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Abstract 

 

In this paper, I study the effect of foreign direct investment (FDI) on a group of 

host country economic growth for the period 1994-2011. Using aggregate level 

FDI data for a group of five emerging countries, the paper reveals that FDI has a 

positive effect on economic growth. Then I use sectoral data and test whether all 

the sectors have positive effects on growth. The results vary across the sectors. 

The results seem to be positive for mining and quarrying as well as 

manufacturing sector, while trade and financial intermediation sectors to have a 

negative effect on economic growth. 
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1. Introduction 

For many economists, the relationship between economic growth and foreign direct 

investment is always an interesting topic. Some believed that flowing of FDI into the 

economy leads to high economic growth through either technology transfer or inducing 

exports (Vei-Lin Chan, 2000). Also some empirical studies argued that, on the contrary, FDI 

might be a cause of rapid economic growth and hence, FDI does not cause promotion of 

economic growth.  

In their study, Balasubramanyam et al. (1996: 95) state that “FDI has long been recognized as 

a major source of technology and know-how to developing countries. Indeed it is the ability 

of FDI to transfer not only production know-how but also managerial skills that distinguishes 

it from all other forms of investment, including portfolio capital and aid. Externalities, or 

spill-over effects, have also been recognised as a major accruing to host countries from FDI.” 

In this paper I intend to explore the impact of FDI on economic growth in five emerging 

economies
1
, namely Czech Republic, Mexico, Poland, South Korea and Turkey. The purpose 

of this paper is to evaluate the role of FDI in economic growth of host countries.  

A lot of existing studies have investigated the effects of FDI on economic growth in cross-

country framework, but most of them have looked at aggregated growth effects. In my work, 

first I will test the direct effect of total FDI on economic growth using aggregate data to see if 

there is any positive contribution of inward foreign investments on economic growth of host 

countries.  I will also use disaggregated data from four different sectors in order to find 

sectoral effects of total FDI and its effects on GDP per capita growth rate. I believe overall 

FDI flows have a positive effect on growth rate. However, contribution of different sectors is 

not straightforward. Not all sectors of economy are positively affected by FDI inflows. 

Sectors which are more likely to be affected by technological change and can take the 

advantages of technological transfers will contribute more to economic growth. For instance, 

I expect manufacturing sector to yield positive and significant effects on GDP growth.  

                                                           
1
 Emerging countries are broadly defined as nations in the process of rapid growth and industrialization.  
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Thus, I will try to answer the following questions: 1) what are the effects of FDI inflows on 

economic growth? 2) what are the sectoral differences of the impact of FDI on the host 

economies?  

The rest of the paper will be structured as follows. In section two I will provide an overview 

of previous findings. The section three will be devoted to theory concerning in the paper, 

followed by empirical strategy in section four. The fifth section contains detail about data 

used and finally section six concludes.  

 

2. Literature Review 

 

 

A number of researchers have investigated the role of FDI on economic growth in the 

recipient countries.  So, previous literatures provide both positive and negative effect of FDI 

on growth in recipient economies.  

Aggregate flows analysis 

Numerable studies as for example by Balasubramanyam et al. (1996), Wang and Blomström 

(1992) and King and Levine (1994) investigate the effect of FDI in cross-country framework. 

Vei-Lin Chan (2000) and Vu et al. (2006) test the impact of FDI by sector. Findings on FDI 

and economic relationships are not unambiguous. Some researchers (Blomström and Kokko, 

1998; Lipsey, 2002) find positive effects, while others (Görg and Greenwood, 2003; N. 

Hermes and R.Lensink, 2003) argue that FDI has a negative effect and does not play any role 

in accelerating economic growth in the host countries. Görg and Greenwood (2003) suggest 

that it can occur due to the spillover issues, in other words, new firms do not create positive 

externalities, while Hermes and Lensink (2003) relate negative effects to financial 

circumstances of the recipient country. Using data for 67 developing countries from Africa, 

Asia and Latin America, they reach the conclusion that the countries which do not have 

strong financial systems are not negatively affected by FDI. 
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Following Bhagwati’s new growth theory hypothesis
2
, in cross-country framework, 

Balasubramanyam et al. (1996) analyzes the role of FDI in the context of export promoting 

and import substitution economies. According to their findings, the contribution of foreign 

investments on economic growth in countries which prefer an export promoting policy is 

more robust than in those following an import substitution policy. 

Utilizing data from 11 economies in East Asia and Latin America, Zhang (2001) reaches a 

conclusion that FDI has country-specific effects on host economy. He also adds that “FDI 

tends to be more likely to promote economic growth when host countries adopt liberalized 

trade regime, improve education and thereby human capital conditions, encourage export-

oriented FDI and maintain macroeconomic stability” (Zhang 2001, 185). 

