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ABSTRACT This study reviewed the impacts of foreign direct investment (FDI) on the economic growth of 7 European
countries with panel data models in the context of the strong impact of the Covid-19 pandemic on macroeconomic growth and
stability. Data was collected from the first months 0f 2021 from the IMF and ILO of 8 countries including Germany, Sweden,
Netherlands, Finland, Italy, Switzerland, France, and Spain. The results showed that FDI has made an important contribution
to the GDP growth of these countries, becoming an important solution in ensuring growth, stabilizing the macro-economy,
and helping these countries increase their economy’s resilience against the pandemic.

INTRODUCTION

Foreign Direct Investment (FDI) is an in-
vestment activity with a link in the long run,
reflecting the long-term benefits and control of
foreign investors or parent companies over their
enterprises in another economy (United Nations
Conference on Trade and Development (UNC-
TAD) 1999. FDI reflects the long-term benefits
that an entity in one economy (direct investor)
obtains through an economic establishment in
one economy other than that of the investor‘s
home country (directly invested enterprise).
This long-term interest represents relationships
between the investor and the directly invested
enterprise, in which the investor gains significant
and effective influence in the enterprise man-
agement. Direct investment involves the initial
transactions, followed by capital transactions
between two closely linked entities. In particular,
direct investors are understood as those holding
control of 10 percent or more of the capital of
an enterprise. It can be seen from this concept-
of UNCTAD (1999) that the main motivation of
FDI investors is through the capital used abroad,
foreign investors gain control or certain influence
in the enterprise management.
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The Covid-19 pandemic appeared at the end
of 2019 and has had a strong impact on almost
all economies in the world in general, and The
EU countries in particular. Especially in the con-
text of supply chain disruptions and countries’
economies facing macro imbalances, attracting
FDI is one of the essential solutions in the policy
administration of the Governments. FDI attrac-
tion allows attracting more capital flows from
the outside, positively affecting macroeconomic
variables, which becomes an important channel
in the context that investment flows are also
strongly affected by the Covid-19 pandemic. This
study would review several factors affecting the
FDI of 7 European countries including Sweden,
Netherlands, Germany, France, Switzerland,
Spain, and Italy in 2021.

Literature Review

The Relationship between FDI and Economic
Growth

Gao (2005) developed a model combining ele-
ments of the new economic geography model and
the endogenous growth model. In the process of
economic integration, economic growth and FDI
are determined simultaneously. With the reloca-
tion of firms’ output to the periphery countries, the
wage rate declines due to the release of resources
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from production output in the manufacturing hub.
As aresult, research and development in open in-
novation countries can reduce innovation costs,
ultimately causing world growth to increase. It
reduces barriers so that trade and transportation
are better, and means of communication enhance
the capacity of international outsourcing in soft-
ware processing. Therefore, more resources are
diverted to technological innovation activities
in advanced countries. Such a development can
increase the rate of economic growth in the world.

The study by Dinh et al. (2019) researched
both the short-term and long-term impact of FDI
on economic growth in developing and emerging
countries from 2000 to 2014, especially during pe-
riods of economic uncertainty including the global
financial crisis. Various econometric methods are
used such as panel-based unit root test, Johansen
cointegration test, Vector Error Correction Model
(VECM) and Fully Modified OLS (FMOLS) to
ensure the certainty of the results. The results of
this study show that FDI helps stimulate economic
growth in the long-term. Although it has negative
short-term effect in the on the countries in this
study. Other macroeconomic factors also play an
important role in explaining economic growth in
these countries. In addition, long-term economic
growth is driven by money supply, human capital,
total domestic investment, and domestic credit for
the private sector.

This study is based on Romanian annual data
for the period 1991-2018 on inward FDI (USD mil-
lion) provided by UNCTAD, while the rest of the
variables are obtained from EUROSTAT and the
World Bank Dataset. Research by Ciobanu (2021)
examined the impact of FDI on GDP growth, as
well as the causal relationships between GDP, trade
openness, labor force and FDI in the case of Roma-
nia over the past decades. The ARDL constraint is
an experimental method used to study the existence
of a long-term relationship between FDI, trade,
labor and economic growth. The results showed
that there is cointegration between the variables
when real GDP and foreign direct investment are
the dependent variables. Foreign direct investment,
open trade and the labor force are the main factors
of long-term economic growth in Romania.

With a panel dataset covering 45 African
countries for the period from 1980 to 2016 to
examine causal links, with the application of the
Granger Non-causal test, Ibrahim and Acquah
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(2021) found that the causal relationship be-
tween FDI and economic growth is adjusted for
the economic growth index while observing the
causal feedback between (i) FDI and financial
sector development, and (ii) financial sector
development and economic growth.

