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Article History: Abstract. Foreign direct investment (FDI) legislation plays a crucial role in fetching foreign in-
vestments. The objective of this study is to measure the impact of FDI on the Western Balkans 
countries (WBCs) and interpret the FDI law in the said countries. A panel data was obtained 
from the World Bank Indicators in order to conduct an empirical investigation. The sample is 
spread over twenty-eight years from 1995 to 2022. For econometric analysis, the study uses 
pooled ordinary least square (OLS), fixed effect (FE), random effect (RE), and Hausman test. The 
study also uses the Breuch and Pagan Lagrangian Multiplier test for Random Effect, the test for 
parameter constancy, the modified Wald test for groupwise heteroskedasticity, the Wooldridge 
test for autocorrelation, the test for serial correlation in residuals, and a test for normality. 
After a detailed analysis, the study concludes that FDI has a positive impact on the economic 
growth of WBCs. The study suggests that enforcing the rule of law on FDI will reduce the 
corruption index and create a favourable environment for WBCs to attract foreign investment.
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1. Introduction

Foreign direct investment is a crucial for sustain economic growth and development. It is a 
type of investment made with the intention of earning long-term ownership in firms based 
outside the investor’s home country (Islam & Beloucif, 2024). 

Foreign direct investment (FDI) is considered a very important source of capital for de-
veloping countries (Opeyemi, 2020). FDI is considered a crucial factor for the opportunity to 
bring new knowledge and increase the productivity through new strategies in the case of 
the developing countries (Saidi & Ochi, 2023). The FDI is very important factor for innovation 
and new entries of technologies in the host countries (Kaddouri & Benelbar, 2024). Alongside 
the developing nations should take into account the innovation, especially those looking for 
opportunities in FDI (Tu, 2024). 
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In an effort to stimulate economic growth (ECG), all over the world nations have opened 
up their economies by creating advantageous circumstances to attract foreign investment, 
claim Mensah et al. (2024). Many economies have long sought to increase FDI particularly in 
emerging nations. Growth and income-related benefits have typically served as the founda-
tion for the justification for FDI (Abor et al., 2024). 

According to Ahn et al. (2023) a large number of the developing countries depend on 
foreign investors. Pollan (2006) shows the complexity of FDI in a globalized world. There also 
are changes in the legal frameworks of FDI in almost all countries at the past decade. Histori-
cally, WBCs have had legacy economies with numerous problems at the economic, political, 
law enforcement and judiciary levels. As a result, foreign capital is becoming increasingly at-
tractive in compared to Balkan nations. The security of foreign capital is greatly influenced by 
the law and how it is applied; in this instance, it also has a major effect on the attraction of 
FDIs and ECG. Laws and regulations are important to attract FDI since it ensures control over 
the inflow of capital investment and contributes positively to ECG (Jasoum et al., 2021). The 
rule of law positively influences FDI; an open government, effective regulation enforcement, 
and absence of corruption are the key elements of the rule of law that favor FDI (Zhang & 
Liu, 2021). 

Staats and Biglaiser (2012) stated that the key factors influencing FDI include the law en-
forcement. Perry (2000) finds that solid legal frameworks are not the only factors influencing 
FDI; political stability and ECG are two other important variables. 

Ahlquist and Prakash (2010) point out the incentives that may actually determine the 
formal contractual setting. Their analysis highlights the importance of governance reforms 
for investment environments by explaining how the presence of institution safeguards and 
the reliability of contract administration may either induce or deter international investors.

According to Bauerle Danzman (2016), depending on the parties and the nature of the 
contracts, investment treaties have different effects on FDI. Furthermore, a persistent chal-
lenge to attracting FDI in developing countries is the weak enforcement of binding contracts, 
which undermines investor confidence and the effectiveness of such treaties.

FDI has a positive impact on both the microeconomic and macroeconomic levels for host 
countries (Nistor, 2024). Regarding Du (2024) the International Investment law mandates 
states to provide specific protection standards to foreign investors and establish dispute 
settlement mechanisms for their enforcement.

In this context, the function of FDI laws becomes particularly important for WBCs, whose 
entry into the global economy greatly depends on their ability to draw in and control FDI in 
order to promote stability and economic prosperity.

1.1. FDI law in the case of WBCs

The rules governing FDI in WBCs, such as Kosovo, North Macedonia, Montenegro, Albania, 
Bosnia, Serbia, and Herzegovina are presented in this section. All WB nations enforce the law 
on FDI, even in tiny nations; but, given EU regulations, much more has to be done to uphold 
the law and make the region more appealing to FDI.

The Law on Foreign Investments was approved by the Assembly of the Republic of Kosovo 
in accordance with Article 65 (1) of the Constitution of the Republic of Kosovo (Law No. 04/L-
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220) (The Assembly of the Republic of Kosovo, 2014). The present law regulates the protec-
tion, encouragement, and promotion of foreign investments in the Republic of Kosovo by 
setting out the basic rights and guarantees of foreign investors regarding the protection of 
their investments and being treated fairly in accordance with recognized international best 
practices and standards (Law No. 04/L-220 on Foreign Investments) (The Assembly of the 
Republic of Kosovo, 2013).

