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Abstract 

The objective of this study is to shed light on the determinants of foreign direct investment (FDI) in 

developing countries. In order to undertake it, we performed an econometric model based in panel data analysis for 

123 developing countries, for the 1997 - 2010 periods. The results show that economic openness, foreign debt and 

economic growth have positive and significant effects, while wage rate have significant negative ones on FDI. 

Moreover, the impacts of market size and political rights are insignificant.  Meanwhile, economic openness proxied 

by the shares of imports and exports in GDP as well as foreign debt are recognized as the most important 

determinant of foreign investment. 
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1. Introduction 

The name "Foreign Direct Investment" usually brings to mind a significant contribution of FDI to domestic 

investment and to capital inflows. However, there has been a lot of skepticism concerning the contribution of FDI to 

these engines of growth.  As noted by Froot (1993), FDI (the purchase by a domestic resident of a controlling stake 

in a foreign company) actually requires neither capital flows nor investment in capacity.  

Indeed Foreign direct investment (FDI) is direct investment by a company in production located in another 

country either by buying a company in the country or by expanding operations of an existing business in the 

country. Foreign direct investment is done for many reasons including to take advantage of cheaper wages in the 

country, special investment privileges such as tax exemptions offered by the country as an incentive to gain tariff-

free access to the markets of the country or the region. Foreign direct investment is in contrast to portfolio 

investment which is a passive investment in the securities of another country such as stocks and bonds. 

In addition, FDI has some inherent advantages for development: risk sharing, market discipline, export 

orientation, and the transfer of technology and managerial expertise. Recent trends show that FDI can be an 

important and stable source of private capital for developing economies, particularly countries that are able to create 

a hospitable environment for new foreign investments. 

Foreign direct investment (FDI) has long been a topic high on the policy agenda in emerging markets. The 

contribution of FDI to a country’s external financing and economic growth, the behavior of multinational 

corporations, and the extent of regulation of FDI and other forms of capital flows are some of the issues on which 

http://en.wikipedia.org/wiki/Tax_exemption
http://en.wikipedia.org/wiki/Portfolio_investment
http://en.wikipedia.org/wiki/Portfolio_investment
http://en.wikipedia.org/wiki/Portfolio_investment
http://en.wikipedia.org/wiki/Stocks
http://en.wikipedia.org/wiki/Bond_(finance)
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policymakers usually have to take a stand. Not coincidentally, economic research has devoted a large effort to 

exploring these issues. In this investigation our study is structured as follows:  

First, we provide a review of the theoretical literature dealing with the determinants of direct foreign 

investment. Also, we examine recent studies that analyze the relation between FDI and some significant economic 

variables. In the next section, we present research methodology and then outline our model to be estimated, and the 

results obtained. Lastly, we present the conclusions of our study and Policy recommendations. 

 

2. The basic conceptual framework 

Theories of FDI can essentially be divided into two categories: micro (industrial organization) theories and 

macro-finance (cost of capital) theories. The early literature that explains FDI in microeconomic terms focuses on 

market imperfections, and on the desire of multinational enterprises to expand their market power (see Caves 

(1971)). Subsequent literature centered more on firm-specific advantages, owing to product superiority or cost 

advantages, stemming from economies of scale, multi-plants economies and advanced technology, or superior 

marketing and distribution (see Helpman (1984)). According to this view, multinationals find it cheaper to expand 

directly in a foreign country, rather than through trade, in cases where the advantages associated with cost or product 

are based on internal, indivisible assets based on knowledge and technology. Alternative explanations for FDI have 

focused on regulatory restrictions, including tariffs, quotas that either encourage or discourage cross-border 

acquisitions, depending on whether one considers horizontal or vertical integrations. 

Studies examining the macroeconomic effects of exchange rate on FDI focused on the positive effects of an 

exchange rate depreciation of the host country on FDI inflows, because it lowers the cost of production and 

investment in the host countries, raising the profitability of foreign direct investment. The wealth effect is another 

channel through which a depreciation of the real exchange rate could raise FDI. A depreciation of the real exchange 

rate, by raising the relative wealth of foreign firms, could make it easier for those firms to use retained profits to 

finance investment abroad and to post a collateral in borrowing from domestic lenders in the host country capital 

market (see Froot (1991) and Razin and Sadka (2001)). There is also a large literature on different forms of 

spillovers 4 from inward investors in the form of new technologies, new ideas and capital accumulation on the 

growth of output in the domestic economy. (See Blomstrom, Kokko and Globerman (2001)). 

