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Abstract

Foreign direct investment is the main force behind economic growth because it builds capital strength,
produces new technologies, and creates new employment. Experts debate about how FDI affects the
distribution of household incomes. Research has confirmed that both inclusive gains and wage and wealth
inequalities are part of its effects. The dual impact of FDI on growth and inequality in 80 countries across
1995 through 2024 are analyzed through Fixed Effects (FE) and Random Effects (RE) and Instrumental
Variable (IV) and Generalized Method of Moments (GMM) estimations, which account for heterogeneity
and endogeneity. The analysis distinguishes Greenfield investments from Mergers & Acquisitions because
Greenfield promotes employment growth, yet M&A typically results in market dominance and economic
disparities. The study collects data from World Bank, UNCTAD, IMF, OECD, and national databases,
including GDP growth rates, Gini coefficients, labor market details, and institutional quality indices to
determine how FDI affects these variables. The economic effect of FDI in developed countries is either
neutral or slightly beneficial because these nations benefit from dynamic labor markets and powerful
governance systems. Investments made by foreign direct investors typically worsen income polarization
and create geographical inequality problems in countries with inadequate regulatory frameworks. The
policymakers need to establish strong institutions while developing their workforce, implementing
progressive taxation plans, and targeted economic motivations to achieve maximum positive effects while
minimizing inequality. Countries coordinating FDI with sustainable policies will achieve extended inclusive
economic development, as foreign investments without this alignment tend to create social inequalities.
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INTRODUCTION capital development and improve technological
transfers and workforce creation, which enhances

Background and Significance productivity levels and market competitiveness

within host countries (Dunning 2001). The economic

Foreign Direct Investment (FDI) is a vital economic development benefits of FDI exist in its capability to
development tool that drives important changes in enhance domestic investment while delivering
national and worldwide economic structures. superior technologies and facilitating local market
International economic ties allow FDI to promote integration into global supply chains (Borensztein,
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De Gregorio, & Lee, 1998) according to
widespread acceptance. Free capital inflow from
abroad generates efficiency improvements, market
growth, and improved capabilities among local firms
because of knowledge and technology transfers
(Alfaro, Chanda, Kalemli-Ozcan, & Sayek, 2004). Even
though FDI brings various advantages to host
economies, some scholars remain undecided about
its effects on income distribution patterns. Scholarly
opinions differ on how FDI functions in sustainable
development as it can either support inclusive
growth or intensify wealth inequality by making
wages unbalanced and pushing out unskilled
workers (Choi, 2006; Herzer & Nunnenkamp, 2013).
Emerging economies experience an intensified
paradox because their weak institutions, limited
absorption capacity, and inadequate regulatory
systems ultimately prevent fair FDI benefit
distribution (Aykut & Sayek, 2007). Developed
economies possess healthy institutions, powerful
labor markets, and well-established financial
systems to reduce the impact of FDI on inequality
levels. The distinct impacts of FDI on different
economies demand a detailed study of its effects on
economic growth and income distribution patterns.

Research Problem and Questions

Given the dual nature of FDI, this study aims to
answer three critical research questions:

1. How does FDI influence economic growth
in emerging and developed economies?

o Does FDI sustained

economic expansion in  both

catalyze

economic contexts?

o0  What key determinants enhance or
constrain FDI’s contribution to
growth?

2. Under what conditions does FDI

exacerbate or mitigate income inequality?

o What role do institutional

frameworks, labor market
structures, and human capital play
in shaping the impact of FDI on

income distribution?
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o Are specific types of FDI, such as

Greenfield investments and
mergers and acquisitions (M&A),
more or less associated with

increasing inequality?

3. What policy measures can ensure that FDI
fosters inclusive economic growth?

O  What regulatory and fiscal policies
can governments implement to
maximize the positive effects of
FDI while mitigating potential
negative consequences?

o0 How can host economies develop
absorptive capacities that translate
FDI inflows into broad-based
economic benefits?

The study investigates these questions to enhance
discussions about FDI's impact on national
economies in terms of benefit versus equity
equilibrium.

Contribution of the Study

This research makes several key contributions to the
literature on FDI and economic development:

1. Comparative Analysis of Developed and
Emerging Economies

o This study employs a cross-country
empirical analysis to analyze
distinct FDI impacts between
economies that fall  under
institutional and economic

development categories. UCTAD

(2023) reports that this research

uses panel data covering 80

countries from 1995 until 2024 to

comprehensively understand FDI in
different types of economic

settings.

