interdependency ultimately affects the 

level of transparency in executive decision-making as measured by the Polity IV variable. 

Whereas in M&A, MNCs purchase existing assets and may keep the current employees, 

in greenfield investments, MNCs create new jobs, communicate new technology and 

management skills, as well as build new facilities. With greenfield investments, there is a greater 

flow of communication and information between the MNC and the people of the host country. In 

order to be able to build new facilities, MNCs need to have beneficial regulations that will ease 

the process. Once MNCs invest across borders, they need to ensure their investments are 

profitable. MNCs ensure their financial interests through building greater relationships with the 

host government. MNCs benefit from a financial market where regulations are weak and host 

countries provide this financial environment in order to secure FDI inflows. This leads to the 
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weakening of democratic institutions because host countries’ governments are withholding 

financial regulations to certain private enterprises and may minimize the transparency of these 

negotiations, ultimately having a negative effect on the democratic institutions within the host 

country.  

Because the one year lagged independent variables’ results are consistent with the 

contemporaneous independent variables, it supports the fact that the negative results are due to 

the effects of FDI on democracy and not the reverse.   

Table (7) FDI and Democracy with corruption control 

  (1) (2) (3) 

VARIABLES polity2 polity2 polity2 

        

FDI -0.002 - - 

 

(0.001) 

  FDI (1-yr lag) - -0.001 - 

  

(0.001) 

 FDI (5-yr lag) - - -0.001 

   

(0.001) 

GDP per capita -0.000*** -0.000** -0.000** 

 

(0.000) (0.000) (0.000) 

Growth of GDP 0.341 0.342 0.371 

 

(0.319) (0.333) (0.449) 

Log Population 1.619 1.755 3.134 

 

(1.062) (1.153) (2.423) 

Inflation 0.003 0.002 0.001 

 

(0.003) (0.003) (0.003) 

Trade Openness  -0.977 -0.969 -1.382 

 

(0.625) (0.661) (0.969) 

Corruption -0.063 -0.102 -0.127 

 

(0.092) (0.098) (0.142) 

    Observations 1,915 1,801 1,253 

R-squared 0.064 0.061 0.055 

Number of Countries 142 142 137 

Country fixed effects Y Y Y 

Year fixed effects Y Y Y 

 

Notes. Standard errors clustered at the country level are shown in parenthesis. 
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Table (8) M&A with democracy including corruption control 

  (1) (2) (3) 

VARIABLES polity2 polity2 polity2 

        

M&A -0.001 - - 

 

(0.001) 

  M&A (1-yr lag) - 0.001 - 

  

(0.001) 

 M&A (5-yr lag) - - -0.001 

   

(0.001) 

GDP per capita -0.000*** -0.000** -0.000* 

 

(0.000) (0.000) (0.000) 

Growth of GDP 0.221 0.292 0.169 

 

(0.307) (0.304) (0.345) 

Log Population 3.078** 2.461 2.901 

 

(1.530) (1.486) (3.333) 

Inflation 0.001 -0.005 -0.000 

 

(0.007) (0.006) (0.007) 

Trade Openness  -0.998 -0.722 -1.376 

 

(0.748) (0.802) (0.937) 

Corruption -0.088 -0.183* -0.244 

 

(0.107) (0.110) (0.188) 

    Observations 1,419 1,183 862 

R-squared 0.088 0.067 0.061 

Number of Countries  129 115 106 

Country fixed effects Y Y Y 

Year fixed effects Y Y Y 

 

Notes. Standard errors clustered at the country level are shown in parenthesis. 
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Table (9) Greenfield investment and Democracy controlling for corruption  

  (1) (2) (3) 

VARIABLES polity2 polity2 polity2 

        

Greenfield Investments -0.004*** 

  

 

(0.001) 

  Greenfield Investments (1-yr lag) 

 

-0.003* 

 

  

(0.001) 

 Greenfield Investments (5-yr lag) 

  

0.000 

   

(0.002) 

GDP per capita -0.000** -0.000** -0.000* 

 

(0.000) (0.000) (0.000) 

Growth of GDP 0.341 0.295 0.112 

 

(0.286) (0.299) (0.349) 

Log Population 3.070** 2.366 2.696 

 

(1.497) (1.467) (3.337) 

Inflation 0.002 -0.004 -0.000 

 

(0.007) (0.006) (0.007) 

Trade Openness  -1.073 -0.884 -1.519 

 

(0.759) (0.828) (0.978) 

Corruption -0.042 -0.148 -0.222 

 

(0.106) (0.111) (0.196) 

    Observations 1,409 1,171 852 

R-squared 0.091 0.069 0.062 

Number of Countries 129 115 105 

Country fixed effects Y Y Y 

Year fixed effects Y Y Y 

 

Notes. Standard errors clustered at the country level are shown in 

parenthesis. 

