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Abstract

Global competitiveness position is perceived as a highly relevant enabler for attracting foreign direct investments. Our
study goes beyond this well-known fact to understand whether economic freedom indicators are relevant cause for
global competitiveness in attracting foreign direct investments and how this relationship behaves in different
conditions of political stability. We focused our empirical study to mediating and moderating processes through which
global competitiveness is linked with FDI. We developed and tested a second stage moderated parallel mediation
model to observe mediating effects of economic freedom and moderating effects of political stability. Our research was
focused on mediating effects of several indicators of Economic Freedom including Size of Government, Legal System
& Property Rights, Sound Money, Freedom to trade internationally and Regulation. The findings indicate that Legal
System & Property Rights and Freedom to trade internationally have positive conditional indirect effects within the
model. Freedom to trade internationally is a much more sensible mediator variable in case of different levels of
political stability while Legal System & Property Rights is not significantly affected by political stability, strengthening
economic freedom in these two dimensions provides an enhanced effect of existing competitiveness on FDI growth.
We recognized that political stability has no influence on the indirect effects between competitiveness and inward FDI
produced by Legal System & Property Rights, as one of the dimensions of economic freedom. Therefore, to attract FDI
in unstable political conditions is very useful to establish a proper legal system and adequate protection of property
rights. In such a legal environment, foreign investors will feel comfortable regardless of the political risks in the
country. Freedom to trade internationally is a much more sensible mediator variable under the influence of political
instability.
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JEL classification: F21

1. Introduction

Foreign direct investments play a very important role in economic life. Almfraji & Almsafir (2014) pointed on the
literature that discusses the effects of foreign direct investments (FDIs) on economic growth. Having in mind the
importance of FDIs on economic growth, some scholars promote the various factors in attracting FDIs (Popovici &
Cilin, 2015; Zlatkovi¢, 2016). Several studies have shown that global competitiveness is a highly important factor in
attracting foreign direct investment inflow. Following this line of thinking, Popovici & Cilin (2015, p.55) argued that
“competitiveness is a determinant factor for foreign investors”.

Different studies confirmed the existence of positive effects of competitiveness on foreign direct investment. However,
it is not evident what are the causes for global competitiveness to affect the inflow of foreign direct investment. These
studies did not consider the various factors that may act through mediation processes on direction and intensity of the
effects of global competitiveness on the level of FDIs. The reason for conducting this study is to identify moderation
and mediation factors that increase or eventually decrease the effects of country competitiveness on the level of foreign
direct investments. The existing literature lacks an analysis of these additional factors which, despite the existence of
certain competitive advantages, differently affects the inflow of foreign direct investment in different countries. Thus,
we put our research focus to analyse how economic freedom mediates the effects of country competitiveness on
foreign direct investments. Given the different situation in terms of political stability that may affect the inflow of
foreign direct investments, our additional area of academic interest is to determine how different political conditions
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affect this relationship between competitiveness and foreign direct investments.

Very little attention is paid in the current literature to explain how economic freedom under different conditions of
political stability affects the relationship between global competitiveness and foreign direct investment. It is not
sufficiently observed how economic freedom and internal political stability affect the relationship between
competitiveness and foreign direct investment. Thus, we are keen to understand whether economic freedom indicators
are relevant causes for global competitiveness in attracting foreign direct investments and how this relationship
behaves in different conditions of political stability. Following this problem, we set up our research question as follows:
Do different dimensions of economic freedom under different conditions of political stability contribute to increasing
or decreasing the effects of global competitiveness on foreign direct investments?

This study began with the assumption that different indicators of economic freedoms have different mediation effects
on the relationship of competitiveness to foreign investment. Furthermore, it assumed that different levels of political
stability will significantly have effect in the research model. The aim of this study is to fill the gap in the existing
literature by including additional mediation and moderation effects to explain how competitiveness may influence
foreign direct investment inflow under different levels of economic freedom and political stability.

2. Literature Review

Foreign direct investments are highly important for developing countries especially because they provide different
benefits such as provision of capital or transfer of technology. Positive effects of global competitiveness on foreign
direct investments is well-known fact from practice and confirmed by different empirical studies (Popovici & Cilin,
2015; Anastassopoulos, 2007; Zlatkovi¢, 2016; Curtis, Rhoades, & Griffin, 2013).

Anastassopoulos (2007), based on the sample of 15 EU member countries, found a positive effect between
competitiveness and FDI inflows. However, the study showed some differences in FDI determinants between the north
and south part of Europe. Other studies showed that competitiveness is also very important factor for FDI in Central
and Eastern European countries (Paul, Popovici, & Cilin, 2014; Popovici & Calin, 2012). Zlatkovi¢ (2016) found very
similar results with positive effects of each competitiveness pillar and FDI for the Balkan countries. \Very extensive
research in this field has been conducted by Curtis, Rhoades, & Griffin (2013). Their very extensive study confirmed
that global competitiveness is an important factor in attracting inward FDI.