In the context of the new theory of economic growth, however, FDI can affect not only the level of output per 

capita but also its rate of growth. This literature has posed various hypotheses that explain why FDI may potentially 

enhance the growth rate of per capita income in the host country. FDI can be considered as one of the main 

transmission vehicles of advanced technology from leaders to developing countries (Borensztein et al, 

1998).Generally speaking, developing countries lack the necessary background in terms of educated population, 

infrastructure, liberalized markets, economic and social stability and so forth in order to be able to innovate and 

generate new discoveries and designs. Accordingly, they will have to benefit from the diffusion of technology that 

originates elsewhere. The technological diffusion from the leader countries to developing countries can take place 

through FDI. Technological advances implemented by multinationals may spill over to the rest of the economy, 

giving rise to beneficial externalities and encouraging domestic private activity. 
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FDI can have other beneficial effects on the host nation. It may facilitate the extraction and distribution of 

raw materials produced in the host country by improving the network of transport and communication. An example 

is the construction of a port by a multinational.FDI can also beneficially affect the productive efficiency of domestic 

enterprises. Local firms have an opportunity to improve their efficiency by learning and interacting with foreign 

firms. FDI can also raise the quality of domestic human capital and improve the know-how and managerial skills of 

local firms (the learning by watching effect). 

In a market-oriented approach, domestic investment and FDI (instead of the state) play the main role in the 

development process. There are prerequisites for host countries to benefit from FDI. A minimal degree of social 

capacity is required (Abramovitz, 1986). Social capacity, in turn, is related to an adequate level of human capital, 

economic and political stability, liberalization of markets and sufficient infrastructure. In particular, Benhabib and 

Spiegel (1994) argue that the ability of developing countries to absorb and make sound use of the flows of foreign 

investment increases with the level of human capital of the host country. 

If we accept a positive link between FDI and growth, the next relevant question is what should a government 

in developing countries do in order to attract FDI? Hence, investigation of the determinants of FDI becomes crucial. 

A flourishing literature has dealt with this issue, by means of econometric analyses and survey studies of foreign 

investors’ opinions. Although there is not yet a general consensus on this issue, the literature has identified factors 

that influence the capacity of countries in order to attract FDI. These determinants can be described as follows (for a 

more extensive review, see Marr, 1997). 

The first determinant is the market size of the host country. According to the market size hypothesis, 

multinationals tend to invest in larger countries in order to exploit economies of scale. The sunk cost of FDI in a 

country, in terms of adapting the managerial skills to its idiosyncratic features, becoming familiarized with local 

regulations, learning the language and so forth, leads firms to confront scale economies. Other determinants are 

economic policies in the host country. Taxes, macroeconomic stability, the extent of openness, the political climate, 

the degree of economic freedom and the absence (or not) of regulations in markets affect FDI. The capital stock in 

the host country is another issue confronting investors. Human capital will determine productivity of the labor force 

and attractiveness to foreign investor. Public capital is also relevant. Poor infrastructure facilities – especially in 

transport, communication and information technologies - are regarded as one of the main impediments for 

investment in lower income countries (see Obwona, 2001).We now briefly summarize studies that explore the 

connection among some the aforementioned variables and FDI.  

First, market size has been shown to a very robust determinant of FDI. Indeed this variable positively affected 

investment flows from developing countries between 1997 to 2010. Also Chakrabarti (2001) consider this variable 

as a rather robust determinant of FDI. Lipsey (1999) concludes that market size is an important determinant of FDI 

flows to Asia for the case of those affiliates that sell mostly in the local market. There has also been research on the 

relation between economic policy indicators and FDI.  

Exchange rate volatility was shown to be detrimental for FDI in a sample of developing countries (Benassy-

Quere et al., 2001). Macroeconomic and institutional stability seem to have been crucial for Uganda’s attractiveness 

for foreign investment (Obwona, 2001) and for Asian countries in attracting US investment (Lipsey, 1999). The 
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same applies to Latin American countries for Japanese investment (Tuman and Emmert, 1999). Similar results are 

reported by McMillan (1999) and Barry and Bradley (1997). In particular, these authors document the importance of 

the export-oriented policies adopted by the Irish government in affecting FDI to the country.Nunnenkamp (1991) 

looks at how debt overhang and sovereign risk affect FDI in 35 developing countries. These two indicators appear 

relevant in explaining the decline in capacity to attract FDI in the 80s. In a subsequent paper, Nunnenkamp (1997) 

stresses the importance of host country conditions for the attraction of FDI by Latin American countries. Studies of 

capital endowments as a determinant of FDI are sparser. Noorbakhsh et al.(2001) provide evidence that human 

capital attracts FDI. 