The goal of FDI law in North Macedonia is to encourage, draw in, and establish the 
framework for executing strategic investments. Enhanced ECG, employment, and use of new 
inventions and technology; more competitive economic prospects; a rise in exports; a de-
crease in the trade deficit; and an improvement in the standard of living and well-being of the 
populace (Law on Strategic Investments in the Republic of North Macedonia) (The Assembly 
of the Republic of Northern Macedonia, 2020).

The legal framework of North Macedonia is comprised of the following laws: the law on 
investments, the law on technological industrial development zones (free economic zones), 
the law on trade companies, securities, profit taxation, customs, value-added tax (VAT), trade, 
acquisition of shareholding companies, payment operations, foreign exchange operations, 
foreign loan relations, privatization of investment funds, state-owned capital, labor, banking, 
and financial discipline (U.S. Department of State, 2023b). 

The Law on Foreign Trade, the Law on Investments, the Law on Foreign Exchange Opera-
tions, the Law on Registration of Commercial Entities, the Law on Markets of Securities and 
other Financial Instruments, the Law on Banks and Other Financial Institutions, the Law on 
Construction and Planning, the Company Law on Financial Leasing, the Law on Concessions, 
and the Regulations on Conditions for Establishing and Operating Foreign Representative 
Offices in Serbia are among the laws governing foreign companies, business activities, and 
foreign investment in Serbia. Other relevant laws are those on income tax, value-added tax, 
corporate profit tax, real estate tax, and mandatory social contributions (U.S. Department 
of State, 2023a). In addition, Montenegro has enacted more than 20 other business-related 
regulations that conform to EU norms.

The country has also made great strides toward modernizing its investment-related laws 
to meet international standards and setting up the institutions required to draw foreign 
capital. However, much as in other transitioning nations, there still needs to be more uneven 
and lax application and enforcement of the law. Thus, in the case of Montenegro, 100% of a 
local firm may be owned by foreign corporations, and they are free to repatriate their profits 
and dividends. Moreover, there is no foreign investment screening in Montenegro. However, 
barriers to FDIs include organized crime, corruption, the politicization of justice, an imprecise 
and untrustworthy land register, and a slow bureaucracy (Lloyds Bank, 2024).

In the case of the Bosnia and Herzegovina Law on Foreign Investment of Federation B&H, 
(No. 61/01) and two Laws on Changes and Amendments of the Law on Foreign Investments 
(No. 50/03 and 77/15), (Law on Foreign Investments of the Federation of Bosnia and Herze-
govina, 2001) which are also based on the official report of the United States (U.S. Depart-
ment of State, 2021) it is stated that Bosnia and Herzegovina have difficulty luring in outside 
capital. Investment is discouraged by convoluted labor and pension regulations, a fragmented 
economy, and insufficient legal and regulatory safeguards. Bosnia and Herzegovina (hence-
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forth referred to as “the state”) is split into two “entities,” the Republika Srpska (RS) and the 
Federation of BiH (the Federation), under the BiH constitution, which was formed via the 
Dayton Accords that ended the 1990s conflict.

In Albania’s case, the legal framework of Albania is aligned with international standards 
to protect and encourage the foreign investments. It also does not discriminate the foreign 
investors. The specific protections for foreign investors are outlined by the Law on Foreign 
Investments of 1993 that also allows 100% foreign ownership of companies in a few sectors. 

Despite multiple extensions to its December 2018 deadline, the Law on Strategic Invest-
ments, which was adopted in 2015 and aimed to encourage both foreign and domestic in-
vestments in strategic areas, failed to draw in substantial foreign investments. Until December 
2023, the law will remain in effect. Domestic investors dominate the roughly 50 approved 
projects, the most of which are in the tourism industry (U.S. Department of State, 2023c).

The main aim of this study is to investigate the relationship between foreign direct in-
vestment (FDI) impact on the economic growth in the case of the Western Balkan countries. 
The study further interprets the FDI Law enforcement towards attractiveness of the FDI in the 
case of developing countries.

1.2. Research objectives

1. To interpret the FDI legal framework in WBCs.
2. To analyze the trend of FDIs in the respective countries for the period 1995–2022.
3. Estimating the impact of FDI on economic growth in WBCs.

1.3. Research questions

1. Has the legal framework of FDI changed within the period under review in the case 
of WBCs?

2. What are the reasons for the decline of FDIs in the case of WBCs?
3. Does political instability affect the withdrawal of foreign capital in the respective states 

under analysis?
On the basis of the main aim of this study and the literature review presented in this sec-

tion, the following hypothesis is proposed:

H1: FDI positively impacts the economies of six WBCs.

H2: Savings, employment, and Gross Fixed Capital Formation (GFCF) positively impact the 
economic growth of WBCs.

H3: Inflation, corruption, and unemployment negatively impact the economic growth of 
WBCs.

The significance of this study is large because it depicts the law that governs FDI in 
WBCs, estimating the impact of FDI on the economic growth of Western Balkan countries. 
It is important for the period under investigation as the period under investigation is long 
period including 1995–2022 and the methodology used is panel data estimation techniques.
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1.4. Structure of the study
This study is organized in the following sequence: the Section 1 presents the scope of the 
study, its importance, and its contribution. Section 2 is the literature review. Section 3 dis-
cusses the methodology of research, the data, and the source. Section 4 present the results 
of the study, while Section 5 presents the conclusions.