In the literature we can also find some studies that analyse the effects of other factors on foreign direct investments,
such as economic freedom and political stability. We will continue to elaborate the existing literature about the effects
of these factors on FDIs inflows.

Effects of economic freedom

Quazi (2007) pointed on the literature about different variables that influence FDI such as market size or trade
openness. Some studies indicate economic freedom as one of the major determinants for inflow of FDIs. According to
Caetano & Caleiro (2009, p.65), “economic freedom means the degree to which a market economy is in place, where
the central components are voluntary exchange, free competition, and protection of persons and property.” In order to
monitor economic freedom, different indicators are established for its measurement. Pearson, Nyonna, & Kim (2012)
highlight especially two indexes: Fraser’s Institute Economic Freedom World (EFW) and Heritage Foundation
Economic Freedom Index of the World. Our study utilizes the EFW index.

There are several studies discussing the relationship between economic freedom, economic performance, and foreign
direct investment. A good overview of such studies is given by Sovbetov & Moussa (2017). Most of these studies are
focused on specific regions. One of significant research was exercised by Pearson et al. (2012) who analysed the effects
of economic freedom and other economic factors on FDI at the level of federal states in the USA. They found a
significant positive effect of economic freedom on FDI in all US federal states.

Fofana (2014) observed how different indicators of economic freedom influence foreign direct investment in 25
Western European and 26 Sub-Saharan countries in the period through 2001-2009. He analysed the impact of
institutional variables of economic freedom. According to his empirical results, the aggregate economic freedom index
has no significant effect on FDI for Africa, which is opposite to previously mentioned studies that indicates positive
effects in other regions. Very similar findings were presented by Mohamed & Sidiropoulos (2010) who investigated
how economic freedom affects FDI in MENA countries by observing the period from 1975 to 2006. They found that
trade freedom is an insignificant factor.

The previous literature review has revealed diversity of empirical results about the effects of economic freedom on FDI.
Especially interesting empirical results are provided by Quazi (2007) who analysed seven East-Asian countries in the
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period from 1995 until 2000. From this study one can find an unexpected result by which economic freedom is an
insignificant factor for FDI. However, this is in case when China was included in the sample. After excluding China
from the sample, then economic freedom becomes a statistically significant factor for FDI.

Effects of political stability

Many scholars investigated how political stability affects foreign direct investments. The reason for these efforts can be
found in the fact that the risk perceived by investors is crucial for investment decisions, particularly for investments to
be made outside of the country of origin (Caetano & Caleiro, 2009). Barro (1991) and Corbo & Schmidt-Hebbel (1991)
argued that political instability reduces economic growth and investments by creating an uncertain economic
environment. Rani & Batool (2016) argued that due to political instability leading to decreasing investment level. One
of such examples is Sub-Saharan Africa in which high political risk does not contribute to investing interest (Asiedu,
2002).

Nazeer & Masih (2017) indicate that “political instability is considered by economists as a serious disease harmful to
economic performance”. Moreover, “political instability has been a harmful factor that would hinder the flow of FDI
and the growth of an economy” (Nazeer & Masih, 2017, p.2). Krugman (2009) highlighted that investor's confidence is
a very important economic element. According to Brada et al. (2006, p.6) “investment, including FDI, is a
forward-looking activity based on investors' expectations regarding future returns and the confidence that they can
place on these returns. Thus, a decision about FDI requires some assessment of the political future of the host country.”
Busse & Hefeker (2007) analysed what is most important for multinational corporations when making their own
investment decisions. According to them, the level of FDI is conditioned especially with government stability, absence
of internal conflict and ethnic tensions, basic democratic rights and ensured law and order. Busse & Hefeker (2007)
also found that FDI is under influence of the investment profile, internal and external conflicts, ethnic tensions, and
democratic accountability.

Despite the established notion among investors, one can find different opinions among scholars about the effects of
political instability on FDI. Kim (2010) argues FDlIs inflows are higher for politically unstable countries expressing an
opposed view with many other scholars. Schneider & Frey (1985) came to similar empirical results confirming the
inverse relation between political instability and FDI. Contrary to previously mentioned findings, Jaspersen et al. (2000)
and Fern&dez-Arias & Hausmann (2001) found no significant relations between political stability and foreign direct
investment. Loree & Guisinger (1995) provided their empirical findings according to which political stability had a
statistically significant negative impact in 1982, but without statistically significant effect in 1977. Carmignani (2003)
also provided an excellent review of the literature discussing the relations between political instability and economic
performance.