The conclusions from previous studies are as follows: first, the main determinants of FDI appear to be market 

size, economic conditions and capital endowments in the host country. Second, research has focused on specific 

countries. Third, most studies conclude that macroeconomic liberalization and stability are crucial for attracting 

foreign investment. This latter idea has, however, not been tested using indicators on economic freedom. In this 

study, we carry out such an analysis for the Countries studied. 

 

3. Research methodology  

In order to test the links among the determinants of FDI in Developing Countries, we pursue a panel data 

analysis our sample consists of a group of developing countries and the period is 15 years. There are various reasons 

why we focus on 123 countries. The nations in this area are developing countries but have already a minimum level 

of social capacity in terms of human capital, financial intermediaries and also a certain level of institutional stability 

as compared. Still, the sample offers sufficient variability to reflect different degrees of the aforementioned 

variables. The financial system is less developed and Human capital is higher in these countries. 

The period has been chosen because of the availability of data. Thus, we have taken 1996 as our starting point, 

since data on FDI prior to that date are very poor. There are some problems, however, associated to the use of panel 

data analysis. As pointed out by FO. Lster and Henrekson (2001), if the panel is composed of annual data, it could 

be difficult to disentangle the long-run effects from the business cycles changes when interpreting the results. A 

solution to circumvent this problem is to employ averages over 5-year periods instead of yearly observations. This is 

the method we have used. 

The panel data methodology was used, which combines information on the variation of the individual units, in 

this case developing countries, with information taking place over time. The advantage of this methodology is that it 

allows idiosyncrasies (heterogeneity) existing among groups (countries) to be considered. 

The selection of variables that are representative of the determinants of FDI was necessarily affected by the 

option of using a sufficiently large sample of developing countries as hosts. The sample comprises a group of 123 

countries, and covers the period between 1996-7 and 2010. Thus, from a theoretical standpoint, several important 

variables those were included in some of the studies for a limited set of countries. A list of the countries and the 

sources of data are presented in the Appendix. 
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in this study ,The variables selected to explain direct foreign investment are economic openness, foreign debt 

and economic growth, market size, political rights, natural resources, corruption and bureaucratic Red Tape, and 

wage rate. We examine the hypothesis regarding the expected behavior of the models explicative variables. 

 

4. Model Specification and Analysis 

We have regressed the flows of FDI on a set of variables that could conceivably be related to the capacity of a 

particular nation to attract (or discourage) the entrance of foreign investment. The underlying specification is a 

model of the form: 

 

),,,,,,,( FDI/GDP WRGGDPFDBCBRTNATPOLROPENMZf                 [4.1] 
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That in this model; 

FDI: foreign direct investment 

MZ: market size 

Open: economic openness 

POLR: political rights 

NAT: natural resources 

CBRT: corruption and bureaucratic Red Tape 

FDB: Foreign debt 

GGDP: economic growth 

WR: wage rate 

εit: disturbance term 

FDI/GDPi, t   represents the inflows (as a percentage of GDP) accruing to country i in year t, set of proxies of the 

determinants of FDI include market size, Openness, political rights, natural resources, corruption and bureaucratic 

Red Tape, foreign debt, economic growth, wage rate detailed above, i indexes the 123 developing countries, and t 

captures the time dimension (in particular, averages over five years over the period 1996, 7–2010). 

We expect that, these variables are as follows: 
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A practical issue when carrying out a panel analysis is to decide whether the panel estimation should be 

performed with fixed or random effects. To make the correct choice, we used the Hausman (1978) test, which 

suggests that the appropriate procedure in all cases is the fixed effects estimation.  

Fixed effects estimators are always consistent although not fully efficient (Hausman and Taylor, 1981). 

According to Hausman 1978) if the model has been correctly specified and the null hypothesis of no correlation 

cannot be rejected, coefficients estimated by random effects should not differ much from those estimated by fixed 

effects.  

So, according to the Hausman test, this model should be estimated with fixed effects. We have added the 

random effects results (Table 2) to facilitate a sensitivity analysis that will be discussed later.  