2. Literature review

The researcher’s interest in FDI and its impact on sustainability and ECG is great. Various stud-
ies have analysed the impact of FDI on the importance it holds for ECG. In research regarding 
the relationship between ECG and FDI, there are many factors considered. 

Shah et al. (2023) find that unfavorable FDI influx increases waste production. However, 
FDI’s influence is less significant than that of industrialization and ECG. Pegkas (2015) investi-
gate the link between of FDI and ECG Eurozone for 2002–2012 using panel data techniques. 
It concludes that FDI and ECG are positively cointegrated in long-term. The GDP elasticity 
concerning FDI is calculated via the fully modified dynamic OLS (DOLS) and OLS (FMOLS) 
techniques, which are 0.147% and 0.054%, respectively. The results signify a favourable impact 
of FDI stock on ECG in Eurozone members states.

Ciobanu (2020) conducted an empirical investigation on the impact of FDI on ECG and the 
causality between GDP, labour force participation, trade openness, and FDI in Romania. By 
using the estimation of ARDL to analyze the long-run relationship between FDI, trade, labor, 
and ECG, the study deduces that the labor force, trade openness, and FDI are the significant 
determinants of Romania’s long-run ECG. Furthermore, increasing GDP, exports, imports, and 
the labor force support long-run FDI.

The relationship between FDI and economic growth is also investigated by Abbes et al. 
(2015) and find out that the labor force, trade openness, and FDI are the significant deter-
minants of Romania’s long-run ECG. Kurtishi-Kastrati (2013) explores the influence of foreign 
direct investment (FDI) on economic growth, highlighting key theories and empirical research 
on this relationship.

Foreign Direct investment and economic growth relationship is also studied by Basu et al. 
(2003) in case of developing countries. The study comes in conclusion that for more open 
economies, the cointegrating vectors show a bidirectional causal relationship between GDP 
and FDI, suggesting that FDI and growth are not equally reinforcing under investment restric-
tions and trade.

Sağlam (2017) investigate the relationship between economic development and FDI using 
data from 14 European transition economies for period 1995–2014. According to the study’s 
results, the series shows heterogeneity and cross-sectional dependence. The results reveal 
that, contrary to theory, FDI have a negative impact on ECG in European transition countries, 
whereas control factors have a favorable effect. Asghar et al. (2011) finds cointegrated rela-
tionship between FDI and economic growth in the case of Asian countries.

Jun (2015) uses modern panel cointegration testing and estimation approaches to mea-
sure FDI’s impact on production growth in the case of the South Asian nations. The study uses 
panel data including into analysis eight South Asian Association for Regional Cooperation 
(SAARC) for period 1960–2013. The study concludes that government consumption, financial 
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development, human capital, and FDI are the regressors that have the biggest beneficial 
effects on output growth.

Acar and Çelik (2020) investigate the relationship between ECG and technology transfer in 
ten Eurasian countries using panel data analysis. The study uses as variables the gross domes-
tic product, foreign direct investment and the current balance account for period 2000–2018.
The study suggests that gross domestic product and current balances account are related to 
foreign direct investments causally. FDI, reduces carbon emission and also aids in transferring 
greener technology across the nations of SAARC along with the rise in population density and 
consumption of energy (Yousaf et al., 2016). In the case of developing countries, the impact 
of foreign direct investments varies and it is more effective in open economies (Nair-Reichert 
& Weinhold, 2001).

2.1. Empirical literature review in the case of WBCs

Research into the relationship between foreign direct investment and its impact on economic 
growth, including the force of law in attracting foreign investment, is the subject of a consid-
erable number of empirical studies that use different variables, data, and empirical models for 
their analysis. In order to highlight any gaps and provide a foundation for our examination 
of the WBCs, this section summarizes the key conclusions from these studies Ercegovac and 
Beker Pucar (2022) estimate the correlation between Greenfield FDI and GDP in the case of 
WBCs. To highlight the importance of FDI for sustainable economic development, this study 
compared the WBCs in the Visegrad States. The period under investigation used was from 
2003–2020. In order to attract FDI, the study further suggests that governments address addi-
tional enhancements to the integrity of public institutions and establish conducive investment 
environments. Malovic et al. (2018) examine the characteristics of FDI inflow in WBCs for 
period 2004–2014. The study econometric tests suggest that, in contrast to popular belief, 
FDI inflows have, at most, no effect or, in fact, a statistically significant negative effect on the 
growth rates of GDP and GNP (cumulatively) in the case of WBCs.

Redzepagić and Richet (2008) reported that the dynamic nature of developing countries, 
such as WBCs, can result in swift fluctuations in investment conditions and costs. 

Estrin and Uvalić (2016) point out the impact of FDI on economic growth in the case of the 
Western Balkan highlighting different factors as a basis for limited impact of FDI on economic 
growth such as economic and political and further concludes that that these factors are cru-
cial for their prolonged economic transition. Western Balkan countries because of their more 
open external positions and propensity to provide information, are transparent to FDI from 
abroad; however, they are not as likely to be apprehensive about privatization, institutional 
reform, and bank sector dominance as would Central and Eastern European countries (Botrić, 
2010). Bucevska and Naumoski (2023) highlighted in their study that the South East European 
Countries depends on FDI and remittances and consider them as external financing sources. 
On the other hand Rahman and Alan (2021) suggests that all economies require policies that 
reduce trade disputes, optimize energy use, foster human capital formation, and encourage 
appropriate foreign direct investment.

