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Summary  

 
Throughout the studies on the impact of foreign direct investment (FDI) on the economic growth of the 

host economy, there is a significant heterogeneity in terms of the results; not only between the theory and 
empirics, but also within empirics itself. The aim of this study is to explain the heterogeneity of results of the 
previous studies on the benefits of hosting FDI. This work uses the topic-relevant literature to present the key 
benefits of inward FDI, which are then translated into a mathematical model, which the direct and indirect 
benefits are derived from and differentiated between. Firstly, this work develops a production function in-
cluding the key direct and indirect effects of hosting FDI in order to (through the proof of endogenization of 
FDI) show that a simple inclusion of FDI as the next (usually along with capital and labor) factor of growth 
may lead to spurious and, therefore, inconsistent results. Secondly, the study introduces the Foreign Direct 
Investment Benefits Absorption Path, which due to its classification of host economies into four distinctive 
groups, differentiating between direct and indirect benefits of FDI, and showing their different ways of im-
pacting the host’s economy provides a unique insight into the topic of heterogeneity of results on the impact 
of hosting FDI. It also provides a blueprint for further research into this topic. Lastly, the Foreign Direct 
Investment Benefits Absorption Path is used to develop FDI-related strategies aimed at increasing the eco-
nomic growth of host countries. 
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1. Introduction 
 
Foreign direct investment (FDI) and its impact on the host economy has been the 

topic of many works. The problem is that, in many instances, there is a certain degree of 
discrepancy between theoretical and empirical studies [Nair-Reichert, Weinhold, 2001; 
McGrattan, 2011; Iamsiraroj, Ulubaşoğ, 2016]. Therefore, the aim that this study intends 
to achieve is to explain why various studies on the benefits of hosting FDI achieve different, 
sometimes opposite, results, which can also differ from those suggested by the theory 
                          
1 This publication is a result of statutory research of the Collegium of the World Economy at the Warsaw 

School of Economics, financed with funds from Ministerstwo Nauki i Szkolnictwa Wyższego. 
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of economics. The question then is: Can these discrepancies have a theoretical origin? 
Therefore, the resulting research question is: What are the possible sources of the 
discrepancy between the obtained results? The first hypothesis (H1) is that these dif-
ferences result from too exogenous treatment of FDI.2 The second hypothesis (H2) is 
that the level of heterogeneity of host economies along the absorption capability spec-
trum and the heterogeneity of foreign direct investment benefits themselves along the 
same path can be a significant source of contradicting results.  

The void in literature that this study aims to fill is the problem of presenting how the 
impact of benefits of FDI varies depending on their host’s absorptive capacity and how 
these differences (in addition to embeddedness of FDI and separation of direct and indirect 
ones) can lead to the heterogeneity of results connected with this topic.  

To test the set hypotheses, firstly, a literature study is employed to present key direct 
and indirect benefits of hosting FDI. Secondly, as regards the transformation of the 
initial two-factor growth function, the degree to which the inward FDI activity is 
intertwined with the growth of the host economy (in reference to H1) is shown. Thirdly, 
as regards the distinction between the direct and indirect effects of FDI, it is shown which 
of the two play the chief role in stimulating the host’s economy as it develops along the 
absorption path (H2). 

This research will introduce the concept of the FDI Benefits Absorption Path 
(FBAP).  

 
 

2. Literature review – effects of FDI on the host economy 
 
The aim of this section is to present a literature background for the further-studied 

effects (both, direct and indirect) of hosting FDI3 and the topic of the host’s absorptive 
capacity. 