2. Integration of Economic Growth and
Income Inequality Metrics

o Unlike conventional FDI growth
studies, this research examines the
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dual influence of FDI by uniting
growth measurements with
insecurity indicators. It offers
improved insights into FDlI's
economic effects by measuring
results through GDP growth rates
combined with Gini coefficients,
labor market data, and sectoral FDI
flow statistics (OECD, 2022).

3. Examination of Institutional and Policy
Factors

O Recognising the importance of
institutional quality, this study
investigates how  governance,
regulatory frameworks, and labor
market policies mediate the
relationship between FDI and
inequality. Previous research has
demonstrated that the same FDI
inflows can have vastly different
distributional effects depending
on a country's institutional
capacity (Acemoglu, Johnson, &
Robinson, 2001). This study builds
on such insights by conducting an
institutional heterogeneity
analysis to determine the
conditions under which  FDI
contributes to equitable economic
development.

4. Policy Recommendations to Balance FDI’s
Benefits and Risks

This research offers data-driven policy
strategies to achieve maximum FDI impacts
on inclusive development because of
sophisticated relationships between FDI
growth rate and inequality. Key policy
considerations include:

e Strategic tax benefits serve as tools
to attract FDI toward useful
production sectors.

e Labor protection practices are
essential to reduce wage gaps
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while stabilising work
opportunities when foreign
investment flows into a country.

® Progressive tax policy frameworks
should be implemented to collect
reasonable financial contributions
from MNCs for national
development.

This research unites scientific
evidence about foreign direct
investment with policy-level
knowledge to establish functional
strategies which leverage FDI for
sustainable growth.

THEORETICAL FOUNDATIONS AND
LITERATURE REVIEW

Theories Linking FDI and Economic Growth

Neoclassical Growth Model: FDI as a Source of
Capital and Productivity Enhancement

Capital accumulation, technological advancements,
and labor force expansion are leading economic
growth factors based on the Neoclassical Growth
Model created by Solow (1956) and Swan (1956). FDI
is a fundamental method for solving investment
deficits in underserved regions by providing funding
to build new capital infrastructure and improve
workforce performance (Borensztein et al., 1998).
Technology progresses through FDI, which improves
manufacturing methods and enhances total factor
productivity levels and market competitiveness
(Barro & Sala-i-Martin, 2004).

Foreign direct investment drives economic
growth, particularly in contexts where financial
markets combine with institutional strength (Alfaro,
Chanda, Kalemli-Ozcan, & Sayek, 2004). A recipient
nation's ability to absorb new knowledge determines
the development effects of foreign direct investment
because it involves human capital growth alongside
adequate infrastructure and supportive policy
structures (Balasubramanyam, Salisu, & Sapsford,
1996).
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Endogenous Growth Theory: Knowledge Spillovers
and Human Capital Development

As introduced by Romer (1986) and Lucas (1988)
through their Endogenous Growth Theory, the mode
of sustenance for extended economic growth
depends on knowledge accumulation,, innovation,,
and human capital advancement. The endogenous
growth framework contrasts with the neoclassical
model because it rejects decreasing capital returns
but supports the theory that external knowledge
exchange from FDI creates expanding returns for
ongoing economic growth (Aghion & Howitt, 1992).

According to Findlay (1978), FDI allows local
firms to embrace superior production methods and
professional management and research capabilities
introduced by multinational corporations (MNCs).
FDI stimulates human capital development because
multinational companies offer specialised training
programs that boost worker efficiency and skill levels
(Borensztein et al., 1998). Xu (2000) confirms that
the education levels of host countries determine the
size of FDI spillovers since economies that invest in
employee skills obtain greater productivity benefits
from foreign direct investment.

Sectoral Shift Hypothesis: FDI's Role in Structural
Transformation

Successful FDI functions as a catalyst for structural
transformation because it distributes resources away
from traditional farming sectors towards more
efficient manufacturing and modern service
industries, according to Rodrik (2016). New plants
from FDI holdings specifically contribute to industrial
upgrading through the development of advanced
value-added sectors, but M&A operations mostly
function to combine existing sectors (Lipsey, 2004).
Empirical studies demonstrate that FDI-led industrial
development significantly fostered economic
expansion in China, South Korea, and Singapore
through systematic policies that guided FDI into
technological sectors (Amsden, 2001). Resource-rich
economies experience a phenomenon known as the
resource curse because FDI usually focuses on

extractive activity while providing limited job
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creation and benefits mainly to capital-intensive
industries (Sachs & Warner, 1995).