In addition to this, Perić and Stanišić (2020) carried out another research which clarified 
the importance of FDI in WBCs based on employment. For this purpose, this study analyzes 
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the potential impacts of FDI from 2003 to 2017 over the employment rate and average net 
incomes in WBCs. Moreover, this research found that, in case of the WBCs, the inflows of FDI 
positively affected the employment rate and average net incomes.

Ganić and Mamuti (2016) find that WBCs are in the early stages of financial integration; 
portfolio investments are less volatile than the ratios of loans to GDP and FDI flows to GDP. 
Another study by Krasniqi et al. (2022) stated that policymakers in the case of WBCs should 
focus primarily on fostering backward spillovers by facilitating connections between local 
small and medium–sized enterprise (SME) supplier firms and the recently arrived multinational 
corporations embedded into global value chains to continue benefiting from the success of 
trade liberalization and FDI.

Savićević and Kostić (2020) analyze the effects of FDI inflows on exports in WBCs and 
some Central and Eastern European nations with comparable political and economic histories. 
These nations served as the foundation for analyzing and contrasting data about the WBCs. 
The study used fixed effect estimation and concluded that FDI has a statistically significant 
beneficial effect on the export development of WBCs. Merko and Muço (2020) find that 
increased FDI net inflows in WBCs result from lower corporate tax rates, lower total tax and 
contribution rates, higher real GDP rates, and higher tax income. 

Table 1. Empirical evidence in the case of the WBCs (source: the data in the table are based on 
literature analysis from multiple sources)

Nr. Author/year Method Findings

2 Topi and 
Xhepa (2023)

Least squares (GLS) 
method

High-quality institutions are crucial for determining 
ECG and drawing in FDI

3 Ercegovac and 
Beker Pucar 
(2022)

Pearson correlation,
Descriptive statistics

Enhancements to public institutions’ quality and the 
development of welcoming investment environments 
to draw in FDI

4 Ziberi and Alili 
(2021)

Panel data techniques In recent years, WBCs have seen declines in FDI 
overall as well as in technology and expertise, which 
are thought to be the primary avenues via which FDI 
positively impact the economic growth in the case of 
Western Balkan Countries

5 Shkodra et al. 
(2021)

Fixed effects 
Random effects
Linear regression
Poled data (GLS)

GDP growth is significantly impacted by FDI

6 Topalli et al. 
(2021)

Panel estimation 
techniques 

FDI has significantly reduced poverty in WBCs

7 Minović et al. 
(2020) 

Panel methodologies 
(unit root testing and 
causality)

In the case of WBCs, FDI is influenced by political 
stability, law, and corruption

8 Sucubasi et al. 
(2021) 

Panel data analysis FDI and ECG positively impact domestic investments 
in WBCs

9 Pavlović et al. 
(2021)

Polynomial regression FDI and ECG verified the pollution haven theory

10 Svrtinov et al. 
(2017)

Linear mixed-effects 
models (LMMS) 

FDI and GDP, employment, and exports have a 
moderate relationship, but in practically all WBCs, 
there is a significant correlation with current account 
deficits



8 X. Ibraimi et al. Foreign direct investment legislation and economic growth in Western Balkan countries ...

Each author’s methods and key conclusions are given in the above Table 1, showcasing 
the various ways they approached the subject and the outcomes that added to the body of 
existing knowledge.

3. Methodology

This section presents the research methodology, research methods and data used. A broad 
literature is used mainly about the laws of FDIs in the case of WBCs. Because of their pro-
tracted periods of transition and desire to join the European Union, WBCs have been selected 
as the study’s focus. Even if they offer a favorable business climate, developing nations lack 
the rule of law which makes it challenging to attract FDI. Accordingly, to our study, most 
studies have been conducted about WBCs using small panel data as the result of the valid-
ity of data. For panel data analysis, these studies usually employ econometric models such 
Hausman-Taylor techniques, fixed effects, and random effects, which offer insights into the 
region’s potential and limitations (Fetai et al., 2016; Ziberi & Alili, 2021; Trpeski et al., 2021; 
Domazet & Marjanovic, 2017; Topxhiu & Radoniqi, 2018).

Most of the studies to date have usually used econometric models for panel data analysis, 
including pooled OLS, fixed effects (FE), random effects (RE), and Hausman-Taylor, to shed 
light on the region’s potential and limitations. Following a broadly international literature 
review presented in the above section, the study raised the research objectives and questions 
and developed the study’s hypotheses. 

Using panel data and relevant literature on FDI law and its effects on ECG, this paper 
develops an econometric model. The data used cover the period of 1995–2022 and are 
obtained from the World Bank Indicators including into analysis the WBCs such as: Kosovo, 
North Macedonia, Albania, Montenegro, Bosnia, Herzegovina and Serbia.

