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ABSTRACT

This study explores the impact of foreign direct investment (FDI) and
institutional quality on the economic growth of the Western Balkan economies
— Albania, Bosnia and Herzegovina, Montenegro, North Macedonia, and Serbia.
The conventional wisdom says that FDI plays a significant role in economic
development and that institutional development may also affect this relationship.
Using a panel data analysis for 20 years (2000-2019) and in contrast to this
conventional wisdom, the study shows that FDI significantly negatively impacts
growth within the sample countries. At the same time, the results indicate that
institutional development has a significantly negative or no role on growth
directly. The results depend on the proxy used for institutional development.
Furthermore, when FDI and institutional development measures interact, both
indicators become insignificant, including their interaction terms. This may be
because the institutions within the sample countries are at low levels of
development to make any significant impact on either growth or FDI-growth
relationship.
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ABSTRAITE

Cette étude explore I'impact des investissements directs étrangers (IDE) et de la
qualité des institutions sur la croissance économique des économies des Balkans
occidentaux - Albanie, Bosnie-Herzégovine, Monténégro, Macédoine du Nord
et Serbie. La sagesse conventionnelle veut que les IDE jouent un role important
dans le développement économique et que le développement institutionnel
puisse également affecter cette relation. En utilisant une analyse de données de
panel sur 20 ans (2000-2019) et contrairement a cette sagesse conventionnelle,
I'étude montre que les IDE ont un impact négatif significatif sur la croissance au
sein des pays de I'échantillon. Par ailleurs, les résultats indiquent que le
développement institutionnel a un role significativement négatif ou nul sur la
croissance directement. Les résultats dépendent de l'indicateur utilisé pour le
développement institutionnel. En outre, lorsque les mesures des IDE et du
développement institutionnel interagissent, les deux indicateurs deviennent non
significatifs, y compris leurs termes d'interaction. Cela peut s'expliquer par le
fait que les institutions dans les pays de I'échantillon sont a des niveaux de
développement faibles pour avoir un impact significatif sur la croissance ou sur
la relation IDE-croissance.

JEL classification: C23, E2, F21, F43, 043, P2

Keywords: institutional development, foreign direct investment, FDI, economic
growth, transition economies, Western Balkan.

1. INTRODUCTION

The Western Balkan region that encompasses Albania, Bosnia and
Herzegovina, Kosovo, Montenegro, North Macedonia, and Serbia has
been the central stage to several world affairs that sometimes changed the
global history. During the 1990’s period, the region faced several military
conflicts that, for several years, impacted the region’s development. Since
then, these countries have been moving to the market economy at a
languid pace. Although significant changes have been introduced within
the countries’ economic and political arena, they are far from meeting the
European Union’s (EU) standards to which the region aspires.
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Impacts of foreign direct investment (FDI) and institutional development
attracted significant attention among researchers. Depending on the
underlying conditions in a particular state, these variables may cast
different effects on economic growth. However, the overall impact of FDI
and institutional development is expected to be positive. In particular, it
is expected that FDI would lead to spillovers and technological innovation
of know-how to the less developed economies (Kisswani et al., 2015).
Thus, any type of FDI is generally welcomed, especially in the case of
transition economies such as those from the Western Balkans. The
significance of FDI is closely related to the development of financial
sectors and institutions, political stability, and the quality of human
capital. Perhaps among the main reasons for low levels of FDI inflow into
the Western Balkan region are the underdevelopment of financial sectors
and institutions.

As economic growth is affected by many factors, the same is true for FDI
inflows. According to Hunady and Orviska (2014), a country’s economic
openness, labor and firing costs, income level, public debt, and financial
and economic crisis significantly impact FDI. At the same time, the study
finds no significant effect of corporate tax rates on FDI. All these point to
the importance of institutional quality and effectiveness for the practical
impact of FDI on growth.

Being transition economies, the Western Balkan countries are
undertaking numerous institutional reforms. Over the years,
improvements have been made on this ground, but much needs to be done.
The region is ranked among the highest corrupted ones where the rule of
law is at its lowest. (Popovic et al., 2020). These factors affect the foreign
direct investment (FDI) inflows and economic growth of these countries.