The study by Le Bao et al. (2021) aims to
investigate the relationship between foreign direct
investment (FDI) and economic growth in at the
provincial level using time series data in Binh
Dinh (Vietnam) from 1997 to 2019. This study
applied the quantitative approaches of Vector
Autoregression (VAR) and Autoregressive Dis-
tributed Lag (ARDL) in the model. The results
showed that economic growth positively affected
FDI attraction. However, there is no evidence
of FDI’s impact on economic growth under low
realized capital conditions. Moreover, the results
also showed that the impact of FDI on economic
growth is influenced by two factors: infrastructure
and human capital. The lack of human capital,
including trained human resources and infrastruc-
ture, is the main barrier hindering and holding
back FDI’s contribution to local economic growth.

The study of Sahu (2021) examines the
impact of foreign direct investment (FDI) on
economic growth in a group of 45 developing
countries in the period 1990-2014. Using the
pooled mean group (PMG), the author estimated
the long-term and short-term effects of FDI in-
flows on GDP growth rate per capita. The PMG
regression results suggested that GDP growth
rate per capita and its variables are co-linked,
implying the presence of a long-term equilibrium
relationship between the variables. The results
showed that FDI inflows have a significant posi-
tive impact on the economic growth of the host
countries over the long and short terms. Research
shows that the long-term impact of FDI inflows
on economic growth is higher in emerging mar-
kets economies than in non-emerging markets
economies. FDI inflows have a significant posi-
tive impact on long-term economic growth in
Asia and Africa.

In a sample of 31 developing countries, Han-
sen and Rand (2006) analyzed the cause of the
relationship between FDI and GDP. The study
was based on standard neoclassical development
to model and find a strong causal relationship
between FDI and GDP in both the short run and
long run. FDI is valued as a growth driver like
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domestic investment and it has a lasting impact
on GDP regardless of the level of development
Foreign Direct Investment (FDI) is the movement
of capital or assets from abroad to the invested
country. Studies showed that the important role of
FDI in economic growth, the relationship between
FDI and economic growth was determined by the
traditional neoclassical growth models represent-
ed by the Solow (1957) model. The neoclassical
growth model assumes that the labor force and
scientific-technological progress are exogenous,
so FDI increases domestic income levels and has
no long-term effect on economic growth.

Romer (1986) based on his model to observe
and argued that some types of knowledge are
non-competitive, that is, they cannot be used up
like normal goods and services. The nature of the
idea’s competition means that the rate of return on
some innovation activity does not belong entirely
to its creators. The knowledge that spreads from
an enterprise to another has economic value, but
in the aggregate economy, it does not change or
increase gradually. An important implication of
Romer’s model is that enterprises may not invest
enough in research and development because they
cannot grasp the full benefits of innovation. This
suggested that policies that encourage research
and development such as tax exemptions for
R&D spending, or government-funded research
can accelerate growth. Lucas Jr (1998) supposed
that the technological catch-up theory was the
growth theory in open developing economies,
and was consistent with the empirical evidence.
Catching up technology is achieved by absorbing
new and better technology from abroad through
investment in imported machinery and equipment,
attracting FDI, and investing in modern business
and management methods in the world. Thus,
technological change in developing countries is
determined endogenously by investment.

In addition, FDI also has the effect of accumu-
lating capital for countries. Besides, FDI supports
long-term economic growth through technology
transfer and capital accumulation but is mainly
based on advanced technology. Furthermore, FDI
has an impact in the long run on economic growth
in invested countries through technology transfer,
capital accumulation, and human capital growth
(De Mello 1999). Basu and Guariglia (2007) in-
equality, and growth developed a growth model
of a dual economy, in which the traditional sector
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(agriculture) is using outdated technology, while
FDI is the growth engine in the modern industrial
sector. Therefore, FDI inflows can accelerate
polarization between the two regions; and FDI
promotes industrialization in the host country;
on the other hand, FDI reduces the importance of
the traditional sector (agriculture) in the overall
economy. Driffield and Jones (2013) showed that
both FDI and remittance flow positively affect
economic growth, while ODA does not seem to
support economic growth. The importance of re-
mittance flows thereby is not less than that of FDI.
In general, it can be seen that the studies all agreed
that FDI has impacted economic development.

METHODOLOGY
Models

This study uses the method of estimating re-
search model according to panel data, estimating
the regression model with fixed effects (FE) and
regression with random effects (RE). In addition,
the study uses Hausman test (1978) test to choose
a suitable model. After selecting a suitable FE
model, the heteroscedasticity is overcome by the
FGLS method.

