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Abstract. This paper studies the effects of Foreign Direct Investment (FDI), 
domestic private investment, government expenditure and labour on economic 
growth using 1965 to 1992 data for 32 developing countries. The study finds that 
the contribution of domestic private investment to economic growth is more 
consistent and reliable than the contribution of FDI. Thus, FDI loses its attraction 
as an engine of growth if the adverse balance of payments consequences of the 
resulting profit repatriation are also taken into account. The study further finds 
that the contribution of government expenditure to economic growth is negligible 
and the productivity of labour is low, indicating that the growth strategy that 
neglects human capital cannot yield long-term benefits. 

I.  INTRODUCTION 
While the debate on the relative importance of investment in the public and 
private sectors has now tilted in favour of the latter, there are growing 
concerns about the adequacy of private savings in Less Developed Countries 
(LDCs) in generating sufficient private investment expenditure. Though it is 
recognized that capital inflows are instrumental in jump-starting the growth 
process, economists have emphasized on the importance of distinguishing 
between external borrowing and private capital inflows in the form of 
Foreign Direct Investment (FDI). Klein (1991), for example, points out that 
the two forms of capital have different implications for the borrowers as well 
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as the lenders. The debt servicing payments associated with loan capital are 
fixed and must be honored in time, except in the event of default, while the 
lender is unable to withdraw capital at will. On the other hand, equity capital 
is risky for lenders because its rate of return is variable and the payments can 
be postponed, but the lender can also withdraw capital at any time.1 

 During 1960s and 1970s many LDCs resorted to foreign aid and 
commercial borrowing from external sources to bridge the gap. However, the 
debt management crises in a number of such countries have called into 
question the wisdom of this growth strategy. On the other hand, recent 
developments in growth literature coupled with the successful growth 
experience in some of the Far East countries has brought the importance of 
FDI to the limelight. It is, therefore, not surprising that many LDCs are 
keenly engaged in finding out the ways and means to attracting FDI. Private 
capital inflows in the form of FDI include capital, technology, managerial 
and organizational practices, training and trade, which linked together help 
promote economic growth in the host country. With the transfer of 
technology and technical know-how FDI is supposed to play an important 
role in introducing improved products and processes. 

 The importance of FDI, however, does not diminish the role of 
productive investment from the domestic economy. While private domestic 
investment can be regarded as a permanent and reliable channel to enhance 
productive capacity, investment in public sector has been considered 
important in infrastructure, research and development and training. Public 
sector expenditure, however, also has a negative side in that it is likely to 
crowd out private investment and public sector is often found to be highly 
inefficient in resource management. 

 But how important is the role of FDI compared to domestic investment 
in the private or public sectors remains an unsettled question. The early 
literature (e.g., Kemp, 1962a, 1962b, MacDougall, 1960) is based on neo-
classical framework and it compares the benefits of foreign investment in 
terms of increased labour income with the cost in terms of profit repatriation. 
The analysis typically concludes that there are no long lasting effects of 
foreign investment. Using Solow-Swan growth framework (Solow, 1956; 
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Swan, 1956), Crouch (1973) shows that the benefits of capital inflows, even 
if received as grants with no obligation to principal or profit payments, 
cannot be sustained along the steady state growth path. More recently 
Ahmad and Paul (1998) use similar growth framework to study growth 
dynamics of FDI. The study shows that foreign investment can raise per 
capita income in the host country on permanent basis under an institutional 
arrangement whereby foreign investors commit to re-invest at least a certain 
proportion of their profits in the host country. The study, however, 
demonstrates that such a possibility can exist only in the countries with very 
low saving rate and/or high share of capital in the national income. Ahmad 
(1999) shows that there are additional potential benefits from foreign 
investment if the foreign capital is engaged with technologically superior 
production process. 

 Bhagwati (1978) proposes that the benefits of FDI are higher in those 
countries that follow export promotion strategy. The empirical evidence from 
developing countries in Balasubramanyam et al. (1992) further supports this 
proposition. Gonzalez (1988), however, shows that welfare gain from foreign 
investment in the small economy is independent of the pattern of trade, 
though its size depends on labour market and trade distortion and the pattern 
of trade. In any case the literature finds that the empirical association 
between FDI and economic growth is rather weak. 