The first examined relationship is that of incoming FDI and the domestic level of 
investment. Pilbeam and Oboleviciute in their 2012 study of new and old European 
Union members found that there is no negative impact of FDI on the level of domestic 
investment in the prior countries, but there is in the latter. This study, therefore, shows 
that the conclusions in the discussion on crowding in or out of domestic investment 
by FDI is country-dependent (later it will be shown, however, that this is not necessarily 
the case). Furthermore, considering that the old EU consists of more developed economies 
then the new EU, it can by hypothesized that there is a direct relationship between the 
level of the economic development of the host and the significance of the discussed 
crowding out effect. Ahmed et al. [2015], when studying Uganda, go even further, as they 

                          
2 Because the topic itself is not new, there is a multitude of studies that apply various approaches. The 

most common one is the use of FDI as a determinant of growth along with other topic-specific independent 
variables and a set of control variables [e.g., Carkovic, Levine, 2002; Alfaro, 2003; Zghidi et al., 2016; 
Iamsiraroj, 2016]. The issue is that, in such an approach, FDI is treated too exogenously given its deep 
penetration of host’s economy.  

3 Obviously, it is impossible to focus on all the possible effects of FDI for the host economy; therefore, it 
was decided to focus on the chief ones. 
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have shown that whether FDI crowds in, crowds out or is neutral in reference to domes-
tic investment is sector-dependent. Interestingly, the authors have stated there is an 
overall neutral effect for the economy of Uganda as a whole. What is even more interest-
ing is the heterogeneity of obtained results when studying the same economies. As 
mentioned earlier, Pilbeam and Oboleviciute [2012, p. 89] have found that “FDI has 
no negative impact on domestic investment in the new EU member states” (Bulgaria, 
Cyprus, Czech Republic, Estonia, Hungary, Latvia, Lithuania, Malta, Poland, Romania, 
Slovenia and Slovakia) while Szkorupová [2015, p. 1021], when studying Czech Republic, 
Estonia, Hungary and Slovakia, concludes that the “[n]egative crowding out effect of 
domestic investment by foreign direct investment was proved”; hence, abolishing the 
earlier-mentioned hypothesis of results being country-dependent. Such divergence 
among the results have not been unnoticed by other researchers. And so, Farla et al. 
[2016] claim that opposing conclusions may be the results of inappropriate proxies used 
by the researchers for theoretical concepts. The results are also shown to be research 
method dependent. To prove that through “[i]mprovements in the construction of 
the proxies and refinements in the estimation methodology” [Faral et al., 2016, p. 1], they 
have shown opposite results to those obtained by Morrissey and Udomkerdmonkol 
[2012], who have concluded that FDI inflows do crowd out domestic investment. 
Despite conflicting evidence, which can be a derivative of (in addition to the two reasons 
mentioned above) poor quality of data [Morrissey, Udomkerdmonkol, 2016], an assump-
tion was made, that the overall impact of inward FDI on the level of investment is not 
positive.  

The fact that foreign firms tend to pay higher wages to the host’s employees has 
been confirmed by Tomohara and Takii [2011]. Higher wages are offered chiefly for the 
following reasons: 1) the home country regulations or home-country pressures, 2) work-
ers have a preference of domestic firms and must be compensated to ignore their prefer-
ences, 3) higher wages are treated as a premium to reduce worker turnover and 4) foreign 
investors lack the knowledge of the local labor market, which does not allow them to 
individually identify and employ the best workers without offering them higher pay 
[e.g. see Lipsey, 2002; Javorcik, 2015]. Very interestingly, Heyman et al. [2007, p. 370] find 
that although foreign firms do pay higher wages than domestic firms, “there is no evi-
dence that foreign firms pay higher wages for identical workers. Instead, higher wages 
in foreign-owned firms are caused by differences in firm and worker characteristics 
... [further] ... the results suggest that the difference between multinational and non-
multinational firms, rather than between domestic- and foreign-owned firms, is im-
portant”. Regardless of the findings of Heyman et al. [2007], the fact remains that the 
presence of FDI does tend to increase the overall average wage in the host economy4.  

Transfers of technology is the first of the two key spillovers which are included in 
this study. Blomström and Sjöholm [1999, p. 923], while recognizing the existence of 
technology spillovers, come to a conclusion that they “are more a result of the increased 
competition that follows FDI than ownership sharing of the multinational affiliates”. 

