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Abstract: Foreign Direct Investment (FDI) has become an important component of international capital flows and a significant source 

of external finance for emerging and developing economies. Beyond providing capital, FDI can contribute to economic development 

through technology transfer, employment generation, managerial knowledge, international market integration, productivity 

improvements, and the development of domestic industries. However, the relationship between FDI and economic growth is neither 

automatic nor uniform across countries. The ability of an economy to transform foreign investment into sustainable growth depends 

substantially on institutional quality, human capital, financial development, infrastructure, trade openness, macroeconomic stability, and 

domestic absorptive capacity. This paper examines the relationship between foreign direct investment and economic growth in emerging 

and developing economies through a systematic review and analytical synthesis of theoretical and empirical literature. It evaluates the 

principal channels through which FDI influences economic performance and identifies conditions that strengthen or weaken its 

developmental effects. The analysis indicates that FDI generally has the potential to support economic growth, particularly when 

investment creates productive capacity, facilitates technological diffusion, develops human capital, strengthens export competitiveness, 

and generates linkages with domestic enterprises. At the same time, poorly structured investment, weak institutions, limited domestic 

linkages, profit repatriation, environmental costs, and excessive dependence on foreign capital can restrict these benefits. The paper 

concludes that policymakers should move beyond maximizing the volume of FDI and focus instead on attracting high-quality, productivity-

enhancing and sustainable investment that complements national development objectives. 
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1. Introduction 
 

Foreign Direct Investment has emerged as one of the most 

important dimensions of contemporary economic 

globalization. The expansion of multinational enterprises, 

liberalization of investment regimes, technological 

development, regional economic integration, and the 

increasing internationalization of production have 

encouraged substantial movement of productive capital 

across national borders. Emerging and developing economies 

have increasingly viewed FDI as a mechanism for 

accelerating industrialization, improving productivity, 

creating employment, acquiring technology, and 

strengthening their participation in global markets. 

 

Unlike short-term portfolio investment, FDI normally 

represents a relatively long-term investment relationship in 

which a foreign investor acquires a lasting interest and a 

degree of influence or control over an enterprise located in 

another economy. It may take the form of establishing new 

production facilities, acquiring existing enterprises, 

reinvesting earnings, expanding subsidiaries, or participating 

in joint ventures. 

 

The importance of FDI to developing economies arises partly 

from domestic constraints on capital accumulation. Many 

developing countries experience insufficient domestic 

savings, limited access to technology, infrastructure 

deficiencies, skill shortages, and restricted access to 

international markets. Foreign investment can potentially 

alleviate several of these constraints simultaneously. 

However, the economic consequences of FDI remain a 

subject of considerable academic debate. Traditional and 

endogenous growth theories generally provide mechanisms 

through which foreign investment may contribute positively 

to growth. Conversely, dependency-oriented perspectives 

emphasize the possibility that multinational enterprises can 

generate market concentration, crowd out domestic firms, 

repatriate substantial profits, exploit natural resources, or 

create technological dependence. 

 

Empirical evidence similarly demonstrates considerable 

heterogeneity. Some economies have successfully used 

foreign investment as part of export-oriented industrialization 

and technological upgrading, whereas others have attracted 

substantial investment without achieving equivalent 

improvements in productivity or broad-based development. 

 

Consequently, an important question is not simply whether 

FDI increases economic growth, but under what economic 

and institutional conditions FDI contributes to 

sustainable growth in emerging and developing 

economies. 

 

This paper analyzes that question by integrating theoretical 

arguments and empirical findings and by examining the 

mechanisms connecting foreign investment with economic 

performance. 

 

2. Objectives of the Study 
 

The principal objective of this study is to examine the 

relationship between foreign direct investment and economic 

growth in emerging and developing economies. The specific 

objectives are: 
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1) To examine the theoretical relationship between FDI and 

economic growth. 

2) To identify the principal channels through which FDI 

influences economic development. 

3) To evaluate empirical evidence concerning the FDI-

growth relationship in emerging and developing 

economies. 

4) To analyze the importance of human capital, financial 

development, institutions, infrastructure and trade 

openness in determining FDI outcomes. 

5) To identify the potential economic risks associated with 

excessive or poorly structured foreign investment. 

6) To recommend policies for maximizing the 

developmental benefits of FDI. 

 

3. Research Questions 
 

The study addresses the following questions: 

1) Does foreign direct investment contribute positively to 

economic growth in emerging and developing 

economies? 

2) Through what mechanisms does FDI influence economic 

performance? 