Carkovic and Levine (2002) employ Generalized Method of Moments using cross-country 

data for longer period (1960-1995) and their result does not support the hypothesis that FDI 

exerts positive impact in the economies of host countries. 

Li and Liu (2005) investigate the role of FDI in both developed and developing countries 

they find that FDI not only directly promotes economic growth, but also through its 

interaction terms with human capital. Applying Durbin-Wu-Hausman test, their results 

identify some evidence of endogenous relationship between FDI and growth in the second 

half of the sample period. 

Borenzstein et al. (1998) analyze the effect of foreign direct investment on economic growth 

as well as its effect on domestic investment in cross-country framework. Their study also 

finds the interaction between human capital and FDI, meaning that the efficiency of foreign 

investments depends on human capital in the recipient country.  

Relying on endogenous growth theory, Shiva and Makki (2000) examined the effects of 

invested foreign capital in 66 developing countries and according to their finding, FDI plays a 

crucial role in transferring technology to underdeveloped countries. Testing interaction of 

FDI with trade, human capital as well as domestic investment, they conclude that existence of 

better human capital generates positive results.  

Sectoral level studies 

                                                           
2
 According to this hypothesis, the amount and efficacy of receiving FDI will vary depending on trade regimes 

(export promoting and import substitution) that a country is pursuing. (See J. Bhagwati (1978), (1994) for more 
details) 
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Still, all of the above mentioned studies focus on evaluation of aggregate FDI inflows 

influence and provide estimations about the overall effects of foreign investments. As far as I 

know, only a few papers investigate the sectoral differences in the contribution of FDI on 

economic growth. Alfaro (2003) finds that FDI inflows into the different sector of host 

economies have different effects on economic growth. Using cross-country data over the 

period 1981-1999, she first calculates the effect of overall FDI inflows on economic growth. 

The results show that the impact of FDI is positive on overall economic growth. Then she 

tests the impact of foreign direct investment in three main sectors (namely primary, 

manufacturing and services) had on economic growth. The paper reveals that FDI inflows in 

the manufacturing sector have a positive effect on economic growth, while FDI inflows in 

primary sector have a negative one.  But the evidence from services sector is ambiguous.  

Khaliq and Noy (2007) utilize data at sectoral level in Indonesia for the period of 1998-2006. 

His empirical model was derived from Cobb-Douglas production function. Their findings 

show that, although, FDI occurs to have positive effects on economic growth of Indonesia, 

there is significant differences across sectors. Only a few sectors are observed to be 

influential, and for example, FDI inflows into mining and quarrying are observed with a 

negative effect. 

Unlike Alfaro and Khaliq, Chan (2000) estimates the effect of manufacturing sub-sector FDI 

on economic growth. She also finds that FDI affects economic growth through the channel of 

technology improvement. 

Kalemli-Ozcan et al. (2004) studied the role of FDI in financial markets context. They 

believe that FDI benefits in host countries largely depend on the circumstances of financial 

markets. Using cross-country sectoral level FDI data, their empirical study also reaches a 

conclusion that FDI really positively contributes economic growth through financial markets 

channel. 

 

3. Theoretical Background 

 This paper is based on endogenous growth theory. Endogenous growth theory has been 

developed by Paul Romer and he is considered as one of the main contributor to this theory. 

According to Romer (1990), technology is distinguished with its being a non-rival, partially 

excludable good. This theory is based on the fact that technological change is very essential 
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to secure economic growth. Human capital is also an essential determinant of faster economic 

growth. Furthermore, he concludes that international trade, in other words, trade openness is 

the major source of fast growth rate. 

Developing his ideas, Romer (1994) sets a model in which he assumes that technology is 

“determined locally by knowledge spillovers” (1994: 7). Following Arrow he suggests that 

knowledge spillovers is gained through investment, in other words, the role of investment is 

not bounded with its capital stock increasing, but also it is one of the main factor of 

technology transfer. In his model, he also proposes that labour is negatively correlated with 

technology creation, the increase in total labour supply is observed with the negative 

spillovers effects. The intuition behind this is that with the high level of labour supply firms 

will not be interested in discovering new “labour-saving innovations” (1994: 7) and as a 

result labour increasing fails to generate positive spillovers.  

Masfield and Romeo (1980) point out that FDI is playing a crucial role and is the cheapest 

way of transferring technology. And this is, in turn, giving rise to reduction of cost of 

processes and products. In other words, overseas subsidiaries make use of technological 

innovations. According to them, technology is transmitted through two main channels. These 

channels are electronics and computer industries and energy sectors. Hence, developing 

countries is benefited by spillover effects and FDI has a crucial role in boosting economic 

growth through transferring technology to developing economies.   

 

4. Empirical Strategy 

The aim of this study is to find out the effects of four sectors
3
 of economy on economic 

growth in the recipient countries. For this purpose, I examine the direct effects of different 

FDI types on GDP growth utilizing data for 5 emerging countries over the period 1994-2011.  