Theories Linking FDI and Income Inequality

Skill-Biased Technological Change (SBTC): How FDI
Benefits Skilled Workers More

The Skill-Biased Technological Change (SBTC)
hypothesis posits that FDI disproportionately
benefits skilled workers, widening wage gaps
high-skilled and
(Acemoglu, 2002). MNCs typically introduce capital-

between low-skilled labor

intensive and technology-driven production
methods, which increase the demand for high-
skilled workers while displacing low-skilled labor

(Feenstra & Hanson, 1997).

Empirical studies confirm that FDI inflows
into high-tech industries are associated with rising
wage inequality, particularly in developing countries
with weak education systems (Goldberg & Pavcnik,
2007). In contrast, economies that invest in
education and vocational training can mitigate the
inequality effects of FDI by ensuring a broader
distribution of skills that match labor market
demands (Te Velde, 2003).

Dependency Theory: FDI as a Tool for Foreign
Dominance and Economic Exploitation

Prebisch (1950) and Frank (1967) developed the
dependency theory, which argues that FDI
perpetuates economic dependence by reinforcing
global inequalities between industrialized and
developing nations. According to this perspective,
FDI primarily benefits foreign investors and
domestic elites, while profits are repatriated rather
than reinvested in the host economy (Dos Santos,
1970).

Empirical studies provide mixed evidence
on the dependency argument. While some research
finds that FDI exacerbates wealth concentration and
reinforces economic dependency on multinational
corporations, others argue that proactive industrial
policies can help countries benefit from foreign
capital while retaining national economic autonomy
(Chang, 2002).
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Institutional Frameworks: The Moderating Role of
Governance, Labor Laws, and Taxation

FDI affects income inequality differently based on
the institutional quality present in each host nation.
Strong governance frameworks, coupled with
progressive taxation policies and labor regulations,
establish mechanisms for distributing FDI financial
gains in a fair way (Rodrik, Subramanian, & Trebbi,
2004). FDI wage polarisation tends to decrease
across countries that uphold strong labor protection
guidelines due to their regulatory systems securing
equitable pay, employee bargaining rights, and job
stability (Klein, Aaron, & Hadjimichael, 2001). The
long-term impact of progressive taxation on social
development programs can include equality because
it captures MNC profits to support public welfare
initiatives (Jaumotte, Lall, & Papageorgiou, 2013).

Empirical Evidence from Previous Studies

Various empirical investigations have studied the
correlation between FDI, economic growth and
income inequality and produced divergent results.

e FDI and Growth: Studies confirm that FDI
positively contributes to economic growth,
particularly in countries with strong
financial markets, sound institutions, and
skilled labor forces (Alfaro et al., 2004;
Borensztein et al.,, 1998). However, FDI
spillover effects vary by sector, with
manufacturing FDI exhibiting stronger
productivity gains than resource-based FDI
(Lipsey, 2004).

e FDI and Income Inequality: Empirical
research confirms that foreign direct
investment raises earnings disparities,
mainly in developing markets where
workers lack labor rights protection
(Goldberg & Pavcnik, 2007; Feenstra &
Hanson, 1997). Research findings also
demonstrate that FDI-generated inequality
problems  decrease when  domestic
industries  transform and  workforce
members develop new competencies (Te
Velde, 2003).
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e Policy and Institutional Moderation:
Studies demonstrate that institutions are
essential in directing how FDI affects
inequality through public policies.
According to Rodrik et al. (2004) and
Jaumotte et al. (2013), weak governance,
inadequate social programs, and
educational inclusiveness create conditions
that result in unequal gains from FDI.

Gaps in the Literature and Need for Further
Research

Despite extensive research, significant gaps remain
in the existing literature:

1. Only a few research studies evaluate how
FDI affects differentially between
developed economies and emerging
economies.

2. Insufficient disaggregation of FDI types
(Greenfield vs. M&A) in their impact on
inequality.

3. The analysis does not examine FDI-
inequality relationships, which extend
beyond short-term periods.

An advanced econometric method study analyses 80
nations from 1995 to 2024 to evaluate FDI's effects
on growth alongside inequality prevention.

RESEARCH METHODOLOGY

The research design includes data collection points,
analytical methods, and sources examining FDI
effects on economic development and income
distribution patterns. The researchers achieved valid
findings by evaluating through an advanced
econometric analysis that compared data at the
country level.

Research Design

This study follows a comparative cross-country
research design, analyzing the impact of FDI in
developed and emerging economies. The selected
countries are:
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e Developed Economies: United States,
Germany, Japan

e Emerging Economies: China, India, Brazil

These countries were chosen based on three key
factors:

1. High FDI Inflows: These economies attract
significant foreign investment, making them
suitable for studying FDI’s effects (UNCTAD,
2023).