3) Why does the economic impact of FDI vary considerably 

among developing countries? 

4) What role does domestic absorptive capacity play in 

determining the effectiveness of foreign investment? 

5) Which policy measures can enhance the contribution of 

FDI to sustainable economic development? 

 

4. Research Methodology 
 

The study adopts a systematic literature review and 

analytical research approach. It synthesizes theoretical and 

empirical literature concerning FDI, productivity, economic 

growth, technology transfer, human capital and institutional 

development. 

 

The conceptual relationship examined can be expressed as: 

Economic Growth = f(FDI, Human Capital, Domestic 

Investment, Trade Openness, Financial Development, 

Institutional Quality, Infrastructure, Macroeconomic 

Stability) 

 

In an empirical panel-data framework, this relationship may 

be represented as: 

GDP Growthᵢₜ = α + β₁FDIᵢₜ + β₂HCᵢₜ + β₃DIᵢₜ + β₄TOᵢₜ + 

β₅FDᵢₜ + β₆INSTᵢₜ + μᵢ + λₜ + εᵢₜ 

 

Where: 

• GDP Growth = economic growth rate; 

• FDI = foreign direct investment inflows; 

• HC = human capital; 

• DI = domestic investment; 

• TO = trade openness; 

• FD = financial development; 

• INST = institutional quality; 

• μᵢ = country-specific effects; 

• λₜ = time-specific effects; and 

• εᵢₜ = error term. 

 

A positive β₁ would indicate that, controlling for other factors, 

higher FDI is associated with higher economic growth. 

Nevertheless, causal interpretation requires careful treatment 

because faster-growing economies may themselves attract 

greater FDI. 

 

5. Conceptual Understanding of Foreign Direct 

Investment 
 

Foreign direct investment occurs when an investor from one 

economy establishes a lasting investment interest in an 

enterprise operating in another economy. FDI differs from 

portfolio investment because the investor generally seeks a 

significant degree of participation in the management or 

strategic direction of the foreign enterprise. 

 

FDI can broadly be classified into several forms. 

• Greenfield investment involves establishing completely 

new productive facilities. Such investment can directly 

expand productive capacity and generate new 

employment. 

• Mergers and acquisitions involve foreign investors 

purchasing or combining with existing domestic 

enterprises. These transactions can introduce capital and 

managerial expertise but do not necessarily create new 

productive capacity immediately. 

• Horizontal FDI occurs when multinational enterprises 

reproduce similar business activities in another country. 

• Vertical FDI occurs when different stages of production 

are geographically distributed to exploit differences in 

resources, skills, costs, logistics, or market access. 

 

The developmental impact of each type can differ 

substantially. Therefore, the composition and quality of FDI 

may matter as much as its aggregate volume. 

 

6. Theoretical Framework 
 

6.1 Neocassical Growth Theory 

 

Under neoclassical growth theory, foreign investment 

increases the capital stock available to the recipient economy. 

Countries experiencing shortages of domestic capital may use 

external investment to increase productive capacity and 

output. 

 

However, diminishing returns to physical capital imply that 

capital accumulation alone cannot permanently sustain high 

growth. Long-term growth ultimately depends strongly on 

technological progress and productivity. 

 

6.2 Endogenous Growth Theory 

 

Endogenous growth models provide a broader explanation of 

FDI's potential contribution. FDI can affect growth not 

merely through capital formation but also through technology 

transfer, knowledge spillovers, innovation, human-capital 

development and organizational improvements. 

 

Foreign-owned firms can introduce advanced production 

technologies and management techniques. Domestic 

enterprises may subsequently learn through worker mobility, 

supplier relationships, competitive pressures, imitation and 

collaboration. 
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6.3 Modernization Perspective 

 

The modernization approach views foreign investment as an 

instrument for accelerating structural transformation. Capital, 

technology and managerial knowledge introduced through 

multinational enterprises may facilitate the movement of 

economies from relatively low-productivity sectors toward 

industrial and technology-intensive activities. 

 

6.4 Dependency Perspective 

 

Dependency theories provide a more critical interpretation. 

They argue that excessive dependence on foreign 

corporations may reinforce external economic dependence 

and limit domestic industrial development. 

 

Potential problems include profit repatriation, domination of 

strategic industries, exploitation of natural resources, transfer 

pricing, limited technology diffusion and displacement of 

domestic enterprises. 

 

The competing theoretical perspectives demonstrate why FDI 

should not automatically be regarded as either beneficial or 

harmful. Its ultimate impact depends on its characteristics and 

the institutional and economic environment of the host 

country. 

