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This presentation provides evidence of a causal
relationship between foreign direct investment (FDI)
inflows and economic development as measured by real,
per capita GDP growth in recipient countries. I conduct a
cross-country empirical analysis using a fixed effects and
instrumental variables approach to determine the effect of

exogenous changes in FDI inflows on recipient country

growth. I use a dataset constructed by Silvia Miranda-
Agrippino that contains non-systematic (random) movements in
US monetary policy to generate a novel instrument for
FDI flows. These results broadly validate the findings of
previous literature and open the door for further research
into the precise mechanisms that generate this

relationship.

Foreign direct investment (FDI) deseribes an economic relationship
in which an individual or entity holds significant control over an
enterprise in a foreign economy. An example of this would
American firm owning a diamond mine in Mexico. The salience of FDI
has greatly increased since the 1970s.
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effect of increased FDI inflows on recipient economies? To evaluate this

empirically, past research has investigated the effect of FDI inflows on
rowth.
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limited by their
ability to isolate changes in FDI
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This graphic depicts the underlying theoretical framework that
motivates the research question. As FDI flows from country A to
country B, the investing firm brings several, potentially growth-
inducing, factors to country B. For instance, Borensztein et. al (1998)
suggest that investing firms bring with them new physical
technology and industry know-how. Alfaro et. al (2004) expand
upon this, adding that FDI brings along with it skill transfers,
introductions to new markets, and exposure to international
production networks.

Increased FDI inflows stimulate growth via the goods and
services generated directly by foreign firms. Additionally, the factors
described (know-how, physical technology, ete.) serve as positive
spill-overs, which can improve production efficiency by local firms.
For instance, a domestic firm in the recipient country may become
more productive because of new technology or processes introduced
by the foreign firm. Increased productivity of domestic firms then
promotes domestic growth in the recipient economy.

For the empirical analysis, data has been collected for the
independent variable, instrumental variable, and several control

variables.
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‘The dataset constructed for the empirical analysis includes 172
countries from the year 1970 to 2007. This panel dataset is not
entirely balanced as some countries do not have data available for
some of the necessary variables in particular years. The dataset
includes only those country-year pairs for which all variables are non-
‘missing.

The independent variable of interest is net FDI inflows. This data
comes from the International Monetary Fund's Balance of Payments
datab: d is defined as “direct i equity flows in the
reporting economy”. Direct investment flows are defined as a

relationship in which 10% or more ownership of standard voting
stock belongs to the investing entity.

‘The dependent variable of interest is GDP per capita growth. GDP
per capita is calculated as GDP (in constant dollars) divided by
midyear population. It is given as a percentage to indicate a change
from the previous year. The data comes from the World Bank
national accounts data and OECD National Accounts data files. The
control variables for the empirical analysis are the following:

- Recipient Country Current GDP: From World Bank nationl accounts data,

log of 3-year rolling average
- ion: From i defined

Gor
- Population growth: From the Urited Nations Popultion Divison, definedssthe
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including all residents regardless of citizen status,take natural log
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defined as the “sum of

- Average years of schooling: From Rober 1 Baro and Jong-Wha L, defined

ible and fixed effect
in FDI inflows, ultimately revealing a positive causal effect of FDI wson
growth.
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Data adjustments: The raw dataset s adjusted in several ways to
facilitate a more compelling empirical er than using net
DI inflows diretly whic vaies widely by e ent. ot size, L use

the ratio of Net FDI We edit this ratio
year running average for GDP, to prevent the value of the ¥DI/GDP ot
from b GDP. As stated, |

control for recipient country current GDP in my analysis. Specifically, I
use a5 year oling versge of GDP, which captuesrecipent countzy

{ake the natural leg o ths o account for oulers. Fnally, ot or
outliers, I utilize winsorization, whereby the values of a variable at and
above the 99°* percentile are given the 99' percentile value, and values
of a variable at and below the 1 percentile are given the 1* percentile
value. I use this for the FDI/GDP, GDP growth, inflation, trade
openness, and population growth variables. A final note is that all
regressions of interest take GDP growth with a 1-year lead, This is done
because, theoretically, it takes time for changes in FDI flows to generate
changes in firm productivity and growth.

To empirically evaluate the causal effect of FDI inflows on GDP growth,
it is integral to isolate FDI flows that are exogenous to the conditions
within recipient countries. In real lfe, FDI flows are not purely exogenous
to conditions in recipient countries; rather, conditions within a recipient
country, such as a newly economic policy, may attract or deter
foreign investment flows. Thi challenging ity problem
anda hlgh potental fo it variablebcs when using a sandard

hil ling for other variables. I
employ two empirical s\rntegws to circumvent this issue and move toward
a more accurate causal estimate.
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First, observe that the j and t subscripts indicate the country iin year t.
Xy, is a vector containing the control country
iin year t, and 8 are the cnnespnnmng cneﬂlments Zyifand L mea,
represent dummy
each year. for t

, and global
the effect of to
represent the effect within a given country in a given year.
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‘The results of my empirical investigations suggest a significant
(statistically and economically) causal impact of FDI on the growth rate of
recipient economies. My work provides evidence of the causal nature of this
relationship via the use of US monetary policy shocks as a novel instrument
for net FDI inflows. The implications of this work are limited, however.
Specifically, the results rest on the assumption that US monetary policy
shocks affect recipient country growth only via the FDI inflow channel and
while using the relevant control variables. It is conceivable that monetary
shocks may correlate with other confounding variables, even when using a 3-
vear lag.

Another limitation of this study is that it does not distinguish between
‘growth that arises direetly from foreign firms versus that which arises from
domestic firms who have utilized the postive spill-overs of FDI.

ip would require a level of data granularity not
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