 
Table 1. Estimates of FDI Model based on Fixed Effects Approach 

 

Variable Coefficient Prob 

Constant 10362.29 0.7212 

MZ (Market size) 0.437627 0.3005 

OPEN (Economic openness) 2561.163 0.0117 

POLR (Political right) 572.8434 0.3683 

NAT (Natural resources) -0.025225 0.0267 

CBRT (Corruption and 

bureaucratic Red Tape) 
-8.810926 0.0238 

FDB (Foreign debt) 0.216692 0.0000 

GGDP (Economic growth) 147.4979 0.0306 

WR (Wage rate) -0.815848 0.0316 

R-squared 0.959952 

 

 
Table 2. Estimates of FDI Model based on Random Effects Approach 

 

Variable Coefficient Prob 

Constant -7248.660 0.3048 

MZ (Market size) 0.887550 0.0003 

OPEN (Economic openness) 862.1652 0.2198 

POLR (Political right) 1182.409 0.0008 

NAT (Natural resources) 0.001741 0.4998 

CBRT (Corruption and 

bureaucratic Red Tape) 
1.998068 0.5287 

FDB (Foreign debt) 0.151974 0.0000 

GGDP (Economic growth) 215.3539 0.0003 

WR (Wage rate) -0.575659 0.0001 

R-squared 0.686000 
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According to Tables 1&2 (Estimates of FDI Model based on fixed and Random Effects Approach) the results 

obtained for models as follows: 

Market size
1
 

This variable is typically proxied by the level of per capita GDP. Index of market size remains positive in both 

of fixed and random effects model. So, it appears to be an important determinant of FDI flows. In addition, the point 

estimate in both cases is very similar. Hence, it can be regarded as a robust determinant of FDI in these countries. 

Other studies also have presented that it has a significant and positive effect on capital flows. Bandera and 

White (1968) found market size to be a significant determinant of U.S. FDI. Schmitz and Bieri (1972) found the 

one-period-lagged GNP of the EEC to be a significant variable in a FDI demand function. Lunn (1980) also found 

the one-period-lagged GNP of the EEC to be a significant explanatory variable for U.S. direct investment in Europe. 

For developing countries, Root and Ahmed (1979),Torrisi (1985), Schneider and Frey (1985), Petrochilas (1989), 

and Wheeler and Mody (1992) all find market size to be significant. 

 

Economic openness
2
 

This index has a positive and significantly correlated with FDI in fixed effect model. Indeed there are two 

reasons for including exports as a control variable. First, there is a widespread perception that "open" economies 

encourage more confidence and foreign investment. One indicator of openness is the relative size of the export 

sector. Second, exports should be included as a control variable because of the higher export propensity of foreign 

firms (Chen, 1994). This issue has generated considerable controversy. For example, Westphal (1979) contended 

that exports may be correlated with FDI, not because the foreign firms have a greater export orientation but, because 

they are disproportionately represented in the main export sectors. However, as Chen (1994) correctly points out, 

this distinction does not negate the overall contribution of foreign firms to the export sector. 

 

Political right
3
 

In this study, the index of political rights has a positive and insignificant effect on foreign direct investment in 

fixed effect model, that is consistent with economic theories. 

 

Natural resources
4
 

Natural resource has a significant positive effect on foreign direct investment in fixed effect approach. Yet this 

variable has a positive and insignificant effect on foreign direct investment in random effect approach. 

Corruption and bureaucratic Red Tape
5
 

This index has a negative and significantly correlated with FDI in fixed effect model. It is consistent with 

economic theories. 

                                                             
1. Per capita GDP 
2 .SUM export & Import (% of GDP) 
3. Environmental Governance and Institutions -Politics and Freedom: Political rights index (Freedom House). Units: index units, 1=most free; 

7=least free – freedom house indicators.     
4 .Natural Resources = Share of Fuel and Minerals in Exports (Percent) – world bank indicators  
5 . Expense (% of GDP), Expense is cash payments for operating activities of the government in providing goods and services. 
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Foreign debt
1
 

Indicator of external debt has positive impact and significantly correlated with FDI in regression. But if those 

countries in which the debt burden is more severe present a larger country risk and therefore are less attractive for 

foreign investors.  

 

Economic growth
2
 

This variable has a positive impact and significantly correlated with FDI in both of models. Since our 

dependent variable is FDI relative to GDP, the relationship with other GDP-related variables on the right hand side 

of the equation may not be unequivocal. We include both per capita GDP and the growth rate of GDP (GDP %) to 

control for actual and potential market size. Also the coefficient of the level of GGDP is positive and significant in 

regression. This result is consistent with the market-size hypothesis, according to which multinationals will tend to 

favor larger countries to exploit economies of scale. 

