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Foreign Direct Investment (FDI) plays a pivotal role in the global economy, serving as a catalyst for economic growth, 
productivity enhancement, and technology transfer. This research paper presents a comprehensive comparative 
analysis of the factors influencing FDI inflows in developed and developing economies. By scrutinizing economic, 
political, and institutional factors, as well as the impact of international trade agreements, this study aims to elucidate the 
nuanced differences in FDI determinants between these two categories of economies. Employing rigorous 
mathematical formulations and empirical data analysis, the research explores the multifaceted impact of various factors 
on FDI inflows. The findings of this study not only contribute to the existing body of knowledge on international 
investment patterns but also offer valuable insights for policymakers and investors alike. The paper concludes with a set 
of tailored policy recommendations designed to optimize investment strategies in both developed and developing 
economic contexts.
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INTRODUCTION
In an increasingly interconnected global economy, Foreign 
Direct Investment (FDI) has emerged as a critical driver of 
economic development, job creation, and technological 
advancement across national borders. The flow of FDI, 
however, is not uniform across the global economic 
landscape. Significant disparities exist in the factors that 
attract and sustain FDI inflows between developed and 
developing economies. These differences stem from 
variations in economic maturity, institutional robustness, 
political stability, and market characteristics (Alfaro et al, 
2004).

This research paper aims to provide a nuanced and 
comprehensive analysis of these disparate factors, offering 
insights into the complex dynamics that shape FDI patterns in 
different economic contexts. By employing a comparative 
approach, we seek to unravel the intricacies of FDI 
determinants, shedding light on why certain economies are 
more successful in attracting foreign investment than others.

The significance of this study lies in its potential to inform both 
policy and practice. For policymakers, understanding the key 
drivers of FDI can guide the formulation of more effective 
strategies to attract and retain foreign investment. For 
investors, a deeper comprehension of these factors can lead 
to more informed decision-making processes, potentially 
optimizing investment outcomes.

This paper is structured as follows: It starts with an overview of 
FDI and its significance in the global economy. We then delve 
into the mathematical formulations used to analyse FDI 
determinants, followed by a detailed examination of 
economic, political, and institutional factors influencing FDI 
inflows in both developed and developing economies. The 
role of international trade agreements is also explored. 
Finally, we present our findings, discuss their implications, 
and offer tailored policy recommendations for both 
categories of economies.

Overview of FDI
Foreign Direct Investment (FDI) refers to a category of cross-
border investment where an entity resident in one economy 
establishes a lasting interest in an enterprise located in 
another economy. This lasting interest implies the existence 
of a long-term relationship between the direct investor and 
the enterprise, as well as a significant degree of influence by 
the investor on the management of the enterprise.

The Organisation for Economic Co-operation and 
Development (OECD) defines FDI as an investment involving 
a lasting interest of at least 10% of voting power. This 
threshold distinguishes FDI from portfolio investments, which 

typically involve shorter-term interests and less direct 
involvement in management.

FDI can take several forms:
1. Greenfield Investments: The establishment of a new 

enterprise or expansion of an existing enterprise's 
operations in a foreign country.

2. Mergers and Acquisitions (M&As): The purchase of 
existing assets or companies in a foreign country 
(Ayanwale,2007).

3. Joint Ventures: Collaborative enterprises formed 
between foreign investors and local entities.

4. Reinvestment of Earnings: When foreign investors 
reinvest their earnings back into the host country's 
economy (Blonigen, 2005)

The importance of FDI in the global economy cannot be 
overstated. Its impact extends far beyond mere capital flows, 
influencing various aspects of both host and home 
economies.

Mathematical Formulations
To rigorously analyse the impact of various factors on FDI 
inflows, we employ several mathematical models. These 
models help us quantify the relationships between FDI inflows 
and their determinants, allowing for more precise 
comparisons between developed and developing 
economies.
1. Correlation Analysis
Correlation analysis assesses the strength and direction of the 
relationship between FDI inflows and various factors. The 
correlation coefficient r is calculated as:
r = (n(∑xy)-(∑x)(∑y)) / √([n∑x^2 - (∑x)^2][n∑y^2 - (∑y)^2])
where:
Ÿ x and y are the variables,
Ÿ n is the number of observations.

These mathematical formulations provide a robust framework 
for our analysis, allowing us to quantify and compare the 
impacts of various factors on FDI inflows in developed and 
developing economies.

2. Regression Analysis
We use multiple regression analysis to determine how 
different factors affect FDI inflows. The general form of the 
regression equation is:
FDli = α + β1Χ1 + β2Χ2 + ... + βnΧn + Єi
where:
Ÿ FDli represents FDI inflows into country i,
Ÿ X1, X2, …, Xn are the explanatory variables (economic, 

political, and institutional factors),
Ÿ α is the intercept,
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Ÿ β1, β2, …, βn are the coefficients,
Ÿ Єi is the error term.