Initially, I test the overall effect of foreign direct investments on economic growth. Following 

works of Boreinsztein et al. (1998) and Alfaro et al. (2004), I set up econometric model as 

follows and use OLS approach to estimate the model. 

                                                                                                     (1) 

                                                           
3
 These sectors are mining and quarrying; manufacturing; trade and repairs; financial intermediation.  
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Where Growthit is growth rate, FDIit is share of GDP and     represents a vector of control 

variables. The subscripts i is country, t denotes time. 

In order to test the contribution of FDI in different sectors on economic growth, I estimate the 

following model. (2) 

                                                                    

     

Where independent variables represent each sector, while    is a vector of control variables. i 

represents country, while t is time. 

 

 

5. Data description 

In this thesis, data on FDI flows into those five countries are used to evaluate research 

questions. The time period studied in this thesis is eighteen years between 1994 and 2011. 

Due The data has been derived from different sources. I have downloaded aggregate FDI data 

from the United Nations Conference on Trade and Development (UNCTAD) database. 

However, all sectoral FDI data used, has been collected from OECD International direct 

investment database. Other economic indicators have been accessed through World Bank 

database. Table 1 presents descriptive statistics. There are two reasons that make me choose 

these five countries for analyzing. First of all, all these countries are labelled as emerging 

countries by International Monetary Fund (IMF) and FDI is thought to be one of the 

determinants of sustainable economic growth in emerging economies. Hence, emerging 

countries are more likely to depend on foreign investment flows. I intended to extend the 

scope of my study into large number of countries, not only these five. However, sectoral data 

is not available for a long time span for those countries. The only source for sectoral data is 

OECD database and it fails to provide rich data for all countries, as most Eastern Europe 

countries recently joined OECD and due to this fact, the database does not encompass 1990s. 

Furthermore, the reason why I leave the developed countries out is that those countries play a 

role of home country in investment processes. They are big exporters of capital and the 

amount of FDI outflows exceeds capital inflows. On the other hand, the main foreign 

investment flows to developing countries come from economically advanced countries. And 
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since I do not want to test home country effects of FDI, I intentionally excluded developed 

countries from study.  

Variables 

The dependent variable in my study is Growth. Growth is defined as annual percentage 

growth rate of GDP. 

FDI is an independent variable and represents total FDI share in GDP. Further, I break down 

the total FDI into 4 different sectors and investigate their effects on total GDP growth. These 

sectors and variables are as follows: 

FDI_MinQ variable represents mining and quarrying sector. FDI_Man represents the FDI 

inflows in manufacturing sector. The third sector in my study is trade sector and it is 

represented by FDI_Trade variable. FDI_Fin represents financial intermediation sector. All 

sectoral level variables are taken as a percentage of total GDP and have been collected from 

OECD International direct investment database.  

In order to take into account other determinants of economic growth, I control for other 

variables, too. Domestic_Inv represents domestic investment and is taken as a share of 

domestic investment in GDP. Government Spending equals general government final 

consumption expenditure as a percentage of GDP. In order to take macroeconomic stability I 

use Inflation as a control variable. Inflation is measured as annual percentage changes in 

GDP deflator. Openness is measured as sum of exports and imports as a percentage of GDP. 

Private Credit is the value of domestic credit to private credit as a percent of GDP. Schooling 

is considered as a proxy for human capital.  

Please, see Appendix 1 for the detailed information on variables and their sources. 

Descriptive statistics 

Table 1 presents summary statistics for dependent variable, FDI data (both sectoral and 

aggregate level) and control variables. From the Table 1 it is apparent that there is large 

variation across the countries. Mexico has suffered from the lowest growth rate with -7.8%, 

while Korea and Turkey have enjoyed high rate of GDP growth with 8.7% and 7.9%, 

respectively. With regard to FDI flows, FDI in mining and quarrying sector constitutes the 

smallest share of FDI, whereas manufacturing sector received the biggest share of foreign 
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capital compared to other sectors. FDI in manufacturing sector is observed to have highest 

share in GDP (3.48%) in Czech Republic in 2000.  

Table 1: Descriptive statistics 

Sample: 5 Countries (1994-2011) 

Variable Obs. Mean Std. Dev. Minimum Maximum 

Growth 90 3.08% 3.74% -7.8% 8.7% 

FDI_MinQ/GDP 90 0.017% 0.107% -0.51% 0.433% 

FDI_Man/GDP 90 0.799% 0.748% -0.98% 3.48% 

FDI_Trade/GDP 90 0.315% 0.351% -0.21% 2.37% 

FDI_Fin/GDP 90 0.567% 0.593% -0.28% 2.58% 

FDI/GDP 90 1.726% 1.457% 0.099% 8.42% 

Domestic_Inv 90 25.03 4.90 15 39 

GovSpend 90 15.11 3.83 10 23 

Inflation 90 14.90 24.01 -1.4 138 

Labour 90 16.72 0.69 15.45 17.74 

Openness 90 36.18 15.11 15.44 75.02 

PrivCredit 90 42.02 35.84 14.5 109.1 

Schooling 90 2.73 1.03 1.17 4.81 

 