 

Wage rate
3
 

Wage rate has a negative and significantly correlated with FDI in both of models. Also about Wage rate, the 

standard hypothesis holds that lower relative wage costs will encourage "efficiency-seeking" FDI flows. Recent 

results for developing countries seem to indicate that relative wage costs are a significant determinant of FDI flows. 

Flamm (1984), Schneider and Frey (1985), Lucas (1993), and Wheeler and Mody (1992) all find a wage cost 

variable to be significant. We include a real earnings index as a control for real wages (EARN). 

 

5. Summary and conclusion 

The empirical results presented in this study show that FDI can be explained in terms of openness, economic 

growth and wage costs .In general terms the results tell us that countries that are more successful in attracting FDI 

are developed countries with a high degree of openness. The degree of openness as well as foreign debt were 

included as a proxy to reflect the willingness and capacity of a country to accept foreign investment, and proved to 

be important in attracting capital, considering that said variables presented the expected sign, and were highly 

significant. Moreover, market size, political rights have positive effect but insignificant, while natural resources, 

corruption and bureaucratic Red Tape and wage rate have negative one on FDI. Factors failing the EBA robustness 

test as determinants of FDI inflows included: market size and political rights. As our study has focused on a 

relatively small set of variables compiled by the WDI, our results should not be interpreted as ruling out as 

unimportant all other factors that have been suggested in various theories as determinants of FDI. 

This paper introduced the determinants of FDI in developing countries. The policy implications of our analysis 

are clear. Our investigation indicates that governments should strive to achieve a sound degree of political and 

economic stability, together with a market-oriented environment. Economic openness enhances these countries by 

                                                             
1 . External debt stocks (% of GDP). 
2 . GDP growth (annual %).Annual percentage growth rate of GDP at market prices based on constant local currency. 

3 . Productivity(GDP per person employed) 
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two channels: directly, as it has already been shown in the literature, and indirectly, by increasing the FDI that a 

country attracts. Increasing economic openness should therefore be a key priority of policy makers. 
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Appendix1. Data and variables description 

row Variables Sources 

1 FDI - foreign direct investment International Financial Statistics 

2 FDB - Foreign debt World Development Indicators 

3 NAT- natural resources World Development Indicators 

4 CBRT - corruption and bureaucratic Red Tape World Development Indicators 

5 GGDP - economic growth Development Indicators 

6 WR - wage rate World Development Indicators 

7 POLR - political rights Freedom house Indicators 

8 MZGDP - market size World Development Indicators 

9 Open- economic openness World Development Indicators 

   

Source: own elaboration 

 

Appendix 2. The list of the countries studied 

 
Afghanistan, Albania, Algeria, Angola, Argentina, Armenia, Azarbaijan, Bahamas, Bahrain, Bangladesh, 

Barbados, Belarus, Belize, Benin, Bermuda, Bolivia, Bosnia and Hrzygvyn, Botswana, Brazil, Bulgaria, Burkina 

Faso, Burundi, Cambodia, Cameroon, Cape Verde, Chad, Chile, China, Colombia, Comoros, Democratic Congo, 

Republic of the Congo, Costa Rica, Djibouti, Dominican Republic, Ecuador, Egypt, El Salvador, Equatorial Guinea, 

Ethiopia, Fiji, Gabon, Gambia, Georgia, Ghana, Guatemala, Guinea , Guinea Bissau, Guyana, Haiti, Honduras, 
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India, Indonesia, Iran, Jamaica, Jordan, Kazakhstan, Kenya, Kiribati, Kuwait, Kyrgyz Republic, Laos, Latvia, 

Lesotho, Liberia, Libya, Lithuania, Macedonia, Madagascar, Malawi, Malaysia , Maldives, Mali, Mauritania, 

Mauritius, Mexico, Micronesia, Mongolia, Montenegro, Morocco, Mozambique, Namibia, Nepal, Nicaragua, Niger, 

Nigeria, Pakistan, Panama, Papua, New Guinea, Paraguay, Peru, Philippines, Romania, Russia, Saudi Arabia, 

Senegal, Serbia, Sierra Leone, South Africa, Sri Lanka, Sudan, Suriname, Switzerland, Syria, Tajikistan, Tanzania, 

Thailand, Timor, Togo, Tonga, Trinidad and Tobago, Tunisia, Turkey, Turkmenistan, Uganda, Ukraine, Uruguay , 

Uzbekistan, Venezuela, Vietnam, Yemen, Zambia, Zimbabwe 

 
 


