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Abstract

Investment is widely recognized as a key driver of economic growth and development. In recent
decades, Foreign Direct Investment (FDI) has emerged as a significant characteristic of the global
economy, with a notable increase in FDI flows since the 1970s. This trend has made FDI a crucial
element of growth strategies in both developed and developing countries. For developing nations, FDI is
particularly important as a primary source of capital accumulation, especially in areas facing capital
shortages. Developing countries typically address their capital needs through borrowing and FDI. While
borrowing can be costly, FDI provides additional advantages, such as technology transfer, improved
management practices, and valuable information, all contributing to economic development. FDI
positively impacts growth processes, international business, and human capital accumulation. This
research investigates the relationship between FDI and economic growth in India using a simple linear
regression model with time series data from 1970 to 2013. The analysis employs E-Views and Excel,
incorporating unit root tests for stationarity, the Zivot-Andrews structural break test, and Ordinary Least
Squares (OLS) regression. The findings reveal a positive relationship between FDI flows and economic
growth in India, particularly since the economic reforms of the early 1990s, highlighting FDI's significant
role in promoting economic growth in the country.
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1. Introduction
Background

Foreign Direct Investment (FDI) has emerged as a critical driver of economic growth in
developing countries, particularly in India. Since the liberalization of the Indian economy in the early
1990s, FDI has gained significant prominence as a catalyst for economic transformation. The Indian
government has implemented a series of reforms aimed at attracting foreign investment, recognizing its
potential to stimulate economic activity, create jobs, and enhance technological capabilities.

FDI serves as a vital source of capital, addressing the investment needs of various sectors within
the economy. Beyond mere capital inflows, FDI facilitates the transfer of advanced technology and
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management expertise, which are essential for improving productivity and competitiveness in the global
market. This transfer of knowledge and skills not only enhances the operational efficiency of domestic
firms but also fosters innovation and drives economic diversification.

The positive impact of FDI on economic growth is well-documented, with studies indicating that
it contributes to higher Gross Domestic Product (GDP) growth rates, increased employment
opportunities, and improved infrastructure development. Moreover, FDI plays a crucial role in integrating
the Indian economy into the global market, enhancing trade relations, and attracting further investment.

Understanding the multifaceted impact of FDI on economic growth is essential for formulating
effective policies that promote sustainable development. Policymakers must consider the dynamics of
FDI flows, the sectors that benefit most, and the long-term implications for economic stability and
growth. As India continues to navigate its development path, leveraging FDI will be key to achieving its
economic goals and enhancing the overall well-being of its population.

"Foreign Direct Investment (FDI) has emerged as a critical driver of economic growth in
developing countries. In the context of India, FDI has gained prominence since the liberalization of the
economy in the early 1990s. The Indian government has implemented various reforms to attract foreign
investment, recognizing its potential to stimulate economic activity, create jobs, and enhance
technological capabilities. FDI not only brings capital but also facilitates the transfer of technology and
management expertise, which are essential for improving productivity and competitiveness in the global
market. Understanding the impact of FDI on economic growth is essential for formulating effective
policies that promote sustainable development.”

Research Question

The past two centuries have been a period of significant development and change in various fields
of human life. Among these developments and changes, a crucial and noteworthy factor that has
transformed people's lives and their environment is the economy. In other words, economic growth and
development are issues that deeply concern society as a whole. Throughout history, states and nations
have strived to achieve this goal, yet more than half of the world's population has failed to reach it.

From this perspective, a classic question arises: Why have some nations become very wealthy
while others have remained poor? Simply put, why have some countries developed significantly in recent
centuries while others have lagged far behind in economic growth and development? This imbalance
between countries is the primary reason for the emergence of various models of economic growth and
development.

Therefore, the factors that will achieve and influence economic growth and development have
always been the focal point of economists' and researchers' studies. For instance, since the 1970s, a
significant topic that has drawn researchers' attention is whether foreign direct investments (FDI) have an
impact on growth.