To estimate the impact of FDI on ECG, this study uses empirical estimation for panel data. 
The econometric techniques used for panel data that are generally used and adopted in this 
study are pooled OLS, fixed effects, random effects, and the Hausman test. To measure the 
validity of the estimated panel data econometric models, several diagnostic panel data tests 
are also used. The study also uses tests for panel data, such as the Breusch and Pagan La-
grangian multiplier test for random effects, test of parameter constancy, modified Wald test 
for groupwise heteroskedasticity, Wooldridge test for autocorrelation in panel data, test for 
serial correlation in residuals, test for significance of fixed effects, skewness/kurtosis tests for 
normality and other panel data estimation tests.

3.1. Econometric model specification

 = + +0 1 ,it it itX e b b   (1)

where – Y is the dependent variable in our model, GDP; i is the country in our case of analysis 
refers to the 6 WBCs, including Kosovo, North Macedonia, Albania, Montenegro, Bosnia and 
Hercegovina and Serbia; t – mean time period; thus, in our case of analysis, the time period 
under investigation is 1995–2022; b0, b1 mean parameters; X represents the independent 
variable in our model.
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The independent variables used are as follows:
1. FDI,
2. Inflation,
3. Employment,
4. Unemployment,
5. Savings,
6. GFCF and 
7. Corruption – corrind.
Hausman-Taylor:

 = +   .it it itx b    (2)

Fixed effects and random effects:

 = + + + + +1   1 2   2 1   1 2   2    .     it i i i i i itx x Z Z c b b      (3)

The econometric results obtained with Stata are presented in the following section, fol-
lowed by a proper discussion of the tables.

4. Results

This section presents the econometric results obtained from the pooled OLS, fixed effect 
estimation, and random effect estimation. It follows with descriptive statistics, a correlation 
matrix, and econometric tests for panel models, specifically the Hausman test results, as the 
Hausman test is usually used in panels to distinguish the appropriate model for hypothesis 
testing.

Table 2. Descriptive statistics (source: authors’ contribution)

Variables N mean sd min max

Id 168 3.5 1.713 1 6
Year 168 2,009 8.102 1,995 2,022
Gdp 150 4.388 8.639 –15.31 88.96
Fdi 112 5.045 2.817 0.0622 12.66
Corrind 66 38.71 3.862 31 46
Savings 145 3.744 8.707 –25.47 20.5
GFCF 130 5.655 13.9 –28.9 79.78
Employment 157 47.21 9.61 22.49 62.26
Unemployment 158 23.44 9.47 9.01 57
Inflation 128 7.251 15.82 –2.41 95.6
_est_fe 168 0.238 0.427 0 1
_est_re 168 0.238 0.427 0 1
Residuals 40 2.62 1.967 –2.531 5.889
Number of ID 5 5 5 5 5
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Table 2 presents the descriptive statistics of the variables used in the panel data estimation 
techniques. The table presents the ID, which represents the country. In our case of analysis, 
we have six IDs for each WBCs used as a sample. The variable year presents the period under 
investigation in our case, 1995–2022. The variables included in the analysis are GDP, FDI, cor-
ruption, savings, GFCF, employment, unemployment and inflation. The minimum number of 
cases present is one, and the maximum is 6; thus, the total number of observations is 168.

Table 3. Econometric results, pooled OLS, fixed effect, random effect (source: authors’ contribution)

Variables Pooled OLS Fixed effect Random effect

FDI 0.803*** 0.522* 0.803***
–0.238 –0.262 –0.238

Corruption 0.0863 0.103 0.0863
–0.136 –0.146 –0.136

Savings 0.178** 0.480*** 0.178**
–0.082 –0.16 –0.082

GFCF 0.160*** 0.137*** 0.160***
–0.0535 –0.0481 –0.0535

Employment –0.117* 0.527** –0.117*
–0.0653 –0.233 –0.0653

Unemployment 0.123 0.731*** 0.123
–0.111 –0.227 –0.111

Inflation 0.0631 0.00738 0.0631
–0.157 –0.157 –0.157

Constant –4.453 –49.16*** –4.453
–6.13 –14.43 –6.13

Observations 40 40 40
R-squared 0.605
Number of id 5 5 5
Fixed effect YES NO
Random effect  NO YES

Note: Robust standard errors in parentheses *** p < 0.1, ** p < 0.1, * p < 0.1.

Table 3 presents the findings obtained from the econometric models for the panel data. 
The models used in this study are pooled OLS, fixed effect and random effect. On the basis 
of the results obtained from the Hausman test (prob > chi2 = 0.03), the fixed effect model 
was chosen as the appropriate model in the study circumstances.

On the basis of the fixed effect estimation results (also see Appendix, Table A1), the 
model’s significant variables that meet the p-value less than condition of alpha level less than 
0.05 are: The variable FDI, with a p-value of 0.05 and a beta coefficient of 0.52. The variable 
Savings has a p-value of 0.006 and a beta coefficient of 0.49. GFCF has a p-value of 0.008 and 
a beta coefficient of 0.14, employment has a p-value of 0.03 and a beta coefficient of 0.53. 
Unemployment has a p-value of 0.00 and a beta coefficient of 0.73.
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The variables that are not significant are corruption and inflation. Thus, we do not discuss 
these variables further in our analysis, as they are not important in our model estimation.

