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Introduction 

This paper examines the relationship between foreign direct investment (FDI) and the 

rule of law. FDI measures investments made by a firm or individual in a foreign country. While 

FDI is measured in dollars invested1, its impact is broader. The most obvious benefit of FDI is 

the additional foreign capital it provides to a given country. Studies further show, however, that 

FDI often involves the transferring of production technologies and skills as well as management 

practices which can have spillage into the broader domestic markets. Over time, FDI can 

therefore impact not only economic conditions, but lead to increase liberalizing of societies and 

governments. The factors that effect FDI are therefore worthy of analysis. 

In the United States, we have Uniform Law Commission which creates and advocates for the 

passage of uniform laws throughout the states to foster the consistent application of business 

laws. This reliability is believed to reduce the costs of investing throughout the country – by 

increasing confidence and decreasing risk of the unknowns. Businesses can invest across state 

lines with confidence. 

From this concept, we turn to the ‘rule of law’. The general idea of a ‘rule of law’ index is to 

measure the confidence that a country or state will follow its law fairly, and in the case of 

businesses, respect contractual rights.2 In theory, the less reliable courts are, the more risk in a 

 
1 The statistics on FDI measure the net results of capital transactions' credits less debits between 

direct investors and their foreign affiliates. 
2 “Rule of Law captures perceptions of the extent to which agents have confidence in and abide by 

the rules of society, and in particular the quality of contract enforcement, property rights, the 

police, and the courts, as well as the likelihood of crime and violence. Estimate gives the country's 

score on the aggregate indicator, in units of a standard normal distribution, i.e. ranging from 
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transaction, and therefore the higher costs associated with that transaction. The data should 

therefore show rule of law as a predictive factor for FDI. 

Data 

The World Bank maintains data on FDI and a host of other factors which may affect FDI. 

While there are competing metrics for measuring ‘rule of law’, the World Bank has developed 

its own rule of law index, in addition to similar indexes for regulatory quality, corruption 

control, and political stability. While these are not direct substitutes, there would likely be 

overcontrolling in using all these metrics. 

In addition to this information, factors such as tax rates and population should play a role 

in determining FDI. Useful measurements of population also include male population, 

education levels, and population under 65. The World Bank provides useful data in all of 

these areas.3 Below is a summary of the data. 

 

 

Figure 2.1 Summary statistics for Regulatory Quality, Rule of Law, Corruption Control, Political 

Stability, FDI, Population over 65, Female Population, Male Population, and Population Under 

 

approximately -2.5 to 2.5.” World Bank https://datacatalog.worldbank.org/rule-law-

estimate#:~:text=Rule%20of%20Law%20captures%20perceptions,likelihood%20of%20crime%20and%0

violence. 
3 The World Bank provides total population and population over 65. Some basic arithmetic was 

therefore needed to calculate populations under 65. 

https://datacatalog.worldbank.org/rule-law-
https://datacatalog.worldbank.org/rule-law-
https://datacatalog.worldbank.org/rule-law-estimate#%3A~%3Atext%3DRule%20of%20Law%20captures%20perceptions%2Clikelihood%20of%20crime%20and%20violence
https://datacatalog.worldbank.org/rule-law-estimate#%3A~%3Atext%3DRule%20of%20Law%20captures%20perceptions%2Clikelihood%20of%20crime%20and%20violence
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65, and Corporate Taxes. 

Because the ‘Rule of Law’ index has a very small range, approximately -2.35 to 2.022, 

whereas the FDI measurement has a massive range of billions of dollars, a direct scatterplot 

between the two variables has little value. Using ln(FDI} however, provides some level of 

insight. Figure 2.1 demonstrates the positive relationship.  

Figure 2.2 Scatterplot of relationship between Rule of Law Index and ln(FDI). 
 

Methodology 

While the direct relationship between the Rule of Law Index and FDI is clearly 

positive, it does not account of other important factors. Intuition tells us that population and 

tax rates are likely relevant factors. Data for these factors are therefore included in the 

regression analysis. Because the study looks at FDI in a broad sense, however, there are 

important bilateral considerations that might nonetheless cause bias. There are concentrations 

of wealth in the global economy which exist in specific countries or regions. The public 

polities of these countries could impact where its citizens invest. By way of example, 

escalating tensions between the United States and People’s Republic of China (China) would 
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impact not only FDI between those countries but have spillover effects in other countries and 

regions. While this type of bias is probably not significant at any given time, when massive 

economies like the United States and China take antagonistic positions in the long-term, the 

bias would become more significant and harder to estimate. 

Results 

Regressing FDI on the Rule of Law Index, Total Population, and Tax Rates on Profits 

returns the results listed in figure 3.1. 

 

Figure 3.1 Regression results of FDI on Rule of Law, Total Population, and Corporate Taxes. 

 

     The regression results show that population and rule of law are both important characteristics 

for attracting FDI.4 According to the regression, as the population increases by 1 person, we see 

a corresponding increase in FDI of $100. Accordingly, an increase of 1 million people would 

correspond with an increase of FDI of $100 million.  

In interpreting the impact of a unit increase in the Rule of Law Index, it’s important to 

recall that the range in the index is approximately -2.35 to 2.022. For that reason, a one-unit 

increase is a large amount (going from -2 to -1 is a jump in the range of 25%). Moreover, over 

65% of countries have a score ranging from -1 to 1, and nearly 86% of counties fall between -1.5 

 
4 Unfortunately, there isn’t enough statistical significance to tell us much about the impact of taxes. 
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and 1.5. Thus, Considering the data shows a market of nearly $1.6 trillion in FDI, a one-unit 

increase would correspond with a $8.33 billion increase in FDI. This one-unit increase would 

likely be a significant rise in the relative rankings. 

Running the regression using ln(FDI) and ln(Total Population) provides additional 

clarity. Figure 3.2 shows that a one-unit change in the Rule of Law Index corresponds to a 

134% increase in the FDI. Separately, a 1% increase in population corresponds to a 0.8% 

increase in FDI. 

 
Figure 3.2 Regression results of ln(FDI) on Rule of Law, ln(Total Population), and Corporate Taxes. 

Conclusion 

Without accounting for geopolitical factors, there is statistical significance to state that 

the rule of law matters for purposes of attracting FDI. That said, population clearly matters. 

When considering the amount of FDI in China, population seems to outweigh the need for a 

high level of confidence in the rule of law. Access to the massive and growing Chinese middle 

class drives those economic decisions. But apart from places with massive populations, the rule 

of law plays a critical role. Increasing the reliability of the rule of law via the enforceability of 

contracts and confidence in judicial systems are essential to attracting business investment- 

fueling future growth and prosperity.  