The proposed mathematical model is as
follows:

lnGDP:t = ﬁo + /))IFDIir+ ﬁzD[ir + /),30PE]\/iz+ﬁ4lnLif+ 8ir

Hypothesis 1: FDI has a Positive relation-
ship with Gross domestic product;

Hypothesis 2: Domestic investment is driven
by the formation of Gross Fixed Capital (GFC),
has a Positive relationship with GDP;

Hypothesis 3: Economic openness has a
Positive relationship with GDP;

Hypothesis 4: Human capital represented by
the workforce has a Positive relationship with GDP.

The variables to be interpreted and measured
are presented in Table 1.

Research Data

Research data was collected from 8 countries
in the EU including Germany, Italy, Switzerland,
Sweden, Finland, and the Netherlands in 2021 from
the IMF and ILO websites. After data collection,
this study used Stata software to perform analyzes
such as descriptive statistics and regression.
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Table 1: Interpretation and measurement of variables

Variable Variable type Measurement Previous researches  Expected sign
InGDP Dependent variable Real GDP per capita growth rate Chee and Nair (2010)
FDI Independent vari-  Foreign direct investment Pravin Jadhav (2012), ()
able Mugableh (2015)
DI Independent vari- GFC = Fixed assets + A Inventories Chee and Nair (2010) (+)
able B Real GDP
Domestic investment is driven by the for-
mation of Gross Fixed Capital (GFC).
OPEN Independent vari-  Economic openness Muhammad and Imran +)
able (EX + IM) (2014)
OPEN = peal GDP)
InL Independent vari-  The workforce is used as a proxy for Romer (1986) (+)
able human capital. The total labor force is ~ Samathan and Haiyun
indicated by L. (2017)

Source: Compiled by the author
RESULTS AND DISCUSSION

Descriptive statistics include the mean, standard
deviation, minimum value (min), and maximum
value (max). The statistical results describing the
data of observed variables are shown in Table 2.

From Table 2, it can be seen that the domes-
tic investment variable has the highest mean
(92679.02) as well as the highest standard de-
viation, showing that the domestic investment
variable (65296.35) has the highest data disper-
sion. The negative mean of FD/ indicates that the
amount of FDI is suffering from a capital flow
gap between the inflows and outflows (-6630.29).

Looking at the correlation coefficient matrix,
it can be seen that only the coefficient between
DI and InGDP is highly correlated (0.8332) as
given in Table 3. For the remaining variables, the
correlation is low, smaller than 0.8. The degrees
of correlation among the variables are lower than
0.8, showing that there is no multicollinearity
among the variables.

The estimation of the model‘s coefficients was
performed on Stata software. After testing to choose
the best model, the researchers obtained the fixed
effects estimation results. Then, to overcome the

Table 2: Descriptive statistics table

problem of autocorrelation in the model, the
FGLS model was used (Table 4).

Through the results of running the model,
the researchers found that all variables have
coefficients that are consistent with the sign
expectation, and most of them have statistical
significance at 5 percent. Specifically, FDI has a
positive effect on GDP in the selected countries
and the coefficient has statistical significance at
5 percent. Accordingly, when FDI increases by
1 million USD, the average GDP increases by
nearly 1 percent. This means that in countries
with large FDI, GDP growth is higher. The re-
sults are completely consistent with the studies
by Sahoo (2006) and Khachoo and Khan (2012).
The study of OECD in 2020 showed that FDI
has an important contribution to GDP growth
in European countries, such as in Germany was
51 percent, Finland was 53 percent, Italy was 31
percent, Spain was 16 percent, Sweden was 46
percent, and Switzerland was 84 percent.

The results are consistent with the research
by Baiashvili and Gattini (2020), Acquah and
Ibrahim (2020), Rao et al. (2020), Sahu (2021), and
Ciobanu (2021). In which, research by Baiashvili
and Gattini (2020) has highlighted that FDI has a

Variable Obs Mean Std. Dev Min Max
InL 14 9.55 95 7.909 10.66

FDI 14 —6630.29 13001.75 -37574.39 5002.495
OPEN 14 824 379 4563129 1.659501
InGDP 14 12.69 984 10.781 13.94

DI 14 92679.02 65296.35 10357.43 250283.0

Source: Calculated by the author

J Soc Sci, 72(1-3): 49-55 (2022)