The main question of this research is whether foreign direct investments truly affect economic
growth. In other words, this thesis aims to contribute to the existing FDI literature by attempting to
provide appropriate answers to the research question through the application of time series analysis. In
this context, the answers to the research question regarding whether FDIs contribute to economic growth
have been investigated, taking into account the structure of FDIs in the Indian economy and their
absorptive capacities. Most empirical studies found in the literature have determined that FDIs are a
variable that positively influences economic growth across different economies.
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Objectives

"This study seeks to answer the following research question: What is the impact of FDI on
economic growth in India?"

"The primary objectives of this study are to analyze the relationship between FDI inflows and
GDP growth in India and to identify the key factors that mediate this relationship. Additionally, the study
aims to provide insights into the role of government policies in attracting FDI and the implications for
economic development. In another word This study aims to systematically examine the correlation
between Foreign Direct Investment (FDI) inflows and the growth of Gross Domestic Product (GDP) in
India, utilizing time series data to identify trends and patterns over the past few decades.

2. Literature Review
Overview of Existing Research

Foreign Direct Investment (FDI) is a complex concept that encompasses more than just the
movement of physical capital across borders. The term "direct” signifies the transfer of technology and
managerial expertise that accompanies capital, while "foreign" indicates investments made by entities
outside the national borders of a country. Essentially, FDI involves the acquisition of firms, the provision
of startup capital for new enterprises, or the augmentation of capital for existing businesses. Thus, FDIs
represent investments made by firms in one country into firms in another, bringing along not only
financial resources but also technology and managerial control (Arluk, 2002:466).

FDIs serve as a vital mechanism for technology transfer from developed to developing countries,
promoting local investments and facilitating the growth of institutions and human capital in the host
nation. The United Nations Conference on Trade and Development (UNCTAD) categorizes FDI into
three main types: capital, reinvested earnings, and other capital (UNCTAD, 2007; MOOSA, 2002:19).
Capital refers to funds used to establish new companies or invest in existing ones outside the investor's
home economy. Reinvested earnings are profits from foreign direct investments that are reinvested in the
host country rather than repatriated. Other capital includes investments arising from long- and short-term
borrowing between the parent company and the invested entity.

In a broader sense, FDI encompasses the establishment of new facilities, mergers and
acquisitions, and the reinvestment of profits from overseas operations. In a narrower context, it
specifically refers to the construction of new facilities (Sirari and Bohra, 2011:10-18). UNCTAD defines
FDIs as physical investments made by investors from one country in another, aimed at obtaining lasting
interests and control over entities operating outside their home economies (UNCTAD, 1999:465).

The International Monetary Fund (IMF) and the Organization for Economic Co-operation and
Development (OECD) define FDIs as investments made by firms in one country into firms in another
through the purchase of existing firms, providing initial capital for new firms, or increasing the capital of
existing firms. These investments inherently include the investor's control authority, along with
technology and managerial knowledge. In summary, FDIs are integral to a country's national financial
accounts and can be characterized as the establishment of production facilities abroad or the acquisition of
existing production facilities (Safakli, 2005).

2.1. Types of Foreign Direct Investments

FDIs are not solely about capital movement; they also involve the transfer of technology,
management skills, and other tangible and intangible assets, along with control over these assets. Unlike
portfolio investors, foreign direct investors maintain significant control over the management of their
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foreign partnerships. Investors can establish a subsidiary in a foreign country or invest in existing
companies, thereby gaining voting rights and control over those entities (Thomas A and Peter H, 2000).

UNCTAD classifies FDIs into several categories, with the most significant being greenfield
investments, cross-border mergers and acquisitions, and reinvested earnings. Greenfield investments
involve the establishment of new firms, where productive assets are created in the host country, typically
financed by capital brought in by the investor (World Investment Report, 2009). Cross-border mergers
and acquisitions refer to the transfer of ownership of local productive assets to foreign investors.
Reinvested earnings occur when foreign investors reinvest their profits in the host country rather than
repatriating them.

Another classification approach categorizes FDIs based on their objectives: market-seeking,
export-oriented, and government-initiated investments. Market-seeking FDIs are driven by factors such as
growth potential, the size of the national market, regional access opportunities, and consumer preferences
(Accolle, 1997). Export-oriented investments are those where foreign firms produce goods for sale in
non-local markets. Government-initiated FDIs occur when developing country governments actively
invite foreign investors to specific sectors to address socio-economic challenges like unemployment and
regional imbalances. In this model, the government plays a proactive role in promoting foreign direct
investments (UNCTAD, 2007).