Brada, Kutan, & Yigit (2006) focused their attention on the countries in transition including transitional economies
from Central Europe, the Baltics, and the Balkans. They found that conflict and political instability has a smaller
impact on FDI flows for transition countries compared to West European countries and that stabilization reforms have
contributed to FDI inflows. These authors found that conflict and instability, together with the challenges of
stabilization reforms occurred in Balkan countries reduced FDI inflows below what one would expect for comparable
West European countries. Based upon empirical study, Kurecic & Kokotovic (2017) conclude that there is a long-term
relationship between political stability and FDI for the panel of small economies, while empiric evidence of such a
relationship is lacking for both panels of larger and more developed economies.

Putting all together

From the previous literature review, we found how scholars perceive the individual effects of competitiveness,
economic freedom, and political stability on FDIs. However, all these factors are present at the same time. Thus, we
should understand the interlinkages between all these factors on the inflow of FDIs. Thus, the aim of this study is to
overcome shortcomings of previous studies putting all these factors into one research model.

There are few studies clarifying relations of economic freedom and political instability on economic performance and
FDI. Bayar & Aytemiz (2015) indicated that both economic freedom and political stability has a positive long-term
impact on economic growth. Evidence from Bangladesh indicates that the FDI inflow is significantly decreased
because of the absence of economic freedom and increased political risk (Quazi & Quddus, 2018). Sovbetov & Moussa
(2017) understood the importance to observe the macroeconomic impact of economic freedom on foreign direct
investments inflows in often neglected nations such as Fragile and Conflict-Affected states, Sub-Saharan, Oceania, and
Post-Soviet countries. Their study finds a positive impact of economic freedom on FDI in global cases. The highest
impact is recorded in European countries, whereas the lowest ones are documented in Fragile-Conflict affected states,
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Sub-Saharan zone, and Oceania. They gave an interesting observation about Arab countries where FDI has been
negatively affected by conflicts.

Looking at the previous literature on the effects of specific indicators of economic freedom on foreign direct
investment, it is evident that this factor is not considered a mediator factor in the research model. The reasons why we
should analyse the mediating effects of economic freedom could be found in the case of China that opposes traditional
notions about the effects of economic freedom. Having in mind that China is very attractive for FDI, at the same time
receives solid ranks from the Global Competitiveness Report and low ranks by the Economic Freedom of the World
(Allen, Qian, & Qian, 2005), we found justified to observe how individual indicators of economic freedom mediate the
relationship of global competitiveness and the level of inward FDI. In this way we can find out whether the individual
indicators of economic freedom are causes of a positive relationship between competitiveness and foreign direct
investment. Thus, we set up our first hypothesis to confirm or oppose the claim that the positive relationship between
global competitiveness and foreign direct investment will be mediated by selected indicators of economic freedom. We
set up Hypothesis 1: Global competitiveness will attract more foreign direct investment in countries with a higher level
of economic freedom.

Now, we should also take into consideration the level of political stability and its effect on FDIs. According to Singh &
Jun (1995), econometric tests to identify relationships between foreign direct investment and political risk often fail.
They express the opinion that political instability, as a qualitative phenomenon, is a complex issue. Therefore, we will
consider if there are any moderation effects of political stability on the relationship between selected indicators of
economic freedom on foreign direct investment. Following this empirical gap, we set up our Hypothesis 2: The
influence of economic freedom on foreign direct investment will be stronger in countries that are more politically
stable.

From the literature we found not enough evidence on the conditional indirect effect of competitiveness on FDI
considering mediation effects of economic freedom and moderating effects of political stability. Ferreira et al. (2016)
observed the moderating effect of corruption on the ability to attract FDI. This study is focused on a narrower issue and
not covering our research question. We shall look back at the study provided by Nageswaran (2004) who observed the
political regime in China. Although run by a one-party system, China shows significant locational advantages, with
capacity for making quick and smooth decisions. This scholar points that open democracy involves reconciling the
interests of multiple stakeholders that could be against the interest of foreign investors. Thus, he believes that the
absence of democratic institutions in China with high control of government have created a political environment
simulative for FDI.

We also witness significant changes in the views of the USA and China in terms of economic freedom, especially
regarding free trade. This opens an exciting area for empirical analysis. In our study we are interested to understand
whether there are significant indirect effects of global competitiveness on foreign direct investment, mediated through
selected indicators of economic freedom and moderated by political stability. Having this in mind, we set up our
Hypothesis 3: Economic freedom will have a stronger conditional indirect effect of global competitiveness on foreign
direct investment for politically more stable countries.