 

6. Results and Discussion 

Table 2 presents gross effects of FDI on economic growth. The results show that in general, 

total FDI has a positive impact; however it is not significant. I ran regression with a 

combination of different variables. For instance, in column (1) I include three variables and 

the results suggest that FDI has a positive, but insignificant effect. Column (2) includes other 

control variables: government spending, trade openness and schooling variables. In column 

(3) I control for inflation and private credit. In column (5) I run regression of both 

independent and control variables. The coefficient of FDI variable becomes lower, but 

statistically insignificant.  
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Table 2: Growth and aggregate FDI 

Dependent variable: Average real annual per capita growth rate (1994-2011) 

 (1) (2) (3) (4) (5) (6) 

FDI 0.258 0.239 0.164 0.329 0.0718 0.236 

 (0.314) (0.357) (0.363) (0.352) (0.317) (0.361) 

GovSpend  -0.674   0.378 -0.708 

  (0.453)   (0.483) (0.485) 

Openness 0.0452 -0.0546  -0.0593 0.0806  

 (0.0541) (0.0708)  (0.0556) (0.0692)  

Schooling  1.703   -2.063 1.079 

  (1.732)   (1.723) (1.563) 

Domestic_Inv 0.645***    0.769***  

 (0.135)    (0.152)  

Inflation   -0.0302  -0.0590***  

   (0.0214)  (0.0215)  

PrivCredit   -0.0428  -0.0532 -0.00622 

   (0.0333)  (0.0335) (0.0347) 

Constant -15.15*** 10.17* 5.047*** 4.656** -16.15* 10.67* 

 (4.540) (5.552) (1.826) (2.120) (8.538) (5.577) 

Observations 90 90 90 90 90 90 

R-squared 0.237 0.050 0.041 0.023 0.315 0.044 

       

Standard errors in parentheses 

*** p<0.01, ** p<0.05, * p<0.1 

 

 

Now I want to test the direct effects of foreign capital inflows in different sectors and its 

contribution to overall economic growth. The reason why I present each sector’s results in 

different tables is that it allows me to find each sector’s contribution on overall economic 

growth. I run regressions by controlling for control variables to check whether the coefficient 

of independent variable will change. I start by mining and quarrying sector. Table 3 presents 

the results for mining sector. In column (1) I test the effect FDI in mining sector controlling 

for  GovSpend (government spending) and Inflation variables and get the positive coefficient 

for FDI in mining. In column (3) I include all independent and control for all growth 

variables, and the effect remains positive and insignificant. In column (4) I control 

Government spending, inflation and trade openness. The positive coefficient does not change, 

meaning that FDI inflows in mining and quarrying sector exert positive effects on economic 

growth, but it is not significantly different from zero. As can be seen from the table 3 that 

trade openness positively affect economic growth, while inflation and government spending 

negatively influence economic growth. 
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Table 3: FDI in Mining and Quarrying sector 

Dependent variable: Average real annual per capita growth rate (1994-2011) 

 (1) (2) (3) (4) 

FDI_MinQ 2.250 0.882 0.743 0.0147 

 (3.676) (3.378) (3.348) (3.336) 

Domestic_Inv  0.598*** 0.767***  

  (0.125) (0.152)  

GovSpend -0.901**  0.373 -0.0470 

 (0.388)  (0.481) (0.411) 

Inflation -0.0441**  -0.0597*** -0.0468** 

 (0.0217)  (0.0211) (0.0195) 

Openness   0.0839 0.0188 

   (0.0701) (0.0569) 

PrivCredit   -0.0549  

   (0.0332)  

Schooling   -2.100  

   (1.739)  

Constant 17.31*** -11.91*** -15.86* -13.50 

 (6.022) (3.131) (8.472) (8.417) 

Observations 90 90 90 90 

R-squared 0.084 0.224 0.315 0.287 

     

Standard errors in parentheses 

*** p<0.01, ** p<0.05, * p<0.1 

 

In table 4, the regression results for manufacturing sector are presented. As already described 

in summary statistics, manufacturing sector constitutes biggest percentage of aggregate FDI 

inflows and it is expected to have positive effects on economy. In column (1) I include 

manufacturing, openness and private credit variables, in column (2) I include only 

manufacturing and control for inflation variable. It seems that manufacturing sector has a 

positive and significant effect on growth rate. For example in column (2) a 1 point increase in 

percentage leads to a 1.137 increase in GDP capita. In column (3) I control for all 

independent and control variables. The coefficient of FDI_Man gets lower, but still 

significant. Overall, in all cases except one (column (5)) the results are positive and 

significant at a 10 percent significance level. The economic intuition behind this is that 

manufacturing sector is mostly export oriented sector. Technological changes and spillover 

effects fact might be another reason for that, as this sector is more likely influenced by 

technological changes. These results are consistent with previous findings. Alfaro L. (2003) 

and Vu et al. (2008) also found that FDI in manufacturing sector generates a positive and 

statistically significant effect on economic growth.  
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Table 4: FDI in Manufacturing 