The Breusch and Pagan Lagrangian multiplier test for random effects (also see Appendix, 
Table A2, resulted in chibar2(01) = 0.00, Prob > chibar2 = 1.0000. Test of parameter constancy: 
chi2(16) = 86.24, Prob > chi2 = 0.0000. The modified Wald test for groupwise heteroskedas-
ticity in the fixed effect regression model H0: sigma(i)^2 = sigma^2 for all I chi2 (5) = 3.00 
resulted in Prob > chi2 = 0.7007. Wooldridge test for autocorrelation in panel data H0: no 
first-order autocorrelation F (1,3) = 0.435 resulted in Prob > F = 0.5566. Skewness/kurtosis 
tests for normality resulted in Prob > chi2 0.6349.

In our analysis, the number of observations was small even though the panel covers the 
period 1995–2022 and considers six WBCs. The small number of observations results from 
a lack of data during the investigation period for some variables included in the analysis.

Table 4. Correlation matrix (source: authors’ contribution)

Variables 1 2 3 4 5 6 7 8 9 10

1 1
2 0.013 1
3 –0.148 0.203 1
4 –0.25 0.26 0.263 1
5 0.567 –0.176 –0.07 –0.361 1
6 0.274 0.569 0.049 0.121 0.117 1
7 0.195 0.285 0.48 0.053 0.196 0.152 1
8 0.182 0.401 –0.188 0.446 0.191 0.634 0.026 1
9 –0.107 –0.639 0.048 –0.675 0.111 –0.533 –0.08 –0.82 1
10 0.325 0.171 –0.047 0.15 0.08 0.068 –0.05 0.245 –0.28 1

Table 4 presents the correlation matrix of variables such as GDP, FDI, the Corruption Index, 
Savings, GFCF, Employment, Unemployment, and Inflation for panel data used in the case of 
six WBCs from 1995–2022.

The variables are as follows:
1. Id represents the ID number for each country.
2. Year.
3. GDP.
4. FDI.
5. Corruption Index.
6. Savings.
7. GFCF.
8. Employment.
9. Unemployment.

10. Inflation.
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The correlation matrix indicates that FDI is positively related to GDP, with a coefficient of 
0.263. The positive correlation refers to the fact that FDI helps expand production capacities 
and improve technology, contributing to ECG. Corruption index is negatively associated with 
GDP (0.070) and FDI (0.361). Corruption hinders ECG by decreasing the efficiency of economic 
resource use and eroding investor confidence; on the other hand, foreign investors steer 
clear of nations with high levels of corruption because of the high risks and unanticipated 
expenses. This is why negative values of the corruption index with GDP and FDI have been 
determined.

Savings are positively associated with GDP (0.049) and FDI (0.121). GFCF is positively 
associated with GDP, FDI, savings and the corruption index. Employment has an inverse re-
lationship with GDP and a positive relationship with FDI, savings, GFCF, and the Corruption 
Index. Moreover, unemployment is positively associated with GDP and negatively associated 
with FDI and savings. Employment is negatively associated with GDP but positively associated 
with FDI, savings, GFCF, and the corruption index, while variable unemployment has a positive 
relationship with GDP and a negative relationship with FDI and savings.

On the contrary, unemployment is positively associated with the GDP and inversely as-
sociated with FDI and savings. Moreover, employment is inversely associated with GDP and 
positively associated with FDI, savings, GFCF, and corruption Index.

Inflation is negatively related to GDP, GFCF and unemployment but positively related to 
FDI, savings, corruption and employment. Savings encourage ECG by having a beneficial ef-
fect on GDP and investment. Financial stability brought upon by domestic deposits draws in 
overseas investment. Technology and infrastructural investments increase productive capaci-
ties. Nonetheless, waste in public investments may be reflected in the corruption index. There 
are both positive and negative interrelationships between employment and unemployment; 
high unemployment reduces the attractiveness of savings and investment. Whereas moderate 
inflation attracts investors who seek higher returns in volatile markets, inflation hurts GDP 
and fixed capital.

In the management of economic policy, corruption is frequently linked to inflation.
Figure 1 presents the GDP fluctuations in case of WBCs during period 1995–2022. Due to 

reliance on specific economic sectors, a lack of diversification, and sensitivity to outside influ-
ences, GDP variations are more noticeable in developing economies, such those in the WBCs. 
Over the last couple of decades, Albania’s GDP growth has been highly volatile and reflects 
the impact of both internal and external economic policy. The strong 13.3% GDP growth in 
1995 for Albania was indicative of recovery in the early years of economic transition from 
a centralized to a market economy. Lewis (1954) states that developing nations entering in 
new phases of their development’s grow rapidly by utilizing the potential that was left over 
from the preceding era. However, in 2000, the GDP fell back to 6.946%, reflecting a slowing 
growth due to the fact that economy had stabilized and Albania has begun to confront other 
challenges such as unsuitable economic structure and lack of FDI after the country transi-
tioned into a market economy. The convergence theory, states that the rich countries may 
grow slower compared to developing countries, which often have the ability to experience 
rapid growth (Barro, 1991).
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Figure 1. Panel data graphs, tendencies of the variables during the period under investigation  
from 1995–2022 in the case of WBCs (source: author’s contribution)
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GDP for Albania grew by 8.29% in 2001, showing both the effect of new economic poli-
cies that could have raised investment and demand, as well as a recovery from the difficult 
period. But it experienced a significant decline of 3.3% in 2021, due to exogenous factors such 
as global instability and worldwide issues that reduced the economic activities of the nation. 
Albania also experienced a strong rebound with 8.9% GDP growth in 2021, reflecting the suc-
cess of monetary and fiscal policies put in place to boost the economy during the post-crisis 
years. This is in line with the theories of economic recovery, that, if proper stimulus measures 
are put in place, then economies can grow rather quickly following a recession (Schumpeter, 
1936). However, it decreased to 4.86% in 2022, showing that the Albanian economy still has 
various internal and foreign obstacles, such as slowing demand and changes in the global 
market. For this decrease, the concept of business cycles can be applied, stating that periods 
of stabilization and decline often follow periods of sustained growth (Schumpeter, 2012).