Why is this study important? Because it studies the complexity of relationships of different factors in attracting foreign
direct investments. Previous studies focused on the effects of individual factors on FDIs. With this study one can get
more detailed insight into moderated-mediation relations of economic freedom and political stability on the effects of
competitiveness on FDIs inflow.

3. Methodology

This study contributes to our understanding of mediating and moderating processes through which individual country
competitiveness within the global environment is linked with the level of foreign direct investment. We developed a
moderated mediation model linking global competitiveness to foreign direct investment. Our research model posits
that the effect of global competitiveness on foreign direct investment is mediated by the level of economic freedom
represented through parallel mediation variables including Size of Government, Legal System & Property Rights,
Sound Money, Freedom to trade internationally and Regulation, as specified by the Economic Freedom of the World
index. The study also includes the relationship between indicators of economic freedom and foreign direct investment
moderated by the level of political stability. The research model enables deeper understanding whether economic
freedom and its indicators are important for attracting foreign direct investment under different levels of political
stability. The conceptual model is shown in the following figure.
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Figure 1. Research conceptual model

From the empirical point of view, we implemented a second stage moderated parallel mediation model (Edwards &
Lambert, 2007), also known as model 14 introduced by Hayes (2013). We were especially interested to understand
conditional indirect effects of our independent variable on dependent variables under moderated mediation. To get full
overview of the findings within proposed model, we conducted our research in three stages (Preacher, Rucker, & Hayes,
2007):

Step 1- Mediation analysis:

This step enables an answer on the question about whether indicators of economic freedom represent relevant causes
for competitiveness in attracting foreign direct investment. With parallel mediation analysis we were able to
understand whether individual indicators of economic freedom provide statistically significant indirect effect of
competitiveness on the level of foreign direct investment. Mediation tests a relationship where the effect of global
competitiveness, as independent variable (X), on foreign direct investment, as dependent variable (Y), is explained by
economic freedom, as mediator variable (M). These are the basic assumptions to confirm the existence of mediation
effect (Baron & Kenny, 1986; Preacher & Hayes, 2008):

significant association between IV and DV (path c)
significant association between IV and mediator (path a)
significant association between mediator and DV (path b)

statistically non-significant (full-mediation) or reduced statistically significant (partial mediation) association between
IV and DV after controlling for mediator (path c").

Step 2 - Moderation analysis:

This step enables understanding how different indicators of economic freedom affect foreign direct investment and
how this relationship behaves in different conditions of political stability. We analysed moderation effects of political
stability only for those individual indicators of economic freedom that were confirmed in the previous step as
statistically significant mediators. For empirical purposes only, we observed selected indicators of economic freedom
as our independent variable (X), foreign direct investment as our dependent variable (Y) and political stability as our
moderator (M). In this step we searched for influence of M on the relationship between X to Y not only for the overall
model, but also for different values of political stability: average (sample mean), low (-1 standard deviation) and high
(+1 standard deviation).

Step 3 - Moderated mediation analysis:

This step enables understanding how mediated relationships of selected indicators of economic freedom between
global competitiveness and foreign direct investment will be moderated by the level of political stability. The proposed
model integrates moderated regression analysis and path analysis; expresses direct, indirect, and total effects of
mediation; and shows how paths vary when the moderator variable is included (Edwards & Lambert, 2007). This
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model analyses the influence of a fourth (moderator) variable on the mediated relationship between X and Y (Preacher
et al., 2007) for those indicators of economic freedom that have been confirmed as statistically significant mediators in
previous steps. Thus, we observed how mediating effect behaves when is thought to be moderated by some variable
(Baron & Kenny, 1986). We put focus on moderation effects on path b of parallel mediation model. The findings from
this step enabled our understanding about conditional indirect effects known as moderated mediation effects. In
assessing indirect effects, we used bootstrapping method which has been suggested in order to generate confidence
intervals (Bollen & Stine, 1990; Lockwood & Mackinnon, 1981; MacKinnon, Lockwood, & Williams, 2004; Preacher
& Hayes, 2004; Shrout & Bolger, 2002). Bootstrapping has been promoted as a very useful resampling strategy which
does not require any assumptions about the shape of the sampling distribution (Edwards & Lambert, 2007; Preacher et
al., 2007). For that purpose, we used 5000 number of bootstrap samples for biased corrected bootstrap confidence
intervals through the analysis of the effect of moderators in this model.

Finally, we analysed index of moderated mediation proposed by (Hayes, 2015) to integrate moderation and mediation
analysis. During empirical research we used SPSS macro for a command PROCESS Version 2.13 (Hayes, 2013) as a
stand-alone and comprehensive tool which integrates different functions including bootstrapping methods.