 

7. Channels Through Which FDI Promotes 

Economic Growth 
 

7.1 Capital Formation 

 

One of the most direct effects of FDI is an increase in 

investment resources. Developing economies frequently 

experience a gap between desired investment and available 

domestic savings. 

 

Foreign investment can supplement domestic capital and 

finance factories, infrastructure, equipment, research 

facilities and other productive assets. 

 

7.2 Technology Transfer 

 

Technology transfer represents one of the most important 

potential long-term benefits of FDI. 

 

Multinational enterprises frequently possess advanced 

technologies, intellectual property, production processes and 

organizational systems. Their operations can introduce such 

technologies into host economies. 

 

Technology may subsequently diffuse to domestic businesses 

through employee movement, supplier relationships, 

demonstration effects and competitive pressures. 

 

7.3 Human-Capital Development 

 

Foreign-owned companies frequently invest in employee 

education and professional training to satisfy their operational 

requirements. 

 

Employees may acquire technical, managerial, financial, 

marketing and organizational capabilities that remain in the 

domestic economy even if they subsequently move to local 

companies or establish businesses themselves. 

 

7.4 Employment Generation 

 

Greenfield FDI can directly create employment through new 

production facilities and indirectly create jobs through 

suppliers, transportation, logistics and other supporting 

industries. 

 

The quality of employment matters alongside its quantity. 

Investments generating skilled, productive and well-

compensated employment generally provide stronger 

developmental effects than investments based almost entirely 

on low-skilled labor. 

 

7.5 Export Promotion 

 

Export-oriented foreign enterprises can connect developing 

countries with global production and distribution networks. 

Participation in global value chains can improve access to 

international markets, increase foreign-exchange earnings 

and expose domestic suppliers to international quality 

standards. 

 

7.6 Productivity Spillovers 

 

FDI can improve domestic productivity through horizontal 

and vertical spillovers. 

 

Horizontal spillovers occur when local competitors learn 

from foreign enterprises operating in the same industry. 

Vertical spillovers arise through relationships between 

foreign firms and domestic suppliers or customers. 

 

Foreign enterprises may require suppliers to improve product 

quality, delivery systems and management processes, 

producing wider productivity gains. 

 

7.7 Competition and Market Efficiency 

 

Entry by foreign enterprises may increase competitive 

pressure on domestic companies. Greater competition can 

encourage innovation, efficiency and improved product 

quality. 

 

However, this effect depends upon market structure. Large 

multinational enterprises may instead achieve dominant 

market positions if domestic competition institutions are 

weak. 

 

8. FDI and Economic Growth: Evidence from 

Developing Economies 
 

The empirical literature generally indicates that FDI can 

contribute positively to economic growth, but the magnitude 

and even direction of the relationship differ significantly 

among countries and periods. 

 

Borensztein, De Gregorio and Lee (1998) found that FDI can 

contribute more strongly to economic growth than domestic 

investment when host economies possess sufficient human 

capital to absorb foreign technologies. 
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Alfaro et al. (2004) emphasized the importance of financial-

market development. Their findings suggest that countries 

with more developed financial systems are better positioned 

to obtain growth benefits from FDI. 

 

Carkovic and Levine (2005), however, questioned whether 

FDI independently produces a robust positive effect on 

economic growth once country-specific conditions and 

endogeneity are appropriately considered. 

 

These findings indicate that the FDI-growth relationship is 

conditional rather than universal. 

 

In several East and Southeast Asian economies, foreign 

investment has been integrated with industrialization 

strategies, export promotion, infrastructure development and 

human-capital investment. Such combinations have enabled 

foreign capital to contribute to manufacturing expansion and 

participation in international production networks. 

 

In other developing regions, FDI has sometimes remained 

concentrated in extractive sectors. Resource-oriented FDI 

may generate substantial export revenues but comparatively 

weak employment and technology spillovers when linkages 

with domestic businesses are limited. 

 

9. The Role of Human Capital 
 

Human capital is one of the most significant determinants of 

whether countries can benefit from foreign technologies. 

 

Advanced technologies cannot generate their full productivity 

potential when the domestic labor force lacks the skills 

necessary to operate, adapt and improve them. 

 

This produces an important complementarity: 

FDI + Strong Human Capital → Greater Technology 

Absorption → Higher Productivity → Stronger Economic 

Growth 

 

Governments seeking to maximize FDI benefits should 

therefore coordinate investment policy with education, 

vocational training, engineering, digital skills and managerial 

development. 