IMPACTS OF FOREIGN DIRECT INVESTMENT ON THE ECONOMIC GROWTH 53

Table 3: Correlation coefficient matrix

InGDP__ LnL FDI DI OPEN
InGDP 1
LnL 0.55 1
FDI -0.01 -0.27 1
DI 0.83 0.35 0.02 1
OPEN —0.28 0.5 —0.36  —0.29 1

Source: Calculated by the author

rising impact on growth in low-to-middle-income
countries; on the other hand, it has a declining
impact in high-income countries. The work of
Acquah et al. (2020) showed that while FDI stim-
ulates economic growth, financial development
diminishes the positive effect of FDI on overall
growth. Nguyen and Business’s paper (2020),
studying experimentally in Vietnam, pointed
out that FDI has positive impacts and statistical
significance to Vietnam’s economic growth; in
addition, in this research, export also has the same
impact and significance, while import has negative
impacts but without the statistical significance.
According to UNCTAD’s (2021a) statistics
on the ranking of FDI attraction by region group,
Europe was ranked second after the group of
developed countries with FDI attraction reaching
172 billion USD in 2017 and increasing by 384
billion USD in 2018. Data by OECD (October
2021) showed that global FDI had increased
again in the first half of 2021, reaching $870
billion, surpassing the pre-pandemic level by 43
percent and was as double as that of the second

Table 4: Estimated results

half of 2020. In the OECD area, FDI increased
to USD 421 billion, more than twice that of
2020, which is the result of substantial growth
in the vast majority of OECD countries. In which,
China is the largest FDI recipient country in the
world, followed by the United States and the
United Kingdom.

Trade openness has a positive effect on GDP
in the countries selected for this study and is sta-
tistically significant at 5 percent. This coefficient
is significant when the openness increases by
1 percent, the average FDI increases by nearly
2.22 percent. This implies that foreign investors
are very interested in the economic openness of
the host country when deciding where to invest
in developing countries. In the second quarter
of 2021, the European Union recorded export
growth of 2.8 percent and import growth of 5.7
percent, those of France were 1.3 percent and
2.9 percent, of Germany were 1.3 percent and
6.3 percent, and of Italy were 4.0 percent and
6.4 percent. The results are consistent with the
research by Romer (1986), Banday et al. (2021),
Ciobanu (2021), and Saleem and Shabbir (2020).
However, the study by Fatima et al. (2020)
showed the opposite result. (Human Capital Accu-
mulation) is considered an intervention variable,
trade openness may have negative impacts on GDP
growth in countries with low HCA.

DI variable representing domestic investment
has a positive impact on GDP, indicating that when
DI increases by 1 million USD on average, GDP

Cross-sectional time-series FGLS regression
Coefficients: generalized least squares
Panels: heteroskedastic

Correlation: common AR(1) coefficient for all panels (-16.8561)

Estimated covariances = 7
Estimated autocorrelations = 1
Estimated coefficient =5

Number of obs =14
Number of groups =7
Time periods = 2

Wald chi2(4)= 3676127
Prob> chi2=0.00

InGDP Coef. Std.Err. z P>z 95% Conf- Interval
InL .6425 .0014721 436.49 0.0000 639678 .6454487
DI -7.41e-06 1.48e-07 -49.91 0.0000 -7.7e-06 -7.12¢-06
OPEN .8007 .0030611 261.59 0.0000 7947571 .8067564
GDP 4.17e-06 3.26e-08 128.08 0.0000 4.11e-06 4.24e-06
FDI .0000147 1.13e-07 129.69 0.0000 .0000145 .0000149
_cons 4.862359 .0144671 336.10 0.0000 4.834004 4.890714

Source: Calculated by the author
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decreases by 0.0006 percent, which is statistically
significant at 5 percent but the sign is not consistent
with expectation. This coincides with the study by
Emmanuel, Kehinde (2018), Shabbir et al. (2021).

The variable of labor representing the force
also has a positive effect on GDP, showing that
when L increases by 1 million people on aver-
age, GDP increases by 1.89 percent, which is
statistically significant at 5 percent and has a
sign consistent with expectation. This coincides
with the study by Samathan and Haiyun (2017),
and Ciobanu (2021).

CONCLUSION

This study examined the impacts of foreign direct
investment on the growth of 7 European countries
in the first and second quarters of 2021. The results
of this study showed that FDI attraction has an
important meaning in the GDP growth of European
countries, especially in the context of the Covid-19
pandemic having a strong impact on most of the
macroeconomic variables. In other words, in the
context of economic recession, attracting FDI has
become an important solution in ensuring growth.
Stemming from that meaning, during the Covid-19
pandemic, European countries have taken efforts to
attract FDI inflows in order to seek cash flows from
outside, support growth, and recover the economy.
Besides, attracting FDI also makes an influential
contribution to the stability and development of
financial markets, reducing financial risks as well
as negative impacts of the Covid-19 pandemic. In
addition, increasing trade openness through activities
such as participating in the AEC or TPP will help the
countries promote their economic growth.
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