The Western Balkans countries in particular and transition economies, in
general, are in dire need of FDI inflows that would support infrastructural
and other developmental projects that could boost economic growth. The
main objective of this study is to look at the effect of FDI and institutional
development on economic growth, focusing on the Western Balkans
countries. These countries are important for several reasons. First, due to
its strategic position within geopolitical and geoeconomic relations, the
region represents an overall threat to the stability of the EU and the wider
area. Functional and stable economies of the region would benefit the
stability of the EU as well. Second, the Western Balkan countries are
potential candidates for the EU enlargement agenda. Inheriting countries
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with weak institutions could lead to possible disagreement between the
EU member states and eventually the EU’s instability. Third, being
transition economies, the study provides an evaluation of the institutional
development of the region. This can also be seen as a success or a failure
of the EU, as the EU has played an active role in the region’s development
since the 1990s.

For this research, we will apply the pooled OLS and fixed-effects methods
developed by Driscoll-Kraay (1998). This method is the best suitable for
the sample where the period (T) is larger than group (N). By using
Driscoll-Kraay standard errors regression, we will be able to meet the
objective.

The rest of the paper is structured as follows. Section 2 provides a
literature review. Section 3 describes the data and methodology used,
while section 4 discusses empirical results. Finally, Section 5 offers
concluding remarks.

2. LITERATURE REVIEW

The relationship between economic growth and the level of FDI on one
side and institutional quality/development on the other has attracted
considerable attention among scholars, yet results are far from being
conclusive. In the following subsections, we are discussing these studies
and their findings briefly.

Over the years, the developed world attracted the majority of the
international FDI. However, in recent years this trend has been changing.
According to the World Investment Report (UNCTAD, 2019), the global
flows of FDI in 2018 decreased to $1.3 trillion (from $1.5 trillion in 2017)
with a fall of 13 percent, the lowest since the 2008 global financial crisis.
The inflows to developing countries have been steadily rising with an
annual 2 percent increase and have now reached a share of 54 percent of
the global FDI amount, an all-time high.

When it comes to empirical studies, the literature provides conflicting
results. For instance, Blomstoerm et al. (1992) found a positive
correlation between FDI inflows (measured as a percentage of GDP) and
GDP per capita across developed countries. They argue the countries with
higher per-capita income levels benefit from FDI inflows more than
countries with lower per capita income levels. According to them, local
businesses in developing countries are too far behind in technological and
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human capital levels, making them less competitive and less attractive to
large corporations. Similar findings are reported by Bengoa & Sanchez-
Robles (2003), Zhang (2001), Elboiashi (2015), and Borenstein (1998).
They emphasized how FDI inflows are highly significant for the economy
only if the host country meets minimum requirements of human capital
needed, i.e., that the economy is absorbent enough to use and efficiently
utilize the FDI.

In contrast to the above studies, some authors challenge the positive
impact of FDI on economic growth. For instance, FDI inflows may reduce
the labor productivity and local firms’ comparative advantages, as the
results show that firms not receiving FDI had better performance in
specific regional industries (Lutz & Talavera, 2004; Minovic et al., 2021).
Further, Anetor (2020) finds that FDI has a significantly negative impact,
while portfolio investment has a positive but insignificant effect on the
economic growth of sub-Saharan African (SSA) countries. In addition,
other studies show no significant impact of FDI on development either in
developed or developing economies (Carkovic & Levine, 2002), 17
transition economies of the Central and Eastern Europe region (Lyroudi
et al., 2004), as well as in the case of three different country groups2
(Angelopoulou & Liargovas, 2014) and the Western Balkan countries
(Estrin & Uvali¢, 2016).

Similarly, the literature on institutional development and economic
growth relationship attracted a lot of attention among researchers. The
literature’s most commonly used institutional development measures are
property rights, press freedom, bureaucratic procedures, democracy
levels, political stability, business environment indices, and others. While
research results are primarily straightforward, suggesting the positive
impact of a highly-developed institutional framework on economic
growth, many factors influence institutional development itself.
Consequently, Murtaza and Faridi (2016) find that efficient government
and functional democracy lead to institutional efficiency that eventually
lead to economic growth in the case of Pakistan. In the case of SSA
countries, institutional quality contributes to economic growth both
directly and indirectly through public debt (Sani et al., 2019). Similarly,
reviewing the literature over the 19922016 period, Urbano et al. (2019)

2 The three different groups are 27 EU, 16 EMU member states, and 18 transition
economies with an emphasis on different levels of economic integration within the
unions as well as across the states individually.
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claim that institutions contribute to economic growth through
entrepreneurship.