 

10. Financial Development and FDI 
 

Efficient financial systems can amplify the economic effects 

of foreign investment. 

 

Domestic suppliers frequently require access to credit to 

increase production capacity, acquire machinery, improve 

product quality and satisfy the procurement standards of 

multinational enterprises. 

 

When financial markets are underdeveloped, potentially 

productive domestic firms may be unable to participate in 

supply chains created by foreign investors. 

 

Financial inclusion and access to business financing should 

therefore be regarded as complementary components of FDI 

policy. 

 

11. Institutional Quality 
 

Institutional quality is critical to the effectiveness of foreign 

investment. 

 

Important institutional factors include: 

• Rule of law; 

• Protection of property rights; 

• Contract enforcement; 

• Regulatory predictability; 

• Government effectiveness; 

• Control of corruption; 

• Political stability; and 

• Efficient investment administration. 

 

Strong institutions can attract higher-quality investors and 

reduce transaction costs. Weak governance can instead 

encourage rent-seeking and investments concentrated in 

sectors where investors can obtain special privileges rather 

than generating broad economic benefits. 

 

12. Trade Openness and Global Value Chains 
 

FDI can have stronger growth effects when recipient 

countries are integrated with international markets. 

 

Trade openness enables multinational enterprises to use the 

host country as an export platform. Domestic businesses can 

consequently become suppliers within international 

production networks. 

 

Nevertheless, liberalization without adequate domestic 

competitiveness can expose local industries to pressures they 

are poorly prepared to manage. Trade and investment policies 

should therefore be accompanied by measures that improve 

productivity and technological capability. 

 

13. Sectoral Differences in FDI Impact 
 

The developmental impact of FDI differs substantially across 

sectors. 

1) Manufacturing: Manufacturing FDI can produce 

significant benefits through employment, exports, 

supplier networks, technology transfer and industrial 

diversification. 

2) Services: FDI in telecommunications, financial services, 

information technology, logistics and professional 

services can improve economic efficiency and support 

digital transformation. 

3) Natural Resources: Resource-sector investment can 

generate export revenues and government income. 

However, its broader development effects may remain 

limited when local linkages are weak. 

4) Infrastructure: Foreign investment in energy, 

transportation and digital infrastructure can reduce 

structural constraints on economic development and 

improve the productivity of other sectors. The sectoral 

composition of FDI should therefore receive significant 

attention in investment policymaking. 
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14. Potential Negative Effects of FDI 
 

Although FDI can generate considerable benefits, several 

risks require consideration. 

 

14.1 Crowding Out Domestic Firms 

 

Large foreign corporations may possess superior technology, 

financing and global networks. Domestic companies may 

struggle to compete, potentially resulting in market 

displacement. 

 

14.2 Profit Repatriation 

 

Foreign enterprises may remit substantial profits to their 

parent companies. Consequently, gross investment inflows do 

not necessarily represent resources permanently retained in 

the host economy. 

 

14.3 Market Concentration 

 

Foreign acquisitions can increase concentration in certain 

industries. Weak competition regulation can allow dominant 

firms to exercise excessive market power. 

 

14.4 Environmental Concerns 

 

Investment in mining, energy and resource-intensive 

manufacturing may create environmental costs when 

regulatory enforcement is inadequate. 

 

14.5 Fiscal Incentive Competition 

 

Developing countries sometimes offer extensive tax 

concessions to attract foreign investors. Excessive incentives 

can reduce public revenue without necessarily affecting 

investment decisions sufficiently to justify their cost. 

 

14.6 External Vulnerability 

 

Heavy dependence on foreign capital can expose economies 

to global financial conditions, geopolitical tensions and 

multinational corporate restructuring. 

 

15. FDI, Sustainable Development and Inclusive 

Growth 
 

Contemporary investment policy increasingly recognizes that 

GDP growth alone is an insufficient measure of successful 

FDI. 

 

Investment should ideally contribute simultaneously to 

productivity, employment, social development and 

environmental sustainability. 

 

High-quality FDI may contribute to sustainable development 

through renewable energy investment, clean technology, 

efficient infrastructure, digital connectivity and sustainable 

manufacturing. 

 

Governments should therefore evaluate investment projects 

not only according to the amount of capital involved but also 

according to their contribution to employment, technology, 

environmental performance, domestic value creation and 

long-term productivity. 

 

16. Discussion 
 

The literature suggests that the relationship between FDI and 

economic growth is best understood as a conditional 

relationship. 