 Shabbir and Mahmood (1992) find that although foreign investment has 
a positive relationship with the growth rate of GNP in Pakistan, but it has 
eroded the domestic saving rate. In a more recent study for Pakistan, Khan 
(1997) finds that the inflow of capital in the form of aid and loans has an 
adverse effect on the growth performance because it introduces inefficiency 
and leakage in the use of resources and retards domestic saving efforts. 

 The objective of this study is to investigate empirically the relative 
importance of FDI, domestic private investment and government spending in 
the process of economic growth. The study is based on neo-classical 
production function, extended to distinguish between domestic and foreign 
owned capital and to allow endogenous technology that is dependent on the 
flow of FDI. To make the model consistent with available data appropriate 
stock to flow transformations are applied. The theoretical model is then 
applied to pooled time-series and cross-section data of a sample of 32 LDCs 
over the period 1965 to 1992. Most of these data are derived from the 
PENWORLD Table 1995, which is considered to be a consistent data source 
for inter-country studies. 
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TABLE  2 

Fixed and Random Effects 
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considered in the analysis that are playing favourable role in explaining 
better growth performance in these countries during the sampled period. On 
the other hand, the countries with large negative fixed effects include 
Jamaica, Cyprus, Panama, Peru, Malaysia and Chile. 

V.  SUMMARY AND CONCLUSION 
This paper has been an attempt to study the comparative effects of FDI, 
domestic private investment, government expenditure and labour on 
economic growth using the neo-classical growth framework. The analysis is 
performed in a flow version of the log-linear approximation to production 
function. The production function includes domestic and foreign capital, 
labour and government expenditure. The empirical analysis is based on 
pooled cross section and time series data for 32 developing countries over 
the period 1965 to 1992. The relationship is estimated using three alternative 
econometric models for pooled data, namely common intercept and common 
random error model, fixed effects (country specific intercepts) model and 
random effects (country specific random errors) model. 

 The main conclusion that emerges from the analysis is that although FDI 
plays an important role in the process of economic growth, it cannot be 
regarded as more important than domestic private investment. Furthermore 
the contribution of domestic private investment to economic growth is more 
consistent and reliable than the contribution of FDI. This conclusion is based 
on the role of FDI in economic growth only. If additional factors like the 
adverse balance of payments consequences of the resulting profit 
repatriation, loss of employment due to the resulting rise in capital intensity, 
are taken into consideration, FDI loses its attraction as an engine of growth. 

 Although the effect of government expenditure on economic growth is 
found to be positive, there is a strong reason to support the currently popular 
wisdom that a small public sector is better for the economy. Since increase in 
government expenditure can crowd out private investment at least partially, 
the net contribution of government expenditure to economic growth is 
further reduced to the extent of crowding out effect. Furthermore large 
governments are typically accompanied by suppression of private sector in 
terms of complicated, long winding and inconsistent regulatory framework 
for the private sector, which is not conducive to foreign investment either. 

 Our results also indicate that productivity of labour is low in LDCs. This 
is an unfortunate conclusion, which needs to be addressed seriously. Labour 
is considered to be the prime factor of production and it can potentially play 
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an important role in economic growth. Low labour productivity in LDCs is a 
well-known phenomenon. Traditional theories in development economics 
explain this phenomenon in terms of surplus labour and disguised 
unemployment. It has recently been recognized, however, that the main 
reason for low labour productivity is the low quality of human capital. LDCs 
have typically relied on capital-intensive growth strategy under the 
impression that with surplus labour force, the real bottleneck to growth is the 
lack of physical capital. This growth strategy obviously meant that the 
quality of labour is of secondary importance. Investment in human capital 
through development of education and health sector in most of the LDCs has 
been considered a social obligation rather than an economic compulsion. The 
importance of human capital is now well documented. It should be 
recognized that the growth strategy that neglects human capital cannot yield 
long-term dividends. 
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