Controlling nations’ bureaucratic quality, property rights, and political
stability is crucial for economic growth and investment (Knack & Keefer,
1995). In line with that, corruption negatively impacts economic growth
(Easterly, 1999; Hakimi & Hamdi, 2017; Minovi¢ et al., 2021). Similarly,
the concentration of political authority in few hands within a society (an elite
segment with great political power, as is the case with the majority of the
Western Balkan countries) would lead to institutions and regulations that
benefit only a tiny proportion of the society (Nigar, 2015). Hence, this leads
to non-efficient resource allocation, directing them to the upper-income level
of society and hindering the economic growth prospects (Sonin, 2003; Nigar,
2015).

In this regard and based on the existing literature, both FDI and institutions
are necessary for economic growth. Improving overall institutional quality
would lead to better economic growth and FDI inflows (Van Bon, 2019;
Hayat, 2019; Raza et al., 2019). These results, however, are more evident for
the low and middle-income countries. As for the high-income countries, the
study found that FDI inflows slow down economic growth (Hayat, 2019).
Corruption — another proxy of institutional development — hinders the
economic growth of MENA countries by negatively affecting investment
and FDI inflows (Hakimi & Hamdi, 2017). Furthermore, Haini (2020) found
a positive and significant impact of the rule of law on economic growth, and
it plays a complementary role in financial development. The complementary
role of institutional quality is also found by Kutan et al. (2017), who detects
the positive impact of FDI inflows on growth.

In contrast, Agbloyor et al. (2016) found no impact of either FDI or
institutions on growth in SSA countries. The results also show that the effect
of FDI on growth is not affected by institutions. Also focusing on SSA,
Asamoah et al. (2019) found positive and negative impacts of institutional
quality and FDI on economic growth. On top of that, while positive on
growth, institutional quality hinders the positive effects of FDI and trade
openness on growth (Nguyen et al., 2018). It seems that the positive impact
of FDI on economic growth depends on the level (threshold ) of institutional
development (Jude & Levieuge, 2015; Trojette, 2016). Hence, before
attracting FDI, developing countries should enhance their institutional
quality.
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All in all, this study contributes to and fills in the gaps within the existing
literature on FDI-institutions-growth relationships in several ways. First,
the current literature on FDI-growth, institutions-growth, FDI-
institutions-growth relationships provides mixed results. Second, these
relationships have not been adequately addressed within the Western
Balkan countries. Only a few papers discuss this region that is
strategically very important for the overall stability of the EU and the
region. Furthermore, these countries are on the EU membership waiting
list, and this membership is subject to, among other things, countries’
institutional development that is currently not at the desired level. This
study represents an attempt to quantify the existing conditions of
institutions within the region and provide valuable recommendations to
policymakers. Third, the sample countries belong to the transition
economies group of countries undergoing structural changes moving from
a command economy to a market economy. As such, they belong to
developing economies. The existing literature indicates that the impact of
FDI and institutions on growth within those countries is different from
their impacts on the growth of developed, well-established market
economies. While a broader list of transition economies may provide
specific results due to heterogeneity, the Western Balkan countries share
many similarities that could provide meaningful insight into relationships
under investigation.

3. DATA AND METHODOLOGY
3.1 Model and Methods Used

Numerous estimation techniques have been used in the literature, from
the pooled OLS (POLS), the random effect (RE), the fixed effects (FE),
to the instrumental variable (IV) estimator, and the generalized methods
of moments (GMM) method. The GMM method is suitable for models
with a long (N) and a short (T). However, our sample consists of a short
(N) and a relatively long (T) as we have a panel consisting of only 5
countries and covering 20 years. Hence, we cannot use the GMM
technique.

The RE method assumes that each country in our sample has its error
term. For this method to work, these individual error terms are not to be
correlated with our explanatory variables. If this assumption is not valid,
the RE estimation results would be inconsistent and biased. In contrast,
the FE method, also known as the least squares dummy variable (LSDV),
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assumes different constants for each country in the sample (Asteriou et
al., 2005; Flannery & Hankins, 2013).

However, many panel data suffer from cross-sectional or ‘spatial’
dependence, as Driscoll and Kraay (1998) claimed. This is especially true
for macroeconomic studies with a non-random selection of groups (states,
countries, or industries) over time. These groups are ‘subject to both
observable and unobservable common disturbances.’ Failing to tackle the
issue of spatial dependence, standard techniques would produce
consistent parameters but with inconsistent standard errors (Driscoll &
Kraay, 1998; Hoechle, 2007). In other words, for standard errors in panel
data studies to be valid, cross-sectional individuals should be uncorrelated
(Vogelsang, 2012). Transforming the orthogonality conditions addresses
issues of spatial and temporal dependence. Even though the spatial
correlation consistent standard error estimator requires a large T, it is
found to provide superior results even in finite-samples with short T
compared to traditional techniques that do not cater to spatial dependence
(Driscoll & Kraay, 1998).