2. Economic Diversity: The selected countries
represent different stages of development,
allowing for a comparative analysis of how
FDI affects economic growth and inequality
across various settings (OECD, 2022).

3. Reliable Data Availability: These nations
provide long-term, high-quality economic
data from internationally
sources (IMF, 2023).

recognised

The research investigates FDI's economic impact
throughout 1995 until 2024 to provide a prolonged
evaluation. The research employs panel data
methods that allow users to analyze temporal
changes across years and the differences between
countries (Hsiao, 2014).

Data Sources and Selection Criteria

This study relies on multiple high-quality data
sources to ensure accuracy. The key variables
examined are:

Economic Growth Indicators

To measure how FDI influences economic
performance, the study includes:

e GDP Growth (% per year): A standard
measure of economic expansion (World
Bank, 2023).

e Total Factor Productivity (TFP) Growth:
Measures efficiency improvements due to
FDI-driven technology  and capital
investments (OECD, 2022).

e Industrial Value-Added (% of GDP):

Indicates how  FDI  contributes to
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manufacturing and service sector

development (IMF, 2023).
Income Inequality Indicators

To assess FDI’s impact on income distribution, the
following variables are used:

e Gini Coefficient: Measures  income
inequality, ranging from 0 (perfect equality)

to 1 (maximum inequality) (UNDP, 2023).

e Wage Disparity Index: Captures differences
in earnings between skilled and unskilled
workers (Jaumotte, Lall, & Papageorgiou,
2013).

e Labor Market Indicators: Unemployment
rates, labor force participation, and wage
structures to assess how FDI affects
employment (OECD, 2022).

FDI Measures

To understand how different types of FDI impact
economies, the study examines:

e FDI Inflows (% of GDP): The total value of
foreign investment as a share of GDP
(UNCTAD, 2023).

o Greenfield Investments: New business
establishments that create jobs and boost
infrastructure (Blonigen & Wang, 2005).

e Mergers & Acquisitions (M&A): The
purchase of existing firms can lead to
market  consolidation  and
inequality (Gorg & Strobl, 2001).

potential

Analytical Framework

To analyze the relationship between FDI, economic
growth, and income inequality, this study employs
three econometric techniques:

1. Panel Data Regression: Measuring FDI's Impact
on Growth and Inequality

The study uses a panel data regression model to
examine how FDI affects GDP growth and income
inequality over time. The general equation is:
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Yit=a+B1FDIit+B2Xit+At+pi+eitY_{it} = \alpha +
\beta_1 FDI_{it} + \beta 2 X {it} +
\lambda_t + \mu_i + \varepsilon_{it}Yit
=a+B1FDIit+B2Xit+At+pi+eit

Where:

e YitY_{it}Yit is the dependent variable (GDP
growth or Gini coefficient) for country iii in
year ttt.

e FDIitFDI_{it}FDIit represents foreign direct
investment as a percentage of GDP.

e XitX_{it}Xit includes control variables like
trade openness, education, inflation, and
governance quality.

e At\lambda_tAt and pi\mu_ipi are time-fixed
and country-fixed effects to control for
differences across years and nations.

e cit\varepsilon_{it}eit is the error term.

To account for country-specific differences, both
Fixed-Effects (FE) and Random-Effects (RE) models
are used (Wooldridge, 2010).

2. Instrumental Variable (IV) Approach: Controlling
for Endogeneity

To address the problem of endogeneity (i.e., FDI and
economic growth may influence each other), the
study uses an Instrumental Variable (V) approach,
applying:

e Bilateral Investment Treaties (BITs):
Treaties that encourage FDI but are not
directly linked to income inequality (Aisbett,
20009).

e Lagged FDI Inflows: Using past FDI levels to
predict current trends, reducing
simultaneity bias (Borensztein et al., 1998).

A Two-Stage Least Squares (2SLS) regression is
applied to ensure robust estimation.

3. Generalized Method of Moments (GMM):
Capturing Long-Term Effects

FDI's effects on growth and inequality may take time
to materialize. To account for this, the study
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employs a Generalized Method of Moments (GMM)
estimator, which is ideal for:

e Dynamic panel models (Arellano & Bond,
1991).

e Correcting for  autocorrelation  and
endogeneity (Roodman, 2009).

The GMM model equation is:

Yit=yYit-1+B1FDIit+B2Xit+eitY_{it} = \gamma
Y_{it-1} + \beta_1 FDI_{it} + \beta_2 X_{it} +
\varepsilon_{it}Yit=yYit-1+B1FDIlit+p2Xit+eit

Where lagged dependent variables capture the
long-term effects of FDI on economic outcomes.