In conclusion, Foreign Direct Investments are a multifaceted phenomenon that plays a crucial role
in the global economy. They not only facilitate capital movement but also promote technology transfer,
enhance managerial skills, and contribute to the development of local economies. Understanding the
various types and classifications of FDIs is essential for policymakers and investors alike, as they
navigate the complexities of international investment and its implications for economic growth and
development.

2.2. Gaps in Literature

"Despite the extensive research on FDI, there is a lack of empirical studies specifically focusing
on the Indian context, particularly in the post-liberalization era. This study aims to fill this gap by
providing a comprehensive analysis of the impact of FDI on India's economic growth. Furthermore, the
existing literature often overlooks the role of sectoral differences in FDI impact, which this study will
address by examining various sectors of the Indian economy."

3. Methodology
Research Design

"This study employs an empirical approach, utilizing a quantitative research design to analyze the
relationship between FDI and economic growth in India. The research design is structured to ensure the
reliability and validity of the findings." In another word The methodology for analyzing the impact of
Foreign Direct Investment (FDI) on economic growth using time series analysis typically involves several
key steps. First, researchers collect time series data on FDI and economic growth indicators, such as GDP,
over a specified period. This data is then subjected to preliminary analyses to assess its characteristics,
including trends and seasonality.

Next, the Zivot-Andrews test is employed to examine the presence of unit roots in the time series
data, allowing for the identification of structural breaks. This test is particularly useful as it accounts for
potential shifts in the data that may affect the relationship between FDI and economic growth. By
identifying these structural breaks, researchers can better understand how changes in economic policy,
global market conditions, or other external factors may influence the dynamics of FDI and growth.
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Following the identification of structural breaks, researchers typically proceed with model
specification and estimation. This may involve using autoregressive distributed lag (ARDL) models or
vector autoregression (VAR) models to capture the relationships between variables. Diagnostic testing is
crucial at this stage to ensure the validity of the model, checking for issues such as autocorrelation,
heteroscedasticity, and multicollinearity.

Finally, the analysis may explore causality between FDI and economic growth using techniques
such as Granger causality tests. This comprehensive approach allows researchers to draw more robust
conclusions about the impact of FDI on economic growth, considering both the temporal dynamics and
structural changes within the data. Overall, this methodology provides a nuanced understanding of how
FDI influences economic growth over time.

3.1. Data Sources

"The analysis is based on time-series data collected from various sources, including the Reserve
Bank of India, World Bank, and Ministry of Finance, covering the period from 1970 to 2013. The data
includes FDI inflows, GDP growth rates, inflation rates, interest rates, and other relevant economic
indicators."

3.2. Analytical Techniques

"Regression analysis is employed to assess the relationship between FDI inflows and GDP
growth. The model controls for other variables such as inflation, interest rates, and government spending
to isolate the effect of FDI. The study uses multiple regression techniques to ensure robustness in the
findings, including Ordinary Least Squares (OLS) and other econometric methods."

3.3. Interpretation of the Empirical Study

In this research, an effort has been made to provide a unique perspective on the growth effects of
Foreign Direct Investment (FDI) in the Indian economy by examining its absorptive capacities. The time
series analysis conducted in accordance with the previously established framework has been presented in
a manner that aligns well with the objectives of the thesis. In this context, the data analysis has explored
potential answers to the research question at hand. The Ordinary Least Squares (OLS) estimation method,
which is used in solving simple linear regression models, serves as the foundation for solving simple
equation econometric models.

Accordingly, this study aims to determine whether there is a relationship between foreign direct
investments in India and economic growth during the period from 1970 to 2013. By analyzing the
relationship between the gross domestic product (GDP), which is considered a key indicator of economic
growth during this period, and foreign direct investments (FDI), the study investigates how FDI
influences India's economic growth. The relationships between the relevant variables are estimated using
Eviews 7.1, 8.1, R, and STATA software packages. To avoid falling into spurious regression and to
obtain more reliable results, the stationarity of the series is tested.