For this purpose, we use the STATA command ‘xtscc’ developed by
Hoechle (2007). It provides POLS and FE (within) estimates with Driscoll
and Kraay’s (1998) standard errors. The Hausman test (Hausman, 1978)
is used to choose between POLS and FE models. However, to get a robust
Hausman test in the case of spatial and temporal dependence, we follow
Hoechle (2007), who fits the auxiliary regression suggested by
Wooldridge (2002) with Driscoll and Kraay’s standard errors. The null
hypothesis of no FE, i.e., that E(a + ¢;|X;;) = 0 is tested. A significant
p-value (p<0.05) of the F stat from the test of y = 0 rejects the null and
supports FE. Otherwise, we should rely on the POLS estimator (see
Hoechle, 2007).

Thus, in line with Azam and Ahmed (2015), we use the following model
to estimate the impact of FDI and institutional development on economic
growth:

where for country i (the cross-sectional dimension) at time t (the time
dimension), Yit is the annual real per capita GDP growth rate, FDlI;t
represents FDI inflows, ID;: is a measure of institutional development, Xit
is a vector of all control variables, and &it is a random error term that
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captures all other variables. A similar model has been used by (Hayat,
2019; Trojette, 2016; Van Bon, 2019). Estimation using model (1) above
will show the effects of the FDI and institutional development on
economic growth in our sample countries.

Furthermore, to see whether the FDI-growth relationship depends on
institutional development, we introduce an interaction term to equation
(1) as presented in equation (2) below:

GDP;; = a + BFDI;, + 81Dy + 9(FDI; X ID;) + 60X + €3¢ 2)

where FDlIi; x IDj; represents the interaction variable. Other terms are as
defined earlier.

Having an interaction term in our dynamic panel data model will help us
evaluate the impact of the lagged value of growth, FDI, institutional
development, and our control variables on growth. At the same time, it
will help us evaluate the impact of institutional development on the FDI-
growth nexus. Finally, in line with Hayat (2019), we transform all
variables in natural logarithm form except GDP, FDI, and institutional
quality variables.

3.2 Data

To investigate the relationship between FDI and institutional
development on one and economic growth on the other side, the study
utilizes few panel data techniques on the Western Balkan countries —
Albania, Bosnia and Herzegovina, Montenegro, North Macedonia, and
Serbia.3 These economies are relatively small, developing, and
transitioning from planned/command to market economy.

In this regard, the study will use annual time series data of the selected
macroeconomic indicators. All data are sourced from the World Bank’s
database and cover the period of 2000-2019, making it a total of 20
years.4 As we are covering 20 years and 5 countries (cross-sectional
units), there should be 100 observations in total (20 x 5). However, as

% Although Croatia belongs to the Western Balkans, we excluded it from the sample as
she joined the EU on 1 July 2013. On the other hand, there are sufficient data for
Kosovo and thus we excluded Kosovo from the study as well.

4 We opt for this period due to the fact that majority of the Western Balkan countries
went through turbulent times during the ‘90s and it took some years for these countries
to get their economies back on track.
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several countries reported no data, each variable’s total number of
observations may not be the same. However, we are dealing with a
strongly balanced panel.

Following the existing literature, this study uses the real per capita GDP
growth (GDP) to measure economic growth. Several studies use different
FDI proxies. Still, the most common proxy for FDI is net FDI inflows as
a percentage of GDP. Institutional development is measured either by
overall institutional quality (control of corruption, political stability, and
the rule of law) from the Heritage Foundation (Prochazka & Cermékova,
2015) or by institutional development variable provided by the World
Governance Indicators (WGI) developed by Kaufmann et al. (2010).
Kaufmann et al. (2010) mention six indicators of institutional quality,
namely: estimates of control of corruption (CCE), government
effectiveness (GEE), political stability (PSE), regulatory quality (RQE),
the rule of law (RLE), and voice and accountability (VAE). These
indicators are measured on a scale from —2.5 to +2.5, where the largest
scale implies superior institutional quality and vice versa.