 

8 Conclusion 

 This paper has examined how aggregate FDI and the segregated components of FDI, 

M&A and greenfield investments, affect the democratic institutions within host countries using a 

cross-country analysis. I present evidence showing that greenfield investments are the driving 

force behind the negative relationship between FDI and democracy. An increase in greenfield 

investments decreases the level of democracy in host countries. The results support the economic 

empirical evidence that M&A and greenfield investments behave differently. While initially the 

results for aggregate FDI and M&A indicated a negative correlation with democracy, when 

controlling for corruption, the significance for both variables disappear. However, when 
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controlling for corruption in regards to greenfield investments, the significance persists. This 

indicates that beyond the current levels of corruption for time t, greenfield investments have an 

intrinsic characteristic different than M&A that enables this negative correlation.  

 I also present evidence on the specific mechanism through which this negative 

relationship can be explained. The internalization theory and the eminent economic benefits of 

FDI explain the interdependency of MNCs and socio-political actors. Socio-political actors 

enforce policies that create favorable markets in order to attract and maintain a steady flow of 

FDI. MNCs engage with political actors and build alliances in order to obtain the favorable 

policies and regulations. This paper was also able to rule out the modernization effect. While 

FDI and M&A lead to economic growth and result in positive significance in the wealth factor of 

economic development, this does not translate to the development and enhancement of 

democratic institutions.  

 Several essential policy implications emerge from this analysis. First, the results suggest 

that MNC behavior does affect the public domain. Second, it suggests that perhaps programs to 

boost economic development may not lead to the stabilization of democratic institutions. Third, 

it suggests that there needs to be a greater regulatory system to control the relations between 

MNCs and public officials. Perhaps with regulations that allow greater transparency, future 

studies could pin point the exact behavioral mechanisms of MNCs that enforce this negative 

behavior.  
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9  Appendix    

Table (9) Variable List 

Variable Description Source Years Available 

FDI Inflows Foreign Direct Investment 

(FDI) Inflows-Direct 

investment in reporting 

economy 

(FDI Inward) in billions of 

US Dollars.  

United Nations 

Conference on Trade 

and Development 

(UNCTAD) 

1970-2013 

Corruption Corruption Perception 

Index 0 (most corrupt) 100 

(least corrupt 

Transparency International 1995-2014 

GDP per capita Annual percentage growth 

rate of GDP- US Dollars at 

2005 constant  

 

World Bank 1970-2013 

Growth of GDP (%) Gross Domestic Product - 

US Dollars at current 

prices and current 

exchange rates 

 

World Bank 1970-2013 

Population  Population, total World Bank 1970-2013 

GNI per capita Gross National Income per 

capita in current US 

Dollars  

World Bank 1970-2013 

Adjusted National Income 

per capita 

Adjusted net national 

income per capita (current 

US$) 

World Bank 1970-2013 

Employment in Industry  Employment in Industry as 

Percent of Population 

World Bank 1980-2012 

Manufacturing Value added by 

manufacturing as %GDP 

World Bank 1970-2013 

Urban Population Urban population as % of 

total population 

World Bank 1970-2013 

School Enrollment of 

Secondary Education 

School enrollment, 

secondary (% gross)  

World Bank 1970-2012 

Region 1= East Asia & Pacific 

2= Europe & Central Asia 

3= Latin America & 

Caribbean 

4= 

Middle East & North 

Africa 

 

5= North America 

World Bank  
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6= South Asia 

7= Sub-Saharan Africa 

OECD 1= OECD member country 

0= not member of OECD 

Organization for Economic 

Cooperation and 

Development (OECD) 

 

Natural Resource 

Production 

1= natural resources 

produced 

0= no natural resources not 

produced 

Ross, Michael (2012) 1980-2011 

Democracy Measure of polity score, 

ranges from -10 

(autocratic) to 10 

(democratic) 

PolityIV 1800-2013 

M&A Mergers and Acquisitions 

net inflows in Billions of 

US Dollars 

United Nations 

Conference on Trade 

and Development 

(UNCTAD) 

1980-2013 

Human development Human Development 

Index ranges from 0.00 

(low human development) 

to 1.00 (high human 

development) 

United Nations 

Development Program  

1980-2013 

Inflation Percentage change in the 

index of 

consumer prices 

The World Bank 1980-2013 

Trade Openness Exports plus Imports to 

GDP ratio; 

Exports, Imports and GDP: 

US Dollars at 

current prices and current 

exchange rates 

in millions 

UNCTAD 

United Nations 

Conference on Trade 

and Development 

 

1980-2013 

Economic Development 1= developed 

0=developing 

International Monetary 

Fund (IMF) 
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