Our research sample was based on N= 215 countries in the time interval from 2000 to 2016. The final number of
observations for individual analyses depended on the availability of comparable data of variables in the model. Within
the second stage moderated mediation model we observed sample size with N=1291 cases. From established model we
identify several variables presented in the following table:

Table 1. Research variables

Variable Initials Interpretation

Global Competitiveness Index GClI “competitiveness as the set of institutions, policies, and factors

that determine the level of productivity of a country” (Schwab et
al., 2017, p.317)

Foreign direct investment, net FDIgdp  “the net inflows of investment to acquire a lasting management

inflows (% of GDP) interest (10 percent or more of voting stock) in an enterprise
operating in an economy other than that of the investor” (World
Bank Open Data)

EFW1 Size of Government EFW1 “As spending and taxation by government, and the size of
government-controlled  enterprises increase, government
decision-making is substituted for individual choice and
economic freedom is reduced.” (Gwartney et al., 2017, p.3)

EFW2 Legal System & Property EFW2 “Protection of persons and their rightfully acquired property is a

Rights central element of both economic freedom and civil society.
Indeed, it is the most important function of government.”
(Gwartney et al., 2017, p.3)

EFW3 Sound Money EFW3 “Inflation erodes the value of rightfully earned wages and
savings. Sound money is thus essential to protect property
rights. When inflation is not only high but also volatile, it
becomes difficult for individuals to plan for the future and thus
to use economic freedom effectively.” (Gwartney et al., 2017,

p-5)
EFWA4 Freedom to trade EFWA4 “Freedom to exchange—in its broadest sense, buying, selling,
internationally making contracts, and so on—is essential to economic freedom,

which is reduced when freedom to exchange does not include

businesses and individuals in other nations.” (Gwartney et al.,
2017, p.5)

EFWS5 Regulation EFW5 “Governments not only use a number of tools to limit the right
to exchange internationally, they may also develop onerous
regulations that limit the right to exchange, gain credit, hire or
work for whom you wish, or freely operate your business.”
(Gwartney et al., 2017, p.5)
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EFW6 Political Stability and Absence PS “perceptions of the likelihood that the government will be

of Violence destabilized or overthrown by unconstitutional or violent means,
including politically-motivated violence and terrorism”
(Kaufmann et al., 2010, p.4)

4. Results
According to proposed methodology, we present the findings from three different steps.
Step 1 - Parallel mediation

According to parallel mediation analysis, we found statistically significant association between independent and
dependent variables (path c). In this way, we have provided an empirical background for continuation of empirical
research confirming the significant positive effect of global competitiveness on the level of foreign direct investment
b=2.11, t(1289)=2.42, p<.05, CI[-10.71,-4.21]. This result supports previous theoretical thinking of the positive effect
of global competitiveness status on foreign direct investment. Once we get this confirmation, further results will show
how individual indicators of economic freedom contribute to such a relationship of independent and dependent
variables. We found a statistically significant effect between independent variable and mediator for each individual
indicator of economic freedom on the path a. However, on the path b there is an absence of statistical significance for
the following indicators: Size of Government, Sound Money and Regulation. We found statistical significant results
only for indicators Legal System & Property Rights with the result b=4.05, t(1284)=5.24, p<.05, CI[2.53,5.56] and
Freedom to trade internationally with the result b=3.20, t(1284)=3.34, p<.05, CI[1.32,5.07]. Direct effect from the
path ¢' with the result b=-7.46, t(1289)=4.50, p<.05, CI(-),[-10.71,-4.21]. Since direct effect (path c') is still statistically
significant with reduced effect compared to total effect (path c), we confirmed the existence of partial mediation. These
results are shown in the figure below.

M-mediator
EFW1 Size of Government
EFW2 Legal System & Property Rights
EFW3 Sound Money
EFW4 Freedom to trade internationally
EFWS5 Regulation

* o .
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Figure 2. Mediation
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From the previous figure focusing on the results in path b, but also from the table that provides insight into the
results of indirect effects of independent on dependent variable, it can be concluded that the existence of partial
mediation only applies to mediators EFW2 and EFW4. According to the Sobel test, we found statistical significant
results for variable EFW2 where Z=5.22, p<.05, ¥*=7.98 and EFW4 where Z=3.31, p<.05, ¥’=2.86. Thus, we will use
only Legal System & Property Rights and Freedom to trade internationally as significant mediators in further steps
of empirical analysis.