Following Buchanan et al. (2012), we consider all those indicators
individually to test their impact on growth and FDI-growth relationship.
We cannot use them jointly in a single equation as these indicators are
highly correlated (Globerman & Shapiro, 2002; Buchanan et al., 2012).
For this reason and in line with Knack and Keefer (1995), Globerman and
Shapiro (2002), Buchanan et al. (2012), and Sani et al. (2019), we use the
principal component analysis (PCA) to construct the institutional quality
(1Q) index based on those indicators.

As for control variables, we use several macroeconomic variables to
control their impacts on economic growth as the literature points out their
significance in determining economic growth. In particular, we use gross
capital formation (GCF) representing investment (lbrahim et al., 2017),
trade openness (TO), the labor force (LF) as measured by the total number
of the labor force, and inflation (I) (Beck et al., 2014; Bist, 2018; Ibrahim
et al., 2017; Sabir et al., 2019; Swamy & Dharani, 2019; Trojette, 2016).

Table 1 presents the descriptive statistics of the variables used in this
study. A significant variation of the real GDP per capita growth is evident
in Table 1, with mean and standard deviation being 3.7 percent and 2.7
percent, respectively. The lowest negative GDP per capita growth of —
5.99 percent is recorded in Montenegro and the highest, 9.31 percent, in



Journal of Economic Cooperation and Development 157

Albania. The same is true for FDI and institutional development as
measured by the Heritage Foundation. The FDI ranges from 0.54 percent
in North Macedonia to 37.27 percent of GDP in Montenegro. Institutional
development is lowest in Bosnia and Herzegovina and highest in North
Macedonia. A great deal of variation is detected in the case of inflation
that ranges from a minimum of -2.76 percent to a maximum of 86.83
percent. To take the logarithm, we add a constant number 3 to the inflation
rate. As described earlier, all institutional quality variables are in the -2.5
and 2.5 range.

Table 1: Descriptive Statistics

Variable Sign  Obs Mean Std. Dev. Min  Max
GDP per capita growth GDP 100 3.7 2.703 -5.997 9.311
(annual %)

FDI - net inflows (% of GDP) FDI 88  7.047 5.595 536  37.272

Institutional development ID 99  58.069 7.45 36.6 71.3
Institutional quality index 1Q 100 -.687 212 -1.382 -.303
Control of corruption: estimate CCE 100 -.404 .236 -1.177 .023
Government effectiveness: GEE 100 -.152 575 -96  2.766
estimate
Political stability: estimate PSE 100 -.247 428 -1.643 .816
Regulatory quality: estimate  RQE 100 -.018 .325 -.856 .885
Rule of law: estimate RLE 100 -.349 .294 -1.272 .335
Voice and accountability: VAE 100 .032 .187 -.638 .336
estimate
Gross capital formation (% of GCF 100 24.388 6.15 9.165 41.177
GDP)
Trade (% of GDP) TO 100 90.523 19.101  22.492 138.827
Labor force - total LF 100 1,406,622.993,922.8 231,38 3,354,61
2 4 7 5
Inflation - GDP deflator INF 100 6.281 12533 -2.758 86.826

(annual %)

4. ANALYSIS OF RESULTS

Table 2 provides the estimated results based on Eq (1) using the pooled
ordinary least square (POLS) and the fixed-effects (FE) estimators with
Driscoll-Kraay standard errors and various indicators for institutional
development. In particular, models (1) and (2) are using institutional
development (ID) proxy based on the Heritage Foundation data; models
(3) and (4) rely on the institutional quality (1Q) index constructed
applying PSA on six institutional quality indicators developed by
Kaufmann et al. (2010). Furthermore, each of these six indicators is used
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individually. Hence, control of corruption (CCE), government
effectiveness (GEE), political stability (PSE), regulatory quality (RQE),
rule of law (RLE), and voice and accountability (VAE) and used in
models (5) and (6), (7) and (8), (9) and (10), (11) and (12), (13) and (14),
and (15) and (16), respectively.

As pointed out in the previous section, we use the Hausman test, as
suggested by Hoechle (2007), to determine whether we should rely on FE
or POLS results. Based on this test, FE estimation results are preferred
except when ID is used in model (1), where we should rely on results
provided by the POLS estimator. Furthermore, the R2 results from Table
2 reveal that our models explain from 71.4 percent to 78.5 percent
variation in economic growth.