Using the Augmented Dickey-Fuller (ADF) test, the series for foreign direct investments and
gross domestic product are subjected to analysis using level, trend-stationary, and no-trend models. The
results of the ADF unit root test indicate that both the GDP and FDI series are stationary at the first
difference in both trend-stationary and no-trend models at the 5%, 1%, and 10% significance levels.

As is well known in the literature, time series variables can exhibit stationary characteristics
around a deterministic trend during various sub-periods of the analysis period. These sub-periods can be
affected by structural changes in the constant term and slope parameters, and conducting a unit root test
without considering these structural changes can lead to erroneous results and reduce the power of the
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test. Therefore, the structural break test developed by Zivot and Andrews (1992) is applied to the GDP
and FDI series. The results of the test indicate that the null hypothesis is rejected at the 5% and 10%
significance levels in both stationary and trend-stationary models, confirming that there are no structural
breaks in the series.

The two variables, GDP and FDI, are found to have the same integration levels, meaning they are
integrated of the same order, 1(0), when taken at the first difference. This indicates that there are both
short-term and long-term relationships between the series. More explicitly, it suggests that there is a long-
term relationship between the GDP and FDI variables without the need for VAR analysis.

As seen from the regression of the stationary series, the Durbin-Watson test statistic value is low,
prompting a diagnostic test on the regression. Consequently, the Breusch-Godfrey Serial Correlation LM
Test is applied to the series. The results of the test indicate that there is serial correlation between the first
and fifth observations, both graphically and statistically. Therefore, since we cannot reject the null
hypothesis, it is necessary to correct for serial correlation. The method for correcting serial correlation
involves taking the first or second difference of the dependent variable and including it alongside the
independent variable for re-estimation. In this study, the existing serial correlation in the first and fifth
observations is corrected.

As shown in the table, the results of the first model estimated using the OLS method indicate that
the t-values for the FDI and GDP variables are statistically significant at all three levels. Additionally, the
F-test reveals a statistically significant relationship between GDP and FDI. The R2 value is also high and
significant, indicating that the independent variable has a meaningful effect on the dependent variable.

Thus, from the coefficient of the independent variable in the equation, it can be observed that the
flow of foreign direct investments has a positive effect on the GDP growth rate. Econometrically
speaking, a one-point increase in the flow of FDI during the period from 1970 to 2013 results in a 0.11-
point increase in growth. While the results of the econometric estimations generally align with the
literature, they also show similar outcomes to many other studies. In simple terms, a strong positive
relationship has been identified between foreign direct investments and economic growth in India. In
summary, the flow of foreign direct investments in India contributes to economic growth.

4. Conclusion

As previously mentioned, it is argued that investment plays a crucial role as the engine of growth
in all economic growth theories and models. Accordingly, the topic of investment holds significant
importance in the decisions of politicians, aiming to attract sufficient capital for financing economic
projects in every society. The presence of foreign direct investments (FDI) at the international level has
become an important factor in promoting economic growth, especially for developing countries that
struggle to accumulate capital.

In other words, the new arrangements and developments that occurred worldwide in the 1980s,
such as the collapse of the Eastern Bloc and the Berlin Wall in the West, the transition to a new economic
regime, and China's opening up to the world in the East, have accelerated globalization movements. As a
result, closed or semi-closed economies have begun to open their borders to foreign investments. The
flow of foreign direct investments has become a significant tool for achieving globalization. At the same
time, foreign investments, particularly FDI, have made substantial progress in playing a noticeable role in
the economic growth and development of countries.

Thus, foreign direct investments have become a factor that accelerates economic growth and is
among the determinants of growth, especially for underdeveloped countries. As noted in most studies in
the literature, foreign direct investments are considered one of the important factors for growth in nearly
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all economic growth models. In particular, it is claimed that FDI will significantly contribute to long-term
growth through technological externalities, educational services, increases in a country's R&D capacity,
and technical knowledge stock. Empirical studies have widely shown that the relationship between
foreign direct investments and economic growth is significant and positively impacts growth. Therefore,
for countries receiving investments, the flow of foreign direct investments not only brings capital but also
enhances economic growth by increasing production efficiency through the transfer of advanced
technology and management skills, positively affecting employment, exports, and income levels.