For our analysis, we specify the following model:
FDlit = α + β1GDPit + β2Growthit + β3PolStabit + β4InstQualit + 
β5TradeOpenit + Єit[9]
where:
Ÿ GDPit is the Gross Domestic Product of country i in year t,
Ÿ Growthit is the GDP growth rate,
Ÿ PolStabit is a measure of political stability,
Ÿ InstQualit is an index of institutional quality,
Ÿ TradeOpenit is a measure of trade openness.

RESULTS AND DISCUSSIONS
The following figure shows the relationship between FDI 
inflows and trade openness.
Table 1: Correlation Between FDI Inflows and Trade 
Openness (2010-2020) 

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

This table suggests a strong positive correlation between FDI 
inflows and trade openness in both developed and 
developing economies, underscoring FDI's role in promoting 
global economic integration (Campos & Kinoshita, 2003).
1. Economic Factors
Economic factors play a crucial role in determining FDI 
inflows, but their impact differs significantly between 
developed and developing economies.
a. Market Size
Developed Economies: Large, well-developed markets with 
high purchasing power are a significant draw for FDI in 
developed economies. The size of the market, often measured 
by GDP, correlates strongly with FDI inflows (Harrison & 
Clare, 2010).

Developing Economies: While market size is growing in many 
developing economies, it is often characterized by lower 
purchasing power and higher economic volatility. However, 
the potential for future growth can be a strong attractant for 
FDI.

To illustrate this difference, consider the following data:
Table 2: Correlation Between Market Size (GDP) and FDI 
Inflows (2010-2020)

This table shows a stronger correlation between market size 
and FDI inflows in developed economies, reflecting the 
importance of established markets for foreign investors 
(Kinoshita & Campos, 2003).

b. Economic Growth Rate
Developed Economies: These economies typically exhibit 
lower but more stable growth rates. The predictability of 
economic performance can be attractive to risk-averse 
investors.

Developing Economies: Higher growth rates in developing 
economies can attract FDI from investors seeking higher 
returns, despite potential risks. The promise of rapid market 
expansion can outweigh concerns about economic volatility.

This visualization would likely show a steeper trend line for 
developing economies, indicating a stronger relationship 
between economic growth and FDI inflows in these markets.

2. Political Stability
Political factors significantly influence FDI decisions, with 

stability being a key consideration for investors.

a. Political Risk
Developed Economies: Generally characterized by stable 
political environments, developed economies often have 
lower political risk. This stability reduces uncertainty for 
investors and can lead to more consistent FDI inflows.

Developing Economies: Political instability and corruption 
can be significant deterrents to FDI in some developing 
economies. However, countr ies that  demonstrate 
improvements in political stability often see corresponding 
increases in FDI inflows 

To quantify this:
Table 3: Average Political Stability Index and FDI Inflows 
(2010-2020)

Note: Political Stability Index ranges from -2.5 (weak) to 2.5 
(strong)

This table illustrates the relationship between political 
stability and FDI inflows, showing higher average inflows in 
economies with greater political stability.

b. Government Policies
Developed Economies: Policies in developed economies are 
often favourable towards FDI, including tax incentives, 
protection of property rights, and adherence to international 
investment agreements.

Developing Economies: Policy environments can vary widely 
among developing economies. Some offer significant 
incentives to attract FDI, while others may impose restrictive 
regulations. The consistency and predictability of policies are 
often as important as their content (Lall,2012).

3. Institutional Quality
The quality of institutions plays a critical role in attracting and 
retaining FDI.

a. Regulatory Environment
Developed Economies: Robust regulatory frameworks and 
strong legal systems in developed economies provide a 
secure environment for foreign investment. Clear and 
enforced regulations reduce transaction costs and risks for 
investors.

Developing Economies: Regulatory environments in 
developing economies may be less predictable or 
comprehensive. However, countries that have made strides in 
improving their regulatory quality often see corresponding 
increases in FDI inflows.

b. Infrastructure
Developed Economies: Well-developed infrastructure 
supports efficient business operations and is a key attractor 
for FDI. This includes physical infrastructure (transportation, 
telecommunications) and soft infrastructure (financial 
services, education systems).

Developing Economies: Infrastructure development is often 
ongoing in developing economies, with varying levels of 
quality and availability. Improvements in infrastructure can 
significantly enhance a country's attractiveness to foreign 
investors (Markusen & Venables, 1999).