In general, our results indicate that FDI has a significantly negative impact
on economic growth in the selected Western Balkan countries. These
results align with results reported by Anetor (2020) and partially with
those of Lutz and Talavera (2004). As for institutional development, the
results are inconclusive and even conflicting depending on a proxy used.
ID, a proxy from the Heritage Foundation, reveals a significantly negative
impact of institutional development on economic growth. Having in mind
widespread corruption and overall (under)development of institutions in
our sample countries, this result comes as no surprise and support
arguments provided by Easterly (1999), Sonin (2003), Nigar (2015),
Hakimi and Hamdi (2017) and Minovi¢ et al. (2021). In other models, our
proxies for institutional development are either positive or negative but
insignificant in all relevant models, the finding in line with those of
Agbloyor et al. (2016).5

As for control variables, GCF is found to have a significantly positive
impact on growth in all models, which is not the case with other variables
(Anetor, 2020). In models (1) and (12), INF has a negative and significant
impact (Anetor, 2020), while the significantly positive effect of TO is
found only in the model (12) (Nigar, 2015). Finally, LF has an
insignificant impact on growth with positive and negative signs (Nigar,
2015).

In short, based on the estimation results from Table 2, we can conclude

5 Significantly negative impact is found in the case of regulatory quality estimate (RQE)
using POLS in model (11). However, based on the Hausman test, we should rely here
on FE estimation results from model (12).
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that FDI decreases economic growth significantly when it comes to the
Western Balkan countries. However, based on the majority results, we
find no direct impact of institutional development proxies on growth. This
could be attributed to deficient levels of institutional development (and
overwhelming corruption) within the sample countries. It is pointed in
previous studies that they need to reach certain levels to affect growth
after all (see Jude & Levieuge, 2015; Trojette, 2016).
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Now, we turn to Table 3 that provides results for Eq (2) that investigates
the impact of FDI and institutions on growth and whether the FDI-growth
relationship depends on levels of institutional development. Based on the
Hausman tests, the results based on FE estimations are preferred except
in models (1) and (7), where we should rely on POLS.

In general, introducing interaction terms in our models makes the majority
of our main variables insignificant. For instance, FDI has a significantly
negative impact, in line with our previous results, only in models (12) and
(14). In other models, we find it both positive and negative but
insignificant (Carkovic & Levine, 2002; Lyroudi et al., 2004,
Angelopoulou & Liargovas, 2014; Estrin & Uvali¢, 2016). Similarly, the
majority of institutional development coefficients are insignificant. The
significantly negative impact of institutions on growth is confirmed only
in the model (1). However, the results indicate no significant effect of
institution on FDI-growth relationship as interaction terms are statistically
insignificant. Similar results are reported by Agbloyor et al. (2016),
Asamoah et al. (2019), and Trojette (2016). It seems that both FDI and
institutions need to be developed further to affect economic growth
significantly. As pointed by Jude & Levieuge (2015) and Trojette (2016),
institutional development should reach a threshold to affect either growth
or FDI-growth relationship.

5. CONCLUSION

This study revisited the FDI-growth and institution-growth relationships,
focusing on five Western Balkan economies — Albania, Bosnia and
Herzegovina, Montenegro, North Macedonia, and Serbia. Moving from
the command to market economies, these countries underwent significant
economic, political, and social changes that led to structural and
institutional changes.

Focusing on the 2000-2019 period and utilizing the Driscoll-Kraay
standard errors regression, this study shows that FDI inflows have a
significantly negative impact on growth. The effect of institutional
development, on the other hand, is inconclusive. While the overall
institutional development proxy developed by the Heritage Foundation
reveals the same impact on growth as FDI, the other proxies are
predominantly insignificant. Furthermore, the interaction model indicates
that the effect of FDI is negative but insignificant, while the results for
institutional development remain the same. Nevertheless, all interaction
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terms are insignificant, showing that neither FDI nor institutional
development impacts economic growth. Hence, the overall
(under)development of institutions and pervasive corruption in our
sample countries could be the main reasons for the insignificant impact of
the institution on growth directly or indirectly via the FDI-growth
relationship.

Policymakers within the Western Balkan region, thus, should focus on
improving the overall quality of institutions on one side and
implementation of effective anti-corruption policies that would curb
corruption on the other. Furthermore, the policymakers should find out
the reasons behind the negative impact of the existing FDI on economic
growth to reverse the situation. At the same time, the EU policymakers
should put more pressure on the regional governments to develop and
implement effective structural changes that would promote institutional
development and restrain corruption activities. Without joint efforts by
the domestic and EU policymakers, the Western Balkan region will still
be lagging behind the EU member states and continue to attract less and
less FDI inflows for its development projects.
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