 

A simplified conceptual framework is: 

FDI → Capital + Technology + Skills + Market Access → 

Productivity → Economic Growth 

 

However, the strength of this mechanism depends on: 

Human Capital + Institutions + Infrastructure + 

Financial Development + Domestic Enterprise Capacity + 

Macroeconomic Stability 

 

Therefore, identical amounts of foreign investment may 

produce very different economic outcomes across countries. 

Countries possessing skilled workers, effective institutions, 

competitive domestic enterprises and developed 

infrastructure are generally better positioned to capture 

technological and productivity spillovers. 

 

The critical policy issue is consequently not simply “How 

can a country attract more FDI?” 

 

The more important question is: 

“How can a country attract and utilize FDI that 

maximizes domestic value creation and sustainable 

economic development?” 

 

17. Key Findings 
 

The analysis produces several major findings: 

1) FDI can positively influence economic growth through 

capital formation, technology transfer, productivity 

improvements, employment and export expansion. 

2) The economic impact of FDI is heterogeneous across 

countries and cannot be assumed to be automatically 

positive. 

3) Human capital significantly determines the ability of 

developing economies to absorb technologies introduced 

by foreign investors. 

4) Financial development facilitates stronger linkages 

between multinational enterprises and domestic 

businesses. 

5) Institutional quality is critical for attracting productive 

and sustainable foreign investment. 

6) Greenfield and export-oriented investments may 

generate stronger direct productive-capacity effects than 

investments involving only changes in ownership, 

although outcomes remain context-specific. 

7) Domestic supplier linkages are essential for maximizing 

knowledge and productivity spillovers. 

8) Excessive fiscal incentives can reduce the net economic 

benefits of foreign investment. 

9) Sectoral composition matters; technology-intensive 

manufacturing, productive services and infrastructure 

may produce different developmental effects from 

enclave-oriented extractive investment. 
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10) FDI policy is most effective when integrated with 

broader industrial, education, competition, trade and 

innovation strategies. 

 

18. Policy Recommendations 
 

Emerging and developing economies should adopt a strategic 

rather than purely quantitative approach toward foreign 

investment. 

 

Governments should prioritize high-quality FDI that 

contributes to technological upgrading, employment, exports, 

environmental sustainability and domestic value creation. 

 

Investment in education and human capital should 

accompany FDI attraction strategies so that domestic workers 

and enterprises can absorb foreign technologies. 

 

Governments should strengthen domestic supplier 

development programs to create connections between 

multinational enterprises and local small and medium-sized 

enterprises. 

 

Improving physical and digital infrastructure can increase 

both investment attractiveness and the productivity benefits 

generated by foreign enterprises. 

 

Strong competition policy is necessary to prevent excessive 

market concentration and protect competitive markets. 

 

Investment incentives should be transparent, targeted and 

performance-oriented rather than relying on broad tax 

exemptions. 

 

Governments should strengthen environmental and labor 

regulations so that economic competitiveness does not 

depend on reducing social or environmental standards. 

 

Finally, countries should establish monitoring systems that 

evaluate FDI according to indicators such as employment 

creation, exports, technology transfer, domestic sourcing, 

productivity and sustainability rather than focusing solely on 

total inflows. 

 

19. Conclusion 
 

Foreign direct investment represents an important potential 

instrument for economic transformation in emerging and 

developing economies. It can supplement domestic capital, 

introduce technology, improve managerial capabilities, create 

employment, strengthen exports and integrate recipient 

countries into global production networks. 

 

Nevertheless, FDI should not be viewed as an automatic 

engine of economic growth. Its benefits depend significantly 

on the characteristics of investment and the absorptive 

capacity of the recipient economy. 

 

Countries with stronger human capital, institutions, financial 

systems, infrastructure and domestic enterprises are generally 

better equipped to transform foreign investment into 

sustainable productivity improvements. Conversely, 

economies with weak institutions and limited domestic 

linkages may receive large investment inflows without 

realizing comparable long-term developmental benefits. 

 

The central policy implication is therefore that the quality of 

foreign direct investment matters as much as its quantity. 

Emerging and developing economies should move beyond 

strategies focused primarily on attracting maximum 

investment inflows. Instead, FDI policies should form part of 

comprehensive national development strategies emphasizing 

technological capability, human-capital development, 

domestic enterprise participation, institutional effectiveness 

and environmental sustainability. 

 

When these complementary conditions are established, 

foreign direct investment can become more than a source of 

external finance. It can serve as a catalyst for structural 

transformation, productivity growth and sustainable 

economic development. 
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