However, despite these benefits, the increasing movement of foreign direct investments has also
brought about many discussions and counterarguments. For instance, as discussed in the second part of
this study, criticisms have emerged regarding the view that FDI accelerates growth, suggesting that the
flow of FDI may hinder the economic growth of the host country. For example, the activities of
multinational corporations (MNCs) can replace local firms, making it difficult for them to compete with
foreign companies, thereby negatively affecting the growth of local firms. Additionally, it is argued that if
the regulations in the host country do not comply with international standards, FDI may lead to capital
transfer from developing countries to developed countries. There are also discussions focused on the
erosion of national values and the ownership rights that fall into the hands of foreigners. In simple terms,
FDI represents not only the multinational companies making these investments but also the home
countries of these companies. Consequently, the loss of ownership rights due to FDI can transfer not only
to a multinational company but also to an entirely different country. In this context, it has been discussed
that restrictions on the flow of FDI should be imposed in many developing countries. For example, the
Indian government addressed the issue of imposing certain restrictions and regulations on foreign direct
investments before the recent economic reforms.

However, in recent times, to benefit more from the positive effects of FDI, these restrictions and
regulations have been significantly relaxed, and it has generally been believed that foreign direct
investments are a creative factor for economic growth. The optimistic policies pursued by India towards
FDI since 2001 and the economic growth rates achieved by China from 1980 to the present are significant
developments in demonstrating the positive effects of foreign direct investment flows.

This thesis aims to contribute to the existing FDI literature by providing appropriate answers to
the research question through the application of time series data analysis and to clarify the relationship
between foreign direct investment and growth in the context of India. According to the study, foreign
direct investments affect economic growth in the following categories: i) FDI inflows expand the capital
accumulation of the host country and increase employment; ii) FDI increases the host country's exports
and foreign trade volume; iii) FDI can bring management knowledge, know-how, qualified labor for the
international production network, and brand-specific resources to the host country; iv) FDI leads to
technology transfer and positive externalities. Therefore, the effects of FDI on the host country's economy
can be evaluated in terms of growth-related factors such as direct growth or investment, human capital,
exports, and technology.

For the empirical examination, the Indian economy has been taken as a case study. Based on the
experiences of economies that have achieved economic growth through FDI, it has been discussed that
certain prerequisites are necessary for FDI to enhance economic growth. Accordingly, it is stated that for
growth to be achieved, the country must possess a certain level of human capital, be open to the outside
world, have developed financial markets, and ensure macroeconomic and political stability. Additionally,
as previously mentioned, multinational companies considering direct investment abroad expect the
economy they are entering to possess the following characteristics: a large market, political and economic
stability, low labor costs.
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5. Key Findings

"The results indicate a significant positive correlation between FDI inflows and GDP growth in
India. Specifically, a 1% increase in FDI.

The correlation between FDI inflows and GDP growth in India is positive, with studies
indicating that a 1% increase in FDI results in approximately a 0.02% increase in GDP. This relationship
highlights the significant role of FDI in driving economic growth through various sectors.

5.1. Impact on Economic Growth
FDI inflows have been a crucial driver of economic growth in India, contributing to an increase in GDP.

The positive correlation suggests that as FDI increases, so does the overall economic output,
indicating a strong link between foreign investments and national economic performance.

5.2. Sectoral Contributions

Different sectors benefit from FDI, with significant inflows observed in services, manufacturing,
and technology.

The service sector, in particular, has attracted the highest FDI, which has been instrumental in
enhancing productivity and creating jobs.

5.3. Long-term Economic Benefits

The influx of FDI not only boosts immediate economic activity but also lays the groundwork for
sustainable long-term growth.

Investments in infrastructure, technology, and human capital development lead to improved
competitiveness and innovation in the economy.

5.4. Policy Framework and Reforms

The Indian government's proactive policies, such as the "Make in India" initiative and
liberalization of FDI norms, have significantly enhanced the investment climate.

Continuous reforms aimed at improving the ease of doing business have made India an attractive
destination for foreign investors.

5.5. Future Projections

With ongoing reforms and a favorable investment environment, FDI inflows are expected to
continue rising, further supporting GDP growth.

The target of attracting US$ 100 billion annually in FDI reflects the government's commitment
to leveraging foreign investments for economic advancement.
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