Robustness Checks
To ensure reliability, additional tests include:

o Heteroskedasticity and autocorrelation
tests (Breusch-Pagan and Durbin-Watson
tests).

e Alternative model specifications with
different control variables.

e Sectoral analysis (FDI in manufacturing vs.
services vs. natural resources).

This study employs a rigorous methodological
framework to analyze the impact of FDI on economic
growth and inequality in developed and emerging
economies. It uses a comparative cross-country
approach, integrates high-quality macroeconomic
data, and applies advanced econometric techniques
(Panel Regression, IV, GMM) to ensure robust and
policy-relevant findings on how FDI shapes economic
development.

THE ROLE OF FDI IN ECONOMIC
GROWTH: OPPORTUNITIES AND
CONSTRAINTS

Economic development depends on foreign direct
investment because it drives growth through capital
distribution, technological innovations, and job
creation. FDI brings critical problems to economies
such as steep market consolidation, wild financial
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swings, and growing gaps between rich and poor.
Emerging economies experience the negative side
effects of FDI because of their weak governance
systems and their structural rigidities despite having
developed economies' institutional capacity to
realise FDI benefits (Alfaro et al., 2023). The
following part analyses the economic development
benefits of FDI and its potential constraints and risks
associated with FDI while demonstrating its effect on
income distribution patterns (based on visual data
shown in figure 1).

Growth-Enhancing Mechanisms of FDI

The World perceives Foreign Direct Investment (FDI)
as a vital economic development tool for capital-
lacking economies. The investment supports
industrial growth, technology transmission, and
workforce training, and it helps countries integrate
into international markets. The success of FDI
depends on how well the host economy absorbs
investments through sound institutions and
developed financial sectors, as well as a prepared
workforce (UNCTAD, 2023). The following subsection
examines FDI's main growth boosters through
capital creation, technology transfer and workforce
employment opportunities.

Capital Accumulation: Strengthening Infrastructure
and Industries

Foreign Direct Investment (FDI) is an important
outside capital resource for nations with insufficient
local financial resources and weak domestic banking
systems (Markusen & Venables, 1999). The incoming
capital from FDI expenditures drives infrastructure
improvement alongside industrial growth, creating
economic expansions that multiply national
economic development (Alfaro et al., 2023).

Infrastructure Development: Enhancing Trade and
Industrial Capacity

FDI is pivotal in large-scale infrastructure projects,
efficient trade,
manufacturing, and service sector growth (Rodrik,
2023).

essential  for  supporting
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e The
networks, including roads, railways, ports,

construction of  transportation
and highways, enhances logistics operations
and lowers transaction costs (World Bank,
2023).

e Foreign capital investments in the energy
sector have supported the development of
renewable projects,, hydroelectric facilities,,
and smart grid systems, which provide
sustainable and secure energy (UNCTAD,
2023).

e MNCs invest through digital infrastructure,
such as fiber optics and 5G technology and
broadband expansion, which builds up
digital connections that drive innovation-
based economic expansion (OECD, 2023).

Greenfield Investments: Building New Industrial
Capacity

o Greenfield FDI creates new production
facilities, research centers, and distribution
networks, which directly increase

employment while expanding supply chains

(Borensztein et al., 2022).

e According to Rodrik (2023), industry
competitiveness in local markets increases
when foreign firms build production
facilities that boost their host economies'
export capabilities.

e The
industrialisation has proven beneficial to

strategy of export-oriented
Vietnam, Bangladesh and Mexico because
FDI drives their export markets through
manufacturing textiles, electronics and the
automotive sector, according to Feenstra
and Hanson (2023).

e New investment projects through
Greenfield operations create supply chain
integration that boosts regional
requirements for basic materials and
distribution services and local intermediate

products (Xu & Wang, 2022).
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Figure 1: FDI Contributions to Infrastructure Development (2023)

FDI Contributions to Infrastructure Development (2023)
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and its values are shown in billions of USD. Establishing new manufacturing
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o According to the World Bank brings substantial industrial growth
(2023), infrastructure to these countries (Rodrik, 2023).
transportation represents the most 3. Energy Sector:

significant sector that received an
FDI allocation above $45 billion for
facilitating trade and industrial

o The economic stability remains
dependent on $35 billion spent on

- renewable power infrastructure,
connectivity.

including renewable energy
2. Manufacturing Sector:
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projects, power plants and smart
grids (UNCTAD, 2023).