Table 2. Indirect effect of X on Y

Effect Boot SE BootLLCI BootULCI
TOTAL 9,568 2,689 5,533 16,129
EFW1 -,048 ,146 -,299 ,289
EFW?2 7,977 2,333 4,453 13,674
EFW3 -,648 ,346 -1,330 ,051
EFW4 2,863 741 1,708 4,747
EFW5 -,576 472 -1,732 ,176

Step 2 — moderation

In the further analysis we conducted two separate moderation analysis in which we used Legal System & Property
Rights and Freedom to trade internationally as our independent variables. For EFW?2 as an independent variable, we
found a statistically significant result of the moderation model with the result F(3,2094)=15.44, p<.05, R=.03. Within
the model we were particularly interested in the product of independent variable and moderator X*M which represents
our interaction coefficient between Legal System & Property Rights and Political stability and absence of violence. We
found a statistically significant effect of the interaction coefficient b=.76, t(2094)=2.83, p<.05, CI[.23,1.28]. For EFW4
as an independent variable, we confirmed a statistically significant effect of the overall moderation model with the
result F(3,2094)=14.81, p<.05, R*=.04. After observing individual coefficients in the model, we found statistically
significant interaction coefficient representing the product of Freedom to trade internationally and Political stability
and absence of violence with the result b=1.84, t(2094)=3.90, p<.05, CI[.914,2.77].

By further analysis of conditional effects of Legal System & Property Rights on foreign direct investment under
different levels of political stability, we found statistically significant effects for average and high levels of political
stability. There is an absence of a statistically significant effect of Legal System & Property Rights on foreign direct
investment when the level of political stability is low. Very similar results we found by analysis of conditional effects of
Freedom to trade internationally on foreign direct investment. Likewise, we found a statistically significant effect of
Freedom to trade internationally on foreign direct investment only for average and high levels of political stability.
However, the intensity of increasing the effect from an average to a high degree of political stability is higher when we
look on conditional effects of Freedom to trade internationally on foreign direct investment from b=1.62 (average
level of political stability) to b=3.35 (high level of political stability). For conditional effects of Legal System &
Property Rights on foreign direct investment we found transition from b=.39 (average level of political stability) to
b=1.09 (high level of political stability).
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Interaction X*M for:
EFW2: b=.76(2.83),[.23,1.28]**
EFW4: b=1.84(3.90),[.91,2.77]**
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Figure 3. Moderation

Step 3 — Moderated mediation with model 14

Since we found in separate steps statistically significant mediation and moderation models for EFW2 and EFW4
variables, in this step we will put focus on moderated mediation effects. Primarily, we analysed statistical significance
of the product between mediator and moderator M*V in dual stage moderated mediation model. Observing the effect of
interaction between Legal System & Property Rights and Political Stability and Absence of Violence, we did not find a
statistically significant effect because of b=.10, t(1284)=.28, p=.78, CI[-.62,.82]. We found a statistically significant
effect of interaction between Freedom to trade internationally and Political Stability and Absence of Violence with the
result b=3.08, t(1284)=.3.21, p<.05,CI[1.20,4.95].

Within the dual stage moderated mediation model, we found a statistically significant conditional indirect effect of
global competitiveness on foreign direct investment at different values of political stability (low, average and high) for
both indicators of economic freedom: Legal System & Property Rights and Freedom to trade internationally. These
results are shown in figure 4. These results confirm the existence of mediation effects of both selected variables of
economic freedom.

The intensity of the change in value of the conditional indirect effect of independent variable on dependent variable
under different levels of political stability is higher for EFW4 (low b=.59; average b=3.05; high b=5.52). For EFW2 we
noticed less intensity of changes of this effect for different levels of political stability (low b=4.77; average b=4.94;
high b=5.12). Moreover, we did not find evidence of the existence of moderated mediation for Legal System &
Property Rights since Index of moderated mediation is not statistically significant. The result of Index of moderated
mediation for this indicator is b=.20, CI[-1.03,1.79]. Having in mind that the bootstrap confidence interval crosses
through the value of 0, we reject the claim about existence of moderated mediation for Legal System & Property Rights.
For Freedom to trade internationally we found a statistically significant moderated mediation effect with Index of
moderated mediation b=2.76, CI[1.39,4.89].
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Based on these results we can confirm that Legal System & Property Rights and Freedom to trade internationally, as
indicators of economic freedom, represent relevant causes for competitiveness in attracting foreign direct investment.
Freedom to trade internationally is a much more sensible mediator variable for changes in the level of political
stability while Legal System & Property Rights is not significantly affected by changes in the level of political stability.
By improving political stability, Freedom to trade internationally improves the positive effect of competitiveness on

FDI.