All things considered, this cycle of GDP growth and decrease highlights the necessity of 
sound governance and prudent economic management in order to guarantee balanced and 
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sustainable growth. GDP growth in the case of Kosovo decreased to –5.3. In 2021, there was 
a sharp increase when the GDP reached 10.7, but in 2022, the GDP decreased to 5.22. 

North Macedonia in 1995 had a negative GDP of –1.1. In 2000, the GDP was 4.5 follow-
ing 2009, the GDP decreased to –0.3 points in 2019, and the GDP increased to 3.4. In 2020, 
GDP decreased to (6.1) points. However, as a result of countries’ fiscal and monetary policies, 
which responded to the economic crisis caused, GDP increased to 5.5%, but in 2022, GDP 
markedly decreased to 2. 

In the case of Bosnia and Herzegovina in 1995, the GDP signed of 20.8 points. In 2009, 
GDP decreased to (3.0). In 2009, GDP growth was 2.89 points, followed by a decrease of (3.0) 
points. In 2021, there was a positive trend of 7.4, and after that, in 2022, the GDP decreased 
to 4.1. In the case of Montenegro, the GDP was negative of (9.3). In 2009, GDP growth in the 
case of Montenegro was also negative, signed (5.7). In 2020, the GDP decreased to –15.3, and 
in 2021, it sharply increased to 13.0. In 2022, the GDP decreased to 6.4.

In the case of Serbia, the GDP growth in 1999 was –9.4, whereas in 2009, it was –2.73. In 
2019, the GDP was 4.33, whereas in 2020, it decreased to –0.9. In 2021, there was a positive 
increase in GDP of 7.72. In 2022, the GDP was 2.5. 

The theory of business cycles explains that economies often undergo periods of contrac-
tion due to internal or external factors affecting economic activity. This theory justifies the 
cyclical fluctuation in GDP, which, in the case of WBCs, can be occasionally decreasing and 
occasionally increasing based on the Keynesian theory referred to above, emphasizing the 
importance of economic policies to manage economic fluctuations. In 2022, there were some 
striking differences in FDI between WBCs. Montenegro and Kosovo have the highest FDI with 
14 and 8.62, respectively, indicating that they are very attractive to investors. Albania and 
Serbia also recorded similar scores of 7.62 and 7.22, respectively, which indicates their abil-
ity to attract foreign investment. Bosnia and Herzegovina 2.64 and North Macedonia 6.42, 
on the other hand, remain at low levels and need to enhance their attractiveness to foreign 
investors. It also shows how supportive policies and stability in the economy contribute much 
to increasing FDI in the region.

5. Discussion

This Section presents a discussion of the estimation and results of the econometric model. 
As noted in the previous section, the fixed effect model for small panels suggested by the 
Hausman test is the best model. The fixed effect estimation results allow for testing the 
hypothesis raised in this study; thus, on the basis of the significance of the variable FDI, we 
can conclude that FDI positively impacts the ECG of WBCs. We accept the study’s hypothesis 
and conclude that FDI positively impacts the ECG of WBCs. On the basis of the results of 
other macroeconomic factors selected as additional variables that influence ECG in WBCs, 
we can accept the second hypothesis of the study and conclude that savings, employment, 
unemployment and GFCF have an impact on ECG, even though we can separate the variable 
unemployment, which has a positive beta coefficient and contradicts the theory that a one 
per cent increase in unemployment should lead to a decrease in GDP. Our results reveal that 
a one-percent increase in unemployment will also increase GDP. This is also a new area for 
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further research because WBCs are also known as countries with substantial administrative 
workers and political employment; it may also explain why, in some cases, unemployment 
can cause an increase in GDP.

The third hypothesis to be tested is rejected regarding the WBCs in our study, as the infla-
tion and corruption negatively affect ECG, in our conditions of fixed effect estimation since 
in our model, those became nonsignificant variables. Moreover, we may say that corruption 
and inflation negatively impact the economy and also fosters economic growth although no 
significance of our panel estimation does not allow us to interpret their beta coefficient and 
p values. From an economic theory point of view, corruption is a barrier to FDI and maintains 
ECG for each country, especially when considering small countries such as the WBCs. 

Supporting our results, Shkodra et al. (2021) find that FDI significantly affects the ECG in 
the WBCs. However, growth determinants differ significantly between regional countries. Fur-
thermore, Minović et al. (2020) establish that FDI in WBCs is higher when there is a sounder 
institutional framework, such as a system for political stability, corruption control, and rule of 
law. FDI inflow has a statistically significant effect on the ECG of the WBC. However, only the 
trade openness measure shows a favorable trend (Popović et al., 2020). While our findings 
present a very different case, the study by Malovic et al. (2018) suggests that FDI inflows 
into WBCs may insignificantly affect GDP and GNP growth rates or even negatively, so the 
common assumptions need to be revised, along with ideas on what sparks growth. FDI has 
had effects on the ECG of WBCs, but significant identification of horizontal spillover effects 
cannot be ascertained due to the restrictions of data (Estrin & Uvalić, 2016). 