4. Digital Infrastructure:

o Digital connectivity, which includes
fiber optics, 5G networks, and data
centers, receives the least FDI
support, totaling approximately
$25  billion.
investment in this sector is growing

However, FDI

rapidly, even though it remains less
than in other industrial sectors
(OECD, 2023).

This figure demonstrates FDI's influence on
infrastructure development by enabling worldwide
market industrialisation, technological progress, and
improved economic performance. Please advise if
more alterations to the content are required.

TECHNOLOGY TRANSFER AND
INNOVATION: SPILLOVER BENEFITS
TO DOMESTIC FIRMS

FDI makes its most critical impact by transferring
modern technology and managerial know-how to
economies hosting investments. The degree to
which technology transfers occurs depends on how
well local firms learn technology and absorb it along
with regulatory standards and market-specific
spillovers (Xu & Wang, 2022).

Technological Advancements: Raising Productivity
and Innovation

MNCs invest in cutting-edge production processes,
digitalization, and automation, improving overall
productivity in host economies (Blomstrém & Kokko,
2022).

e R&D Investments: Many foreign firms
establish research and development (R&D)
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centers in host economies, collaborating
with local universities and technology hubs
(OECD, 2023).

e Advanced Production Techniques: FDI
facilitates the transfer of robotics, artificial
intelligence (Al), and machine learning
applications in manufacturing and services
(UNCTAD, 2023).

e Quality Control and Efficiency Gains:
Adoption of lean manufacturing, total
quality management (TQM), and just-in-
time (JIT) production methods helps local
firms improve efficiency (Feenstra &
Hanson, 2023).

Knowledge Spillovers: Strengthening Domestic
Competitiveness

FDI enhances local business and managerial skills,
fostering the development of a competitive
domestic private sector (Borensztein et al., 2022).

e Workforce Mobility: Employees trained by
foreign firms transfer knowledge and skills
when they move to domestic enterprises or
establish their businesses (Lipsey, 2004).

e Supplier Development Programs: MNCs
often assist local suppliers with process
optimization, quality certification, and
financial planning,

creating stronger

backward linkages (Jaumotte et al., 2023).

e Entrepreneurial Growth: Many former
employees of MNCs leverage their
knowledge to start high-value startups,
boosting innovation in emerging economies
(Rodrik, 2023). Figure 2: Technology
Transfer Channels from FDI to Domestic
Firms
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/-— FDI and Productivity Enhancements

# Technology Transfer Channels from
FDI to Domestic Firms

\ Knowledge Spillovers

JOB CREATION AND SKILL
DEVELOPMENT: EXPANSION OF
HIGH-PRODUCTIVITY SECTORS

FDI significantly contributes to employment
generation and human capital development,
particularly in high-productivity and export-oriented
industries (OECD, 2023).

Employment Generation: Direct and Indirect Labor
Market Expansion

FDI creates direct jobs by establishing factories,
service centers, and research labs, and indirect jobs
by stimulating demand for local goods and services
(Lipsey, 2004).

e High-Productivity  Sectors: FDI-driven

employment is concentrated in
manufacturing, finance, information
technology, and logistics, with higher wages
and better job stability (Jaumotte et al.,

2023).

e Service Sector Growth: The rise of global
business process outsourcing (BPO) and IT
services has generated millions of skilled
jobs in emerging markets such as India, the
Philippines, and Poland (UNCTAD 2023).

e Indirect Employment Effects: FDI-driven
industrial expansion boosts demand for
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Investment in digitalization and automation
Establishment of R&D centers
Adoption of robotics, Al, and machine learning

Implementation of lean manufacturing, TAM, and JIT

Enhancement of business and managerial skills
Workforce mobility and knowledge transfer
Supplier development programs

Growth of entrepreneurial ventures

local suppliers, transportation services, and
retail markets (Rodrik, 2023).

Skill Enhancement: Developing a Competitive
Workforce

Foreign firms invest in workforce training, skill
development, and human capital formation,
helping host economies build adaptive and resilient
labor markets (Blomstrom & Kokko, 2022).

e Training Programs: The workforce develops
higher  skills  through  formal  skill
development programs, apprenticeships,
and managerial training that MNCs
establish (OECD, 2023).

e STEM Education Linkages: FDI in
technology-driven sectors fosters
partnerships between foreign firms and
universities, enhancing technical education
(Feenstra & Hanson, 2023).

e Labor Market Adaptability: Employees
trained by foreign firms often gain
internationally recognized skills, improving
their employability in domestic and global
markets (Jaumotte et al., 2023).
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Figure 3: FDI-Driven Job Creation and Workforce Development Trends (2023)