Interaction M*V for:
EFW2: b=.10(.28),[-.62,.82]
EFW4: b=3.08(3.21),[1.20,4.95]**

[ |
V-moderator

Political Stability and Absence
of Violence

M-mediator
EFW2 Legal System & Property Rights
EFW4 Freedom to trade internationally

Conditional indirect effect(s) of X on
Y at values of V for EFW2:

low: b=4.77,CI[2.52,8.47]
avarage: b=4.94,CI[2.62,8.79]
high: b=5.12,C1[2.17,9.55]

for EFW4:

low: b=.59,CI[.13,1.04]

avarage: b=3.05,CI[1.88,5.02]

1.97¢s9.

a2;

high: b=5.52(1.51),[3.13,9.22] Y-dependent variable
X-independent variable Values for moderators are the mean Foreign direct
Global competitiveness and plus/minus one SD from mean investment, net inflows

index (% of GDP)

v

¢': b=8.06(-2.96),[-13.41,-2.71]**

* p<.05
**P<~00

W

Figure 4. Moderated mediation

5. Discussion

From the previous studies given in the literature review, we have learned more about the impact of economic freedom
on foreign direct investment. However, all these studies observed only a direct effect of economic freedom on FDI.
Taking into account the findings provided by Quazi (2007), who separates the effects of economic freedom on FDI in
China that are different compared with other countries from the research sample, we found a paradox suggesting that
some countries with low level of economic freedom achieve a high degree of global competitiveness and stunning
volume of inward FDI. Therefore, there was a clear need to determine whether economic freedom represents the real
cause why a country's competitiveness contributes to an increase in inward FDI. Due to the confirmed relationship
between global competitiveness and foreign direct investment supported by many scholars (Anastassopoulos, 2007;
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Curtis et al., 2013; Paul et al., 2014; Popovici & Cilin, 2015; Popovici & Calin, 2012; Zlatkovi¢, 2016), it was highly
justified to observe the indirect effects of economic freedom which have not been sufficiently explored by existing
studies.

Bearing in mind that our parallel mediation analysis found statistically significant indirect effects for two mediators,
namely Legal System & Property Rights and Freedom to trade internationally, we are able to partially confirm our
Hypothesis 1 limiting only to these two indicators of economic freedom. Other indicators within Fraser Institute's
Economic Freedom of the World index do not represent a cause of positive effect of global competitiveness on inward
FDI. From our findings we can conclude that the positive impact of competitiveness on inward FDI can be
strengthened when we have a higher degree of Legal System & Property Rights and Freedom to trade internationally.
Thus, we oppose Wang, Xu, & Zhu (2011) who claimed that the rule of law is not necessary for a country to attract FDI.
Besides, our findings confirm previously expressed opinion on the importance of free trade for attracting foreign direct
investment (Chankwon & Yong Joon, 2013; Reed, Lira, Byung-Ki, & Lee, 2016) (Chankwon & Yong Joon, 2013; Li &
Maani, 2018; Reed et al., 2016). The indirect effect of Legal System & Property Rights is much stronger and intense
mediator compared to Freedom to trade internationally. Taking into account statistically significant direct effects of all
individual indicators of economic freedom on inward FDI shown by Amponsem (2017), economic freedom indicators
do not have the same effect when viewed as mediators within the proposed model of parallel mediation. Therefore, we
can not fully agree with this scholar that all individual sub-components of economic freedom amplify FDI inflows.

Observing the influence of political stability, as a moderator between economic freedom and inward FDI, we can
confirm our Hypothesis 2 for both selected indicators of economic freedom; Legal System & Property Rights and
Freedom to trade internationally. It is noticeable that under unstable political conditions there is no statistical
significant effect between selected indicators of economic freedom and FDI.

Taking into account our findings, we cannot confirm the claim by Quazi & Mahmud (2006) that the political instability
significantly depresses the level of FDI is true at the global level. However, we cannot also support Kim (2010) that
FDI inflows are large for politically unstable countries since we have not found a statistically significant moderating
effect in case of low level of political stability.

By increasing the level of political stability Freedom to trade internationally, compared to Legal System & Property
Rights, achieves a much more intense effect on inward FDI. Our empirical findings support the claims expressed by
Caetano & Caleiro (2009) who believe that investments become very sensitive in relation to the degree of stability and
security. If a particular country has established a proper legal system, adequate protection of property rights and
secured free trade, then political instability in this country does not have high influence on inward FDI. On the other
hand, increasing the level of political stability will provide a more intensive effect of selected indicators of economic
freedom on inward FDI. With these findings we can explain what Brada et al. (2006) found that the Balkan countries
under influence of low level of legal protection and high level of political instability receives much less FDI,
comparing to other transition economies of Central Europe and the Baltics that succeeded with stabilization and reform
in these areas.