Dependent variable: Average real annual per capita growth rate (1994-2011) 

 (1) (2) (3) (4) (5) (6) 

FDI_Man 1.053* 1.137** 0.606* 1.053* 0.768 0.778* 

 (0.659) (0.643) (0.579) (0.659) (0.559) (0.569) 

Domestic_Inv   0.753***  0.663*** 0.681*** 

   (0.152)  (0.122) (0.143) 

GovSpend   0.365   0.00998 

   (0.477)   (0.408) 

Inflation  -0.0233 -0.0571***  -0.0466*** -0.0450** 

  (0.0197) (0.0211)  (0.0175) (0.0192) 

Openness -0.0424  0.0751 -0.0424  0.0196 

 (0.0597)  (0.0689) (0.0597)  (0.0560) 

PrivCredit -0.0122  -0.0477 -0.0122   

 (0.0339)  (0.0335) (0.0339)   

Schooling   -1.834    

   (1.722)    

Constant 4.286* 2.518*** -16.62* 4.286* -13.43*** -14.78* 

 (2.260) (0.701) (8.441) (2.260) (3.004) (8.366) 

Observations 90 90 90 90 90 90 

R-squared 0.047 0.052 0.324 0.047 0.302 0.303 

Standard errors in parentheses 

*** p<0.01, ** p<0.05, * p<0.1 

 

Table 5 presents results for trade and repairs sector. It is observed from the table that FDI in 

trade and repairs sector does not exert a positive effect on economic growth. Although, FDI 

in this sector seem to have negative effects in column (1)-(4), these are not significant. 

Table 5: FDI in Trade and Repairs sector 

Dependent variable: Average real annual per capita growth rate (1994-2011) 

 (1) (2) (3) (4) 

FDI_Trade -0.0577 -0.577 -0.601 -0.415 

 (1.315) (1.443) (1.307) (1.482) 

Domestic_Inv 0.675***  0.762***  

 (0.147)  (0.152)  

GovSpend 0.352  0.324  

 (0.383)  (0.489)  

Inflation  -0.0326 -0.0613***  

  (0.0208) (0.0212)  
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Openness  -0.0820 0.0874 -0.0737 

  (0.0583) (0.0703) (0.0715) 

PrivCredit   -0.0549  

   (0.0331)  

Schooling   -2.122 0.663 

   (1.728) (1.586) 

Constant -19.16** 6.713*** -14.85* 4.060 

 (8.499) (2.256) (8.768) (3.513) 

Observations 90 90 90 90 

R-squared 0.232 0.043 0.316 0.016 

Standard errors in parentheses 

*** p<0.01, ** p<0.05, * p<0.1 

 

 

The results for financial intermediation sector are presented in table 6. In column (1) I control 

for inflation and private credit. In column (2) I control only for openness, in column (3) I add 

inflation and private credit and in all cases the coefficients for FDI in financial intermediation 

are observed negative and insignificant. By obtaining negative coefficient, this result 

confirms previous finding. Using sectoral data for six developed countries, Vu and Noy 

(2009) found that FDI to financial intermediation sector mainly has a negative effect. 

Table 6: FDI in Financial Intermediation sector 

Dependent variable: Average real annual per capita growth rate (1994-2011) 

 (1) (2) (3) (4) (5) 

FDI_Fin -0.957 -0.294 -0.902 -0.848 -0.909 

 (0.807) (0.768) (0.809) (0.713) (0.801) 

Domestic_Inv    0.761***  

    (0.151)  

GovSpend    0.304 -1.040** 

    (0.479) (0.445) 

Inflation -0.0415*  -0.0453** -0.0662*** -0.0502** 

 (0.0221)  (0.0225) (0.0215) (0.0235) 

Openness  -0.0557 -0.0606 0.0782  

  (0.0561) (0.0608) (0.0686)  

PrivCredit -0.0535  -0.0423 -0.0590*  

 (0.0331)  (0.0349) (0.0331)  

Schooling    -1.666 0.674 

    (1.736) (1.619) 
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Constant 6.486*** 5.261** 8.236*** -14.88* 18.21*** 

 (1.751) (2.072) (2.480) (8.441) (6.175) 

Observations 90 90 90 90 90 

R-squared 0.055 0.014 0.067 0.326 0.094 

Standard errors in parentheses 

*** p<0.01, ** p<0.05, * p<0.1 

 

Finally, in table 7 I include all sectors and test the effects of sectoral FDI. As it can be seen, 

results are consistent with the previous findings. So, FDI flows in mining and quarrying has a 

positive effect, but it is not significant, while in manufacturing sector the effect is positive 

and significant. On the other hand, the table reveals that the coefficients for financial 

intermediation and trade and repairs are negative and insignificant.  