FDI-Driven Employment Growth by Sector

Manufacturing

Finance

IT Services

Logistics

Sector

BPO

Retail

Transportation

! 1

0 2 4 6 8 10 12 14
Employment Growth (%)

Sector Employment Growth Average Wage Increase (%)
1 Manufacturing 12.5 5.2
2 Finance 8.9 6.8
3 IT Services 15.2 7.5
4  Logistics 10.3 4.9
5 BPO 13.8 5.6
6  Retail 6.5 3.2
7 Transportation 7.9 3.8
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FDI:
industrial diversification, and increased
competition (Gorg & Strobl, 2023).

e Greenfield Drives job creation,

e Mergers & Acquisitions (M&A): Leads to
corporate consolidation, job redundancies,
and market monopolization, particularly in
finance and retail

Wang, 2023).

sectors (Blonigen &

Establishes new operations in a foreign country
Higher initial costs and risks

Greater long-term economic benefits

Direct job creation and infrastructure development

Increased market compatition

Investments Involves acquiring existing businesses
\ Faster market entry and lower initial costs
Mergers & Acquisitions (M&A) Risk of market monopalization
Job redundancies due to restructuring
Potential knowledge and technology spillovers

CONCLUSION careful management. The main risks include
sectoral imbalances, displacement of local
businesses, financial instability, and income

When host countries develop successful integration
plans for development strategies, they achieve
better economic outcomes through FDI. At the policy
level, enhanced absorptive capacity should be the
focus, promoting local partnerships and developing
human capital, so countries can efficiently use FDI
benefits while managing risks (UNCTAD, 2023).

Limitations and Risks of FDI-Driven Growth

Foreign Direct Investment (FDI) can boost economic
growth, but it also comes with challenges that need

inequality (Alfaro et al., 2023).
Key Challenges of FDI

1. Sectoral Imbalances: FDI Focuses on a Few
Industries

FDI mainly goes to finance, energy, and real estate,
leaving sectors like agriculture and small businesses
underfunded (Sachs & Warner, 2023).

e Why is this a problem?
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O Jobs are not created evenly across
the economy.

ISSN: 2349-1876 (Print) | ISSN: 2454-1826 (Online)

o0 Some industries grow too fast,
while others struggle.

Figure 1: FDI Distribution Across Sectors

Sector % of FDI Inflows
Finance & Real Estate 45%
Energy & Extractives 30%
Manufacturing 15%
Agriculture & SMEs 10%

Q Observation: Most FDI goes into capital-intensive
industries, while labor-intensive sectors receive less
investment, leading to unequal economic growth
(Rodrik, 2023).

2. Domestic Business Displacement: MNCs vs. Local
Firms

(MNCs) often
outcompete small local businesses, reducing

Multinational Corporations

domestic entrepreneurship (Aitken & Harrison,
2023).

e How does this happen?

O  MNCs have better technology and
financial resources.

O Local businesses struggle to compete,
and some shut down.

Figure 2: Impact of MNCs on Local Firms

Before FDI Entry: Local firms controlled 70% of the
market.

After MNC Entry: Local firms’ share dropped to
40%, while MNCs gained dominance.

Solution: Policies should support small businesses
by linking them to FDI-driven industries (Blonigen &
Wang, 2023).

3. Economic Volatility: FDI Can Be Unstable

FDI inflows can fluctuate, making economies
vulnerable to global financial shocks (Gorg &
Greenaway, 2023).

e What happens when FDI suddenly leaves?
O  Currency depreciation
o  Stock market instability
O Job losses

Figure 3: Capital Flight Trends

This graph shows that flows dropped sharply during
global crises (e.g., the 2008 Financial Crisis and the
COVID-19 Pandemic), causing economic slowdowns
in many countries.

Solution: Governments should balance FDI with
substantial domestic investments to reduce
dependence on foreign capital (Herzer &
Nunnenkamp, 2023).

The Role of FDI in Income Inequality
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FDI can increase income gaps if only skilled workers
benefit while low-skilled workers get left behind

ISSN: 2349-1876 (Print) | ISSN: 2454-1826 (Online)

(Feenstra & Hanson, 2023).

How FDI Contributes to Rising Inequality

Figure 4: Wage Gaps in FDI-Intensive Industries

Type of Worker Average Wage (FDI Sector) Average Wage (Local Firms)
High-Skilled Workers S4000/month $2500/month
Low-Skilled Workers $1200/month $1500/month

FDI raises wages for skilled workers, but low-skilled
workers often face stagnation or job losses
(Goldberg & Pavcnik, 2023).