                          
4  For more on the adjustment pattern of regional wages due to inward FDI (specifically in Central 

and Eastern European economies) see Damijan and Kostevc [2011]. 
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When studying the Chinese electronic industry, Liu et al. [2016] find that foreign capital 
is the primary channel through which technology is delivered to domestic firms in the 
studied industry. The positive impact of new technology that comes with foreign inves-
tors has also been noticed by Svedin and Stage [2016], with a note that the impact of such 
transfers can be so significant that it can hide decreased resource efficiency, which in turn 
derives from such factors as a limited understanding of the domestic business environ-
ment. On the other hand, Munteanu [2016] notes that the benefit of technology intro-
duced through FDI can be overshadowed by the negative impact on the competitive-
ness of local firms. Researchers like Fatima [2016] distinguish between horizontal and 
vertical technology spillovers, where the prior comes from intra- and the latter from 
inter-industry linkages between foreign and domestic enterprises. Furthermore, the 
author claims that FDI spillovers increase productivity only if they are of a vertical nature. 
As it can be seen, despite various authors approaching the topic of technology spillovers 
from various angles, one common thread (i.e., the starting point) is that, at least from 
the theoretical perspective, FDI technology spillovers do play a positive role in shaping 
of the host’s GDP.  

The researchers seem to have less divided opinions on the direction of changes when 
it comes to the second key spillover included in this study, that is transfer of knowledge, 
which is a corner stone of the domestic human capital. In their 2016 work on the im-
portance of human capital to economic growth, Teixeira and Queirós [2016, p. 1637] 
describe it as “the set of intangible resources embedded in the labor factor which have 
improved its productivity”. In their introductory discussion on the significance of 
FDI in the shaping of the host’s economy, Tülüce and Doğan [2014, p. 110] highlight 
its role by simply saying that FDI is a “leading force of growth for every developing 
country” and that it brings with it not only additional capital, but also the earlier-dis-
cussed technology and the here-discussed know-how. Interestingly, the authors find 
that although FDI can impact such determinants of growth as the quality of the labor 
force, this may not be evident when looking at productivity measures. The transfer 
of know-how is also listed as one of the key FDI-associated benefits by Temiz and 
Gökmen [2014, p. 153], which the authors say cannot be achieved with an “old-dated 
application” as they find no significant relationship between inward FDI flows into 
Turkey and its economic growth. Wang and Wu [2016] show that the significance of 
the knowledge spillovers can depend on whether they are inter- (positive and significant) 
or intra-sector and that the size of knowledge spillovers is impacted by the level of 
innovation of domestic firms. Branstetter [2006], when studying the flow of knowledge 
as a results of FDI (on a Japan-USA case), found evidence of FDI-stimulated knowledge 
spillovers in both directions, from and to the investing enterprise. Lastly, it is important 
to note that the role of knowledge spillovers is to increase the value (the benefit) of 
technology spillovers [Munteanu, 2016]. As a result, knowledge/know-how spillovers 
resulting from FDI are found to be significant for the economic growth of the host 
and, therefore, are included in this study. 