 

Table 7: FDI in all sectors 

Dependent variable: Average real annual per capita growth rate (1994-2011) 

 (1) (2) (3) (4) (5) 

FDI_MinQ 1.579 2.868 0.977 1.211 1.976 

 (3.771) (4.411) (3.911) (3.923) (4.601) 

FDI_Man 1.262** 1.442* 1.148* 1.278* 1.517** 

 (0.652) (0.770) (0.665) (0.660) (0.758) 

FDI_Trade -0.708 -2.242 -0.727 -0.909 -2.253 

 (1.538) (1.802) (1.654) (1.655) (1.917) 

FDI_Fin -1.050 -0.495 -1.201 -1.036 -0.699 

 (0.738) (0.824) (0.756) (0.748) (0.891) 

Domestic_Inv 0.657***  0.691*** 0.663***  

 (0.126)  (0.150) (0.149)  

GovSpend   0.0644 -0.0777 -0.754* 

   (0.442) (0.430) (0.450) 

Inflation -0.0560***  -0.0599*** -0.0551***  

 (0.0186)  (0.0204) (0.0202)  

Openness  -0.0182 0.0441 0.0271 -0.0286 

  (0.0622) (0.0593) (0.0581) (0.0774) 

PrivCredit  -0.0169 -0.0406   

  (0.0345) (0.0316)   

Schooling     2.056 

     (1.899) 

Constant -12.70*** 4.233* -14.17 -12.64 9.738* 

 (3.169) (2.275) (8.858) (8.813) (5.791) 

Observations 90 90 90 90 90 

R-squared 0.328 0.076 0.344 0.330 0.108 

Standard errors in parentheses 

*** p<0.01, ** p<0.05, * p<0.1 
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Robustness check 

For further robustness checks, I create new variables: interaction of each sector with human 

capital, so that I can test the effect of interaction term. Previously, Boreinzstein et al. (1998), 

Makki S. and Somwaru (2004) and Alfaro et al. (2004) have used this method for robustness 

checks. Table 8 reports that FDI in mining and manufacturing sector have a positive impact, 

the sign of coefficients of interaction terms between mining and schooling and between 

manufacturing sectors are different. It implies that mining sector interacts positively with 

human capital, while manufacturing sector does negatively. However, the results are not 

significant. The results for trade and financial intermediation sector remain robust, whereas 

their interaction with schooling yields negative coefficients. 

Table 8: Robustness (Interaction with Schooling) 

Dependent variable: Average real annual per capita growth rate (1994-2011) 

 (1) (2) (3) (4) (5) 

Domestic_Inv 0.707*** 0.754*** 0.782*** 0.782*** 0.778*** 

 (0.145) (0.152) (0.154) (0.152) (0.162) 

GovSpend 0.288 0.358 0.345 0.320 0.257 

 (0.487) (0.481) (0.490) (0.479) (0.502) 

Inflation -0.0574*** -0.0562** -0.0635*** -0.0754*** -0.0731*** 

 (0.0215) (0.0214) (0.0214) (0.0232) (0.0238) 

Openness  0.0737 0.0915 0.0748 0.0743 

  (0.0695) (0.0706) (0.0686) (0.0754) 

PrivCredit -0.0382 -0.0503 -0.0459 -0.0507 -0.0428 

 (0.0313) (0.0347) (0.0348) (0.0339) (0.0368) 

Schooling -0.938 -1.471 -2.833 -2.553 -1.731 

 (1.455) (2.098) (1.919) (1.925) (2.326) 

FDI_Man  1.486*   4.865* 

  (2.928)   (3.489) 

FDI_Man*Schooling  -0.296   -1.317 

  (0.965)   (1.162) 

FDI_MinQ -8.803    11.83 

 (31.60)    (33.87) 

FDI_MinQ*Schooling 2.894    -3.774 

 (10.23)    (11.05) 

FDI_Trade   -6.918  -9.889 

   (7.472)  (8.746) 

FDI_Trade*Schooling   2.230  3.166 

   (2.597)  (3.045) 

FDI_Fin    -3.683 -4.197 

    (2.760) (3.037) 

FDI_Fin*Schooling    1.071 1.172 

    (1.008) (1.096) 

Constant -13.89 -17.46* -14.07 -13.38 -15.51 

 (8.515) (8.921) (8.829) (8.550) (9.395) 

Observations 90 90 90 90 90 

R-squared 0.303 0.324 0.322 0.336 0.370 
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Standard errors in parentheses 