How FDI Can Reduce Inequality

Governments can make FDI more inclusive by
focusing on:

Education and Skill Training (Acemoglu, 2023)

e Investing in vocational training so workers
gain higher-paying jobs.

Fair Taxation Policies (OECD, 2023)

e Ensuring MNCs pay fair taxes, which can be
used for social programs.

Local Business Support (UNCTAD, 2023)

e Encouraging partnerships between MNCs
and local firms to share benefits.

IJISSHR
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Figure 5: Policy Actions to Make FDI More Inclusive A flowchart showing how taxation, skill training, and business
linkages can maximize the positive effects of FDI on income equality.

How FDI Leads to Economic Growth

Reduced Poverty Attracts More Investment

N

Better Infrastructui

FDI Policies

|

Support for Local Businesses

S

Sustainable Grewth Stronger A Economy

2 Jobs & HigherWages

Flow of the Diagram: development: An empirical investigation.
American Economic Review, 91(5), 1369-
1401.

https://doi.org/10.1257/aer.91.5.1369

1. FDI Policies - Encourage investment-
friendly environments.

2. Improved infrastructure enables better
business conditions, which results in e Alfaro, L., Chanda, A., Kalemli-Ozcan, S., &
attracting new investment. Sayek, S. (2004). FDI and economic growth:

3. More Jobs & Higher Wages - Leads to The role of local financial markets. Journal

poverty reduction & social stability.

of International Economics, 64(1), 89-112.

4. Support for Local Businesses - Strengthens https://doi.org/10.1016/50022-
SMEs & local economies. 1996(03)00081-3
5. Final Outcome: Sustainable Growth

Conclusion: Making FDI Work for Everyone

FDI is a powerful tool for economic growth, but it
must be appropriately managed to avoid its adverse
effects (Alfaro et al., 20

Aykut, D., & Sayek, S. (2007). The role of the
sectoral composition of foreign direct
investment on growth. The World Economy,
30(4), 517-546.
https://doi.org/10.1111/j.1467-
9701.2007.01006.x

REFERENCES Borensztein, E., De Gregorio, J., & Lee, J. W.
(1998). How does foreign direct investment
e Acemoglu, D., Johnson, S., & Robinson, J. A. affect economic growth? Journal of

(2001). The colonial origins of comparative

International Economics, 45(1), 115-135.

Vol (12), No.1 Jan-Mar, 2025

JISSHR




International Journal of Innovative Social Science & Humanities Research

https://doi.org/10.1016/S0022-
1996(97)00033-0

Choi, C. (2006). Does foreign direct
investment affect domestic income
inequality? Applied Economics Letters,
13(12), 811-814.
https://doi.org/10.1080/135048505004006
85

Dunning, J. H. (2001). The eclectic (OLI)
paradigm of international production: Past,
present and future. International Journal of
the Economics of Business, 8(2), 173-190.
https://doi.org/10.1080/135715101100514
41

Herzer, D., & Nunnenkamp, P. (2013).
Inward and outward FDI and income
inequality: Evidence from Europe. Review of
World  Economics, 149(2), 395-422.
https://doi.org/10.1007/s10290-013-0145-6

Markusen, J. R., & Venables, A. J. (1999).
Foreign direct investment as a catalyst for
industrial development. European Economic
Review, 43(2), 335-356.
https://doi.org/10.1016/50014-
2921(98)00048-X

OECD. (2022). Foreign direct investment
statistics database.

ISSN: 2349-1876 (Print) | ISSN: 2454-1826 (Online)

https://www.oecd.org/investment/statistic
s.htm

UNCTAD. (2023). World Investment Report
2023: International production beyond the
pandemic. United Nations.
https://unctad.org/wir

Aisbett, E. (2009). Bilateral investment
treaties and foreign direct investment:
Correlation  versus  causation.  World
Development, 37(5), 1241-1252.

Arellano, M., & Bond, S. (1991). Some tests
of specification for panel data: Monte Carlo
evidence and an application to employment
equations. The Review of Economic Studies,
58(2), 277-297.

Blonigen, B. A., & Wang, M. (2005).
Inappropriate pooling of wealthy and poor
countries in empirical FDI studies. NBER
Working Paper No. 10378.

Borensztein, E., De Gregorio, J., & Lee, J. W.
(1998). How does foreign direct investment
affect economic growth? Journal of
International Economics, 45(1), 115-135.

UNCTAD. (2023). World Investment Report
2023. United Nations.

IJISSHR