The general thought in literature on the magnitude of the effects of FDI spillovers 
on the host economy is that “the capability of local firms to absorb superior technol-
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ogy and knowledge appears to be a decisive determinant of whether or not the po-
tential for spillovers will be realized” [Nunnenkamp, 2002, p. 32 – also see: Borensztein 
et al., 1998; Velde, 2006; Azam, Ahmed, 2015]. This absorptive capacity is determined by 
such factors as domestic investments in the development of local human capital (in addition 
to some of the just-cited works, e.g. see: [Blomström, Kokko, 2003]. Another significant 
absorptive capacity variables are financial development and trade-openness [Iamsiraroj. 
Ulubaşoğlu, 2015]. Another important thread in the discussion on the absorptive ca-
pacity of the host is the notion of a 'gap' between the host and the home economy. 
In their study, Tomohara and Takii [2011, p. 518] note that there exists a thread in 
literature that examines the relationship between the technology gap between the host 
and the home economies and the existence/size of technology spillovers; however, the 
authors note that the obtained results are 'controversial' – a notion also highlighted 
by Liu et al. [2016], who found that the bigger the productivity gap, the more constrained 
the impact of FDI. Very interestingly, in their literature review, Tülüce and Doğan [2014] 
show that opposite conclusions can be reached by the same researcher. The idea that 
the ability to absorb technology spillovers is indirectly related to the technological gap 
between the host and the home economies has been noted by Blomström and Sjöholm 
[1999]. The importance of the technology gap as a determinant of the value of the spill-
overs have also been highlighted by Munteanu [2016]. On the other hand, Fatima 
[2016] found no support for the premise that the capacity of host firms to benefit 
from backward or forward linkages is dependent on the technology gap.  

This section showed that despite some heterogeneity in the results, (1) the further 
studied effects (direct: new investment and higher average wages; indirect: transfer 
of technology and of know-how/knowledge) are expected to impact the economic 
growth of the host economy in a positive manner and (2) the extent of these effects in 
terms of spillovers is dependent on the absorptive capacity of the host. These findings 
serve as the starting point for the following discussion.  

 
 
3. Theoretical perspective of the role of inward FDI in economic growth 
 
The goal of this part of the article is to present the degree to which inward FDI is 

embedded in the economic growth of the host economy and to indicate it as one of 
the sources of divergence among various studies on this topic.  

The analysis starts with the basic growth function [Solow, 1956] where the output 
of a closed economy (i.e. one defined in this study as possibly conducting interna-
tional trade transactions, but without inward FDI activity, Y) is a function of the level 
of the capital (K) and the available amount of workers represented by units of the labor 
force (L)5; all states are given per period t (Equation 1). 

                          
5 The reason why this model incorporates labor force and not population is to account for the amount 

of units available for production; e.g. a new-born increases the size of population, but not the current 
level of the labor resources 
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    (1) 

Source: Solow [1956]. 
 
Based on such works as Romer (1990) and Aghion and Howitt (1992), the initial 

function is corrected by the level of existing technology (A) and human capital (H) 
(Equation 2)6. 

    (2) 

Source: Author’s own elaboration based on [Romer, 1990; Aghion, Howitt, 1992]. 
 
In order to incorporate the 'golden rule' level of capital per unit of labor (k* – the 

optimum relationship of capital to labor), all variables (with the exception of the level 
of technology) are divided by Lt (yt = Yt / Lt; kt = Kt / Lt; ht = Ht / Lt); giving the 
equation in per unit of labor force form (Equation 3). 

    (3) 

Source: Author’s own elaboration. 
 
In order to include the (further-discussed) impact of FDI on the change in the level 

of host’s technology, it is advantageous to include the growth rate of technology (g). 
Today’s level of available technology (At) is equal to the level from the previous period 
(At-1) adjusted to its growth rate (1+g; Equation 4); all subjecting the basic equation 
to further analysis. 

    (4) 

Source: Author’s own elaboration. 
 
What follows is the development of the established starting point due to the ad-

dition of first, direct and second, indirect benefits of FDI.  
 
 

3.1. Direct effects of inward FDI on economic growth 
 
The aim of this section is to consider the direct effects of hosting FDI, i.e. (1) the 

inflow of funds, (2) the increase in average wages and the resulting (3) capital formation. 
Suppose that prior to inward FDI, the level of investment in the economy is de-

termined (based on the principle of savings = investment) by the share of the income 
saved7 (sy; Equation 5, where s is the marginal propensity to save). 