Consistent with our findings, additional research has reached same conclusions, including 
Topi and Xhepa (2023), Ercegovac and Beker Pucar (2022), Ziberi and Alili (2021), Shkodra 
et al. (2021), Topalli et al. (2021), Minović et al. (2020), Sucubasi et al. (2021), Pavlović et al. 
(2021), Svrtinov et al. (2017).

The paper also has several limitations due to the lack of data for selected macroeco-
nomic factors related to FDI and its impact on GDP growth, which were chosen for panel 
data estimation in case of WBCs. The small number of observations is the main limitation of 
this study. This study raises several critical factors for further investigations, such as a deep 
measurement of the impact of law on the attractiveness of FDI and administrative contracts, 
in the countries of WBCs.

6. Conclusions

The law on FDI is highly important for FDI attractiveness in WBCs. FDI inflows play a crucial 
role in sustaining these countries’ ECG. The main aim of this study was to interpret the legal 
framework of FDI in the case of WBCs and estimate the impact of FDI on WBCs for the period 
of 1995–2022.

The study employs panel data and goes further with panel data econometric techniques 
for estimation. The study employs pooled OLS, fixed effect and random effect econometric 
models for panel data estimation. This study uses panel data for the period 1995–2022 for 
the Western Balkan countries. Using econometric analyses of panel data, the study includes 
the econometric models fixed effect random effect and Hausman test. The study also uses 
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other diagnostic tests for the importance of econometric models based on each key, the fixed 
effect model was chosen as the most appropriate model for testing the hypotheses. The study 
concludes that foreign direct investment has a positive impact on the economic growth of 
the Western Balkan countries. Based on the results of the econometric model, the macroeco-
nomic variables included in the analysis suggest that savings, employment and gross fixed 
capital formation positively affect the economic growth of the Western Balkan countries. On 
the other hand, unlike economic theory, the study concludes that unemployment positively 
affects economic growth, while corruption and inflation in the case of the study in question 
are statistically insignificant variables.

The Western Balkan countries have created Special Economic Zones with the aim of at-
tracting foreign direct investment and thus creating genuine strategies towards sustainable 
economic growth. In this regard, it is important that the Western Balkan countries create 
favorable policies towards attracting foreign direct investment, implementing the law and 
strengthening the judiciary, striving towards the creation of regional partnerships and co-
operation, removing barriers to market penetration, thus promoting regional cooperation 
and political stability in the region. The goal of the Western Balkan countries is to create a 
favorable climate for attracting foreign direct investment and easy and transparent access 
to information.

Based on the detailed analysis of theoretical and empirical research, as well as econo-
metric testing and findings presented in this study, the study further recommends that the 
Western Balkan countries should promote the implementation of the law on foreign direct 
investment, create a favorable climate for doing business, attempt to absorb foreign capital 
through various partnerships, attempt to absorb investments in relevant profitable indus-
tries while increasing employment and reducing unemployment, create sustainable economic 
growth and political stability, these factors will enable the absorption of FDI and the economic 
growth of the Western Balkan countries.
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APPENDIX

Statistical outputs
Table A1. Fixed effect 

Variable Coef. Std. Err. t P>|t|
[95% Conf. 

Interval] 
Lower

[95% Conf. 
Interval] Upper

FDI 0.5216951 0.2623344 1.99 0.057 –0.0156725 1.059063
Corruption
Index

0.1030297 0.1457739 0.71 0.486 –0.1955746 0.4016341

Savings 0.4804655 0.1603249 3 0.006 0.1520548 0.8088763
GFCF 0.1367569 0.0481184 2.84 0.008 0.0381908 0.235323
Employment 0.5265761 0.2326732 2.26 0.032 0.0499667 1.003185
Unemployment 0.7307804 0.2272905 3.22 0.003 0.265197 1.196364
Inflation 0.0073826 0.1573335 0.05 0.963 –0.3149006 0.3296658
_cons –49.15788 14.42751 –3.41 0.002 –78.71128 –19.60447
Statistic Number of 

observations
Number of 

groups
R-sq 

(within)
R-sq 

(between)
R-sq  

(overall)
F-statistics  

(7, 28)
Value 40 5 0.6048 0.0021 0 6.12
Prob > F corr(u_i, Xb) sigma_u sigma_e rho 

(fraction 
of variance 
due to u_i)

F test that all 
u_i = 0

Prob > F (u_i = 
0)

0.0002 –0.9264 6.6758199 1.9176092 0.9237783 3.57 0.0178

Test for random effects (RE)
Table A2. Breusch and Pagan Lagrangian multiplier test for random effects (RE)

Component Var sd = sqrt (Var) Test Details Value Prob

GDP 7.858268 2.80326 / / /
e 3.677225 1.917609 / / /
u 0 0 Test: Var(u) = 0 chibar2(01) = 0.00 Prob > chibar2 = 

1.0000