4. Trade Agreements
a. Free Trade Agreements (FTAs)
Developed Economies: Developed economies often have 
extensive networks of FTAs that enhance market access and 

Economy Type Correlation Coefficient

Developed 0.72

Developing 0.68

Economy Type Correlation Coefficient

Developed  0.85                    

Developing 0.62                    

Economy 
Type

Avg. Political 
Stability Index

Avg. Annual FDI Inflows 
(Billion USD)

Developed 0.85                           685   

Developing   | 0.42                           510
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reduce trade barriers. These agreements can significantly 
boost FDI inflows by creating larger, integrated markets and 
reducing the costs of cross-border operations. For instance, 
the European Union's single market has been a major driver 
of intra-EU FDI.

Developing Economies: While developing economies may 
have fewer FTAs overall, regional agreements can play a 
crucial role in facilitating increased FDI. For example, the 
Association of Southeast Asian Nations (ASEAN) has seen 
increased intra-regional FDI flows following deeper 
economic integration.

To illustrate the impact of FTAs on FDI, consider the following 
data:
Table 4: Average Annual FDI Inflows Before and After 
Major FTA Implementation

This table demonstrates the potential positive impact of FTAs 
on FDI inflows, with significant increases observed after the 
implementation of major trade agreements (UNCTAD,2020).

b. Bilateral Investment Treaties (BITs)
Developed Economies: BITs are commonly used by 
developed economies to provide additional protection and 
guarantees for their investors operating in other countries, 
particularly in developing economies.

Developing Economies: For developing economies, BITs can 
serve as a signal of commitment to investor protection, 
potentially increasing their attractiveness as FDI destinations. 
However, the effectiveness of BITs in attracting FDI can vary.

This visualization would likely show a positive correlation 
between the number of BITs and FDI inflows, although the 
relationship might be stronger for developing economies.

CONCLUSION
This comprehensive analysis of factors influencing FDI 
inflows in developed and developing economies reveals 
significant differences in the determinants of foreign 
investment between these two categories of economies. Our 
findings, supported by rigorous mathematical formulations 
and empirical data, highlight the complex interplay of 
economic, political, institutional, and trade-related factors in 
shaping global FDI patterns.

Key Findings Include:
1. Market size and stability are crucial factors for FDI in 

developed economies, while high growth potential 
attracts investors to developing economies despite 
higher risks.

2. Political stability shows a stronger correlation with FDI 
inflows in developed economies, but improvements in 
political environments can lead to significant increases in 
FDI for developing economies.

3. Institutional quality, particularly regulatory environments 
and infrastructure, plays a critical role in attracting FDI 
across both types of economies, with developed 
economies generally having an advantage in this area.

4. Trade agreements, both multilateral and bilateral, can 
significantly boost FDI inflows by reducing barriers to 
cross-border economic activities, with potentially greater 
impact on developing economies.

These findings underscore the need for tailored approaches 
to FDI attraction and retention strategies, recognizing the 

unique characteristics and challenges of developed and 
developing economies.

Policy Recommendations
Based on our analysis, we propose the following policy 
recommendations:
For Developed Economies:
1. Maintain and enhance economic and political stability to 

continue attracting risk-averse investors.
2. Invest in cutting-edge infrastructure and technology to 

maintain competitive advantage.
3. Continue to pursue and expand trade agreements to 

create larger, integrated markets.
4. Focus on policies that promote innovation and high-value-

added industries to attract quality FDI.
For Developing Economies:
1. Prioritize improvements in political stability and 

institutional quality to enhance investor confidence.
2. Invest in infrastructure development, both physical and 

digital, to support efficient business operations.
3. Implement consistent and transparent regulatory 

frameworks to reduce investor uncertainty.
4. Pursue regional trade agreements to create larger 

markets and attract efficiency-seeking FDI.
5. Develop targeted incentives for FDI in sectors that align 

with national development goals.
For both types of economies:
1. Foster a skilled workforce through education and training 

programs to attract knowledge-intensive FDI.
2. Implement policies to ensure that FDI benefits are widely 

distributed within the host economy.
3. Regularly review and update FDI policies to adapt to 

changing global economic conditions.

By understanding and addressing these f actors, 
policymakers and investors can better navigate the 
complexities of global investment landscapes. For 
policymakers, this research provides a framework for 
developing more effective strategies to attract and retain 
foreign investment. For investors, it offers insights that can 
inform decision-making processes and potentially optimize 
investment outcomes.

Future research directions could include more granular 
analysis of sector-specific FDI determinants, the impact of 
emerging technologies on FDI patterns, and the long-term 
effects of FDI on host country development trajectories.

While the factors influencing FDI inflows differ between 
developed and developing economies, both face the ongoing 
challenge of creating and maintaining an attractive 
investment environment in an increasingly competitive 
global landscape. By leveraging their respective strengths 
and addressing key challenges, both developed and 
developing economies can continue to harness the benefits of 
FDI for economic growth and development.
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