                          
6 Because knowledge is represented within H, A is said to augment all factors of production, i.e. 

technology is seen to increase the productivity of K, L and the efficiency of application of H.  
7 Just like in similar models, for simplicity reasons the marginal propensity to save is determined here 

exogenously to the discussed model. 
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    (5) 

Source: E.g., see Solow [1956]. 
 
When FDI is implemented in the host economy, its level of investment increases 

by iFDI, which yields the fact that (since iFDI > 0) i2 > i1 (Equation 6). 

    (6) 

Source: Author’s own elaboration. 
 
Furthermore, given that income (y) is determined by the level of wages (w), as 

marginal to the system, wages paid by the foreign investor tend to be higher than the 
ones paid by domestic firms, the average wage in the host economy increases by the 
difference between the foreign and the domestic level of wages (wFDI – w1) (Equa-
tion 7). 

    (7) 

Source: Author’s own elaboration. 
 
As a result, w2 > w1; hence, y2 > y1 (where y is determined by a set of factors N 

and by w) (Equation 8). 

    (8) 

Source: Author’s own elaboration. 
 
As a result, the new level of investment (i3) is a function of the share of new income 

(y2) saved and the additional foreign investment (iFDI); where i3 > i2 (Equation 9). 

    (9) 

Source: Author’s own elaboration. 
 
As a result of the increase in investment, the relative value of capital k, which is the 

difference between the starting level of capital (k0) with new investment and the change 
in k resulting from the growth in labor (n), the change in the level of technology (g) 
and the depreciation of existing capital (�) (Equation 10) increases, i.e. k2 > k1; 
where k2 is the level of k that includes the impact of inward FDI on investment.  

    (10) 

Source: E.g., see [Solow, 1956]. 
 
The result is the new formula for k (Equation 11), which includes a new level of 

investment (Equation 9) and the new level of wages (Equation 7). 
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    (11) 

Source: Author’s own elaboration. 
 
At this point, it can be seen that the inflow of FDI increases the level of investment 

due to two factors, i.e. (1) increase in wages and (2) inflow of funds; where both lead 
to an increase in the level of capital per unit of labor force. Next, the examination of 
indirect benefits of FDI is conducted.  

 
 

3.2. Indirect effects of inward FDI on economic growth 
 
While the previous section looked at the more tangible (i.e., directly measureable) 

effects of inward FDI for the host, the aim of this part is to analyze the role of FDI 
spillovers (i.e., technology and knowledge transfers), which are less tangible and much 
harder to measure [Keller, 2009]. 

The first of the two key spillovers is the transfer of technology, which impacts the 
rate of change in the level of technology in the host economy – represented by its growth 
rate g8. In the absence of inward FDI and its spillover of technology transfer, the domestic 
level of technology (A1) is growing at its natural rate that is stimulated only by domestic 
activity (including trade) g1. Because technological advance is a positive change and it 
virtually cannot be undone, it is reasonable to state that 0  g1  1. This implies that 
A1,t ≥ A1,t-1 (this relationship is described by Equation 12).  

    (12) 

Source: Author’s own elaboration. 
 
The impact of inward FDI on the level of technology is evident in an additional 

increase in g; here represented by gFDI. Hence, the growth rate of technology in the host 
economy is determined by its domestic factors (, Equation 13a) and the just-mentioned 
transfer of technology (gFDI, Equation 13b). 

    (13a) 
    (13b) 

Source: Author’s own elaboration. 
Therefore, Equation 12 is transformed (with the use of Equation 13b) into Equation 

14 to include the discussed spillover effect, where A2,t > A1,t. 

    (14) 

Source: Author’s own elaboration.  

                          
8 Given that there is a clear distinction between time periods needed for the inclusion of g, a subscript 

t (dropped for the earlier analysis) is brought back.  
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The second key indirect benefit of FDI hosting is the transfer of knowledge/know-

how, which positively contributes to the level of human capital of the host economy 
(h1), which is determined by a set of domestic factors represented by M (Equation 15). 

    (15) 