*** p<0.01, ** p<0.05, * p<0.1 

 

 

 

Endogeneity problem 

It is worth noting that the model can be biased by endogeneity problem. In other words, there 

might be the case that FDI itself is correlated with error term. Therefore, I need to test 

whether the estimates have been biased by endogeneity cases. In order to do that, I can use 

instrumental variables to eliminate this potential problem. However, it is not easy to find 

proper instruments that is highly correlated with main independent variable, in this case FDI, 

and not correlated with error term. Previous literatures (such as S.S. Makki and A. Somwaru 

(2004), Boreinzstein et al. (1998) and Wheeler and Mody (1992)) suggest that, lagged FDI 

would be better instrument for this problem. Thus, I use lagged value of FDI as an instrument 

in the model. Table 9 reports the results of 2SLS models for mining and quarrying; and 

manufacturing sectors. Column (3)-(5) contains results for manufacturing sector. From the 

table 9 we can easily see that the sign of coefficients for manufacturing sector remain 

positive, whereas only in one case (column), the coefficient is significant at 10% significance 

level. The results for mining and quarrying sector are given in column (1)-(2). As previous 

finding, mining sector has a positive impact and it is not statistically significant.  

Table 10 presents 2SLS results for trade and repairs and financial intermediation sector. Here 

also I obtain the same result as before, that is, negative and statistically insignificant results.  

In column (6) when I add all variables (except private credit), the coefficient becomes 

significant at a 95% confidence interval. 

 

 

7. Conclusion 

Foreign direct investment is thought to be one of the main determinants of economic growth. 

Starting from the mid 1980s most countries have liberated their economies and opened their 

industries to foreign investors. Although, a lot of papers have analyzed the role of FDI, but 

results are not straightforward. Both negative and positive results have been obtained by 

previous researchers.  

This paper investigates how foreign direct investment affects host country economic growth. 

I have focused on analyzing the role of FDI in emerging countries. Employing sectoral data 

relating to a sample of five emerging countries over the period between 1994 and 2011, first, 
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I test the effect of aggregate FDI. The findings suggest that FDI generates a positive effect on 

GDP growth; however, these results are statistically insignificant.  

Then I collected sectoral data and analyzed the effect of FDI in four different sectors of 

economy; namely mining and quarrying, manufacturing, trade and repairs and financial 

intermediation sectors. Unlike previous papers, I find positive, but insignificant effects of 

FDI in mining and quarrying sectors.  For instance, Vu T. B. And I.Noy (2008) and Khaliq 

and Noy (2007) found that mining sector yields negative impact on economic growth. As 

expected, I find positive and significant effects of manufacturing sector on economic growth, 

which is consistent with previous results. Alfaro L. (2003), Khaliq and Noy (2007) have 

found positive effect of manufacturing sector FDI in their studies. This paper also reveals that 

FDI in trade and financial intermediation sector negatively affect economic growth. These 

results are not weird, since Vu T.B. and I. Noy (2009) has reached similar results.  

To conclude, FDI has a positive effect on economic growth. However, we do not observe 

equal distribution of FDI effect across the sectors. 
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Appendix 1 

 

There are 5 countries in the sample. These are Czech Republic, Mexico, Poland, South Korea 

and Turkey. The study period is 18 years, between 1994 and 2011. Sectoral data for which 

sectors I study is available for each country through the study period. So, I use strongly 

balanced panel data. Below I clarify all the variables and give information about data sources. 

 

Dependent variable 

Dependent variable in my study is Growth. Growth is defined as annual percentage growth 

rate of GDP (Source: World Bank Development Indicators). 

Independent variables 

FDI is taken as a share of GDP. Here FDI inflows do not encompass all the sectors. However, 

a big share of foreign capital is invested in these four sectors. Initially, I calculated the share 

of each used sectors in GDP and by summing up the shares of sectors I created FDI variable. 

According to the Detailed Benchmark Definition of the OECD “a direct investment enterprise 

is an incorporated or unincorporated enterprise in which a single foreign investor either owns 

10 per cent or more of the ordinary shares or voting power of an enterprise (unless it can be 

proven that the 10 per cent ownership does not allow the investor an effective voice in the 

management) or owns less than 10 percent of the ordinary shares or voting power of an 

enterprise, yet still maintains an effective voice in management.”  Source: World Bank 

Development Indicators. 
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FDI_Man: I use this variable as a share of GDP. Manufacturing sector is one of the leading 

sectors in the economy and is one of the attractive fields for foreign investors. This sector 

includes food products; textiles and wearing apparel; wood, publishing and printing; refined 

petroleum & other treatments; chemical products; pharmaceuticals, medicinal chemical and 

botanical products; rubber and plastic products; metal products; mechanical products; office 

machinery and computers; radio, TV, communication equipments; medical, precision and 

optical instruments, watches and clocks; motor vehicles; other transport equipments; 

manufacture of aircraft and spacecraft. Source: OECD statistics. 