The importance of trade openness, institutional reforms and competitiveness mentioned by Bassey & Temitope (2015)
can be confirmed as a very fundamental factor to attract foreign direct investment. From our second stage moderated
mediation model, we found a statistically significant moderated mediation effect only for Freedom to trade
internationally. This finding supports Hypothesis 3 for mediator Freedom to trade internationally while this
hypothesis should be rejected for mediator Legal System & Property Rights. Although both mediators, including Legal
System & Property Rights and Freedom to trade internationally, represent relevant causes for competitiveness in
attracting foreign direct investment, only Freedom to trade internationally will provide statistically significant
increases of conditional indirect effect of global competitiveness on foreign direct investment for politically more
stable countries. This implies that increasing the level of Legal System & Property Rights will not statistically increase
the effect of competitiveness on FDI when the level of political stability increases. On the other side, by improving
political stability, Freedom to trade internationally will significantly improve the positive effect of competitiveness on
FDI. Due to the lack of significance of conditional indirect effect for most indicators of economic freedom, we cannot
confirm the claim provided by Quazi & Quddus (2018) that the FDI inflow is significantly depressed by the lack of
economic freedom and increased political risk if we look on conditional effects between competitiveness and inward
FDI.

To simplify our previous discussion, Legal System & Property Rights, as confirmed cause in increasing positive effect
of global competitiveness on inward FDI, is less sensitive to political risks and instability in the country compared to
Freedom to trade internationally. Thus, it is a more stable indicator of economic freedom which contributes to the

Published by Sciedu Press 279 ISSN 1923-3981 E-ISSN 1923-399X



http://rwe.sciedupress.com Research in World Economy \ol. 11, No. 6; 2020

increase of FDI regardless of the level of political stability. Once a proper legal system and adequate protection of
property rights are established, foreign investors will feel comfortable regardless of the political risks in the country.

6. Conclusion

Previous studies do not show whether the impact of competitiveness on foreign direct investment is achieved by the
same intensity in countries with different levels of economic freedom and under different conditions of political
stability. Therefore, application of the second stage moderated mediation model provides a more detailed insight into a
rather complex problem. It enables understanding of an existing paradox according to which some countries with low
levels of economic freedom achieve a high degree of global competitiveness and stunning volume of inward FDI.

Our empirical findings observed the mediation effects of all sub-components of Fraser’s Institute Economic Freedom
World (EFW) Index on the relationship between global competitiveness on inward foreign direct investment under
different levels of political stability. We found that only two indicators of economic freedom, namely Legal System &
Property Rights and Freedom to trade internationally represent relevant causes for competitiveness in attracting
foreign direct investments. Thus, strengthening economic freedom in these two dimensions provides an enhanced
effect of existing competitiveness on FDI growth. We recognized that political stability has no influence on the indirect
effects between competitiveness and inward FDI produced by Legal System & Property Rights, as one of the
dimensions of economic freedom. Therefore, to attract FDI in unstable political conditions is very useful to establish a
proper legal system and adequate protection of property rights. In such a legal environment foreign investor will feel
comfortable regardless of the political risks in the country. Freedom to trade internationally is a much more sensible
mediator variable under the influence of political instability. For those countries that are politically stable, this
dimension of economic freedom could be a very important cause to improve foreign direct investment.

Our empirical findings can serve as a basis for policy making and affirmation of reforms that can contribute to
increasing the volume of inward foreign direct investment. Each country should work on building competitiveness
factors, which will allow increasing its attractiveness towards foreign investors. Furthermore, it is necessary to analyse
the political environment in order to perceive which dimensions of economic freedom can contribute in increasing the
effects of competitiveness on FDI. Regardless of the level of political instability, each country needs to build its legal
system to protect property and rights. In countries where political instability prevails, this form of economic freedom is
particularly important in attracting FDI. In addition, it is necessary to allow free international trade especially in
countries that are politically stable, as this will contribute to strengthening the effects of their own competitiveness on
the level of foreign direct investment. In our study we used indicators of Fraser’s Institute Economic Freedom World
(EFW) Index to observe mediation effects of global competitiveness on inward FDI. In future empirical studies other
indicators, such as Heritage Foundation Economic Freedom Index of the World, may be used which would complete
the image of a very complex research problem.

This study indicated the necessity to analyse more factors in more complex model that can affect inflow of foreign
direct investments which represents its major contribution. Particularly, the study was focused on economic freedom as
mediating factor and political stability as moderating factor while analysing the effects of competitiveness on foreign
direct investment. These factors can be considered as relatively static factors which do not have large oscillations over
a shorter period, and this can be considered as one of the limitations of this study. Further research in this area may
focus on the mediation effects of other factors, especially those that may have a sudden effect on the movement of
foreign direct investment such as the financial crisis or a coronary virus pandemic.
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