FDI_MinQ variable is utilized as a percentage of total GDP. Mining and quarrying sector 

includes these fields: extraction of crude petroleum and natural gas; service activities 

incidental to oil and gas extraction, excluding surveying. Source: OECD statistics. 

FDI_Trade is taken as a percentage of total GDP. Trade and repair sectors is defined as 

follows: Sale, maintenance and repair of motor vehicles and motor cycles; retail sale of 

automotive fuel; Wholesale trade and commission trade, except of motor vehicles and motor 

cycles; Retail trade, except of motor vehicles and motor cycles; repair of personal and 

household goods. Source: OECD statistics. 

FDI_ Fin: The fourth invested sector in my paper is financial intermediation. FDI_Fin 

represents the share of FDI inflows in finance sector as a percentage of GDP. Financial 

intermediation is broken down to the following industries: Financial intermediation, except 

insurance and pension funding; monetary intermediation; other financial intermediation; 

financial holding companies; insurance and pension funding; activities auxiliary to financial 

intermediation. Source: OECD statistics. 

Control variables 

Domestic_Inv variable reflects domestic investment and is taken as a share of GDP. 

According to the World Bank, gross capital formation “consists of outlays on additions to the 

fixed assets of the economy plus net changes in the level of inventories”. Source: World Bank 

Development Indicators. 

Government Spending is another control variable, defining as general government final 

consumption expenditure as a percentage of GDP. (as in M. Kabir Hassan (2003) and Alfaro 

(2003)). Source: World Bank Development Indicators. 
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Inflation is measured as annual percentage changes in GDP deflator. This variable is taken a 

proxy for macroeconomic stability. Source: World Bank Development Indicators. 

Openness: I will also use trade openness, as Carkovic M. and R. Levin (2002) in their study. 

Trade openness is measured as sum of exports and imports as a percentage of GDP. Source: 

UNCTAD database. 

Private Sector: The value of domestic credit to private sector as a percent of GDP. (as Levine 

et al. (2000) employed in their study). Source: World Bank Indicators. 

Schooling: Following Vu et al. (2008) and Alfaro (2003), I use secondary school enrolments 

ratio as a proxy for human capital. Source: Barro - Lee database. 

 

 

  

 

Table 9: Endogeneity (Mining and Manufacturing Sectors) 

Dependent variable: Average real annual per capita growth rate (1994-2011) 

 

 (1) (2) (3) (4) (5) 

FDI_MinQ 5.664 4.569    

 (8.118) (8.015)    

GovSpend 0.0862 0.0984   0.204 

 (0.146) (0.181)   (0.291) 

Inflation -0.0297 -0.0359 -0.0283  -0.0355 

 (0.0259) (0.0249) (0.0258)  (0.0269) 

PrivCredit 0.0110  0.0161   

 (0.0174)  (0.0201)   

Openness  -0.00654   -0.146** 

  (0.0450)   (0.0596) 

FDI_Man   0.727* 0.279 0.0860 

   (0.973) (0.782) (0.783) 

Domestic_Inv    0.227** 0.413*** 

    (0.104) (0.148) 

Constant 1.238 1.853 1.837 -2.932 17.18 
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 (2.718) (2.432) (1.671) (2.499) (29.20) 

Observations 70 70 70 70 70 

R-squared 0.035 0.038 0.064 0.079 0.164 

Standard errors in parentheses 

*** p<0.01, ** p<0.05, * p<0.1 

 

 

 

 

 

Table 10: Endogeneity (Trade and Finance Sectors) 

Dependent variable: Average real annual per capita growth rate (1994-2011) 

 (1) (2) (3) (4) (5) (6) 

FDI_Trade -2.017 -2.355 -0.211    

 (4.620) (5.136) (4.406)    

Domestic_Inv 0.866***  0.936***   1.276*** 

 (0.214)  (0.200)   (0.265) 

GovSpend 0.588  -0.0859 -1.221**  -0.0407 

 (0.585)  (0.592) (0.578)  (0.599) 

Inflation   -0.0709*** -0.111***  -0.115*** 

   (0.0249) (0.0429)  (0.0349) 

PrivCredit  -0.0170   -0.0103  

  (0.0498)   (0.0611)  

Openness   0.134**   -0.000285 

   (0.0684)   (0.0988) 

FDI_Fin    -4.244 -3.075 -4.600** 

    (2.638) (2.479) (2.290) 

Schooling      3.088 

      (2.810) 

Constant 133.8 4.161 282.5** 106.1 27.15 585.6*** 

 (134.5) (171.1) (133.0) (190.8) (198.2) (224.2) 

Observations 75 75 75 70 70 70 

Standard errors in parentheses 

*** p<0.01, ** p<0.05, * p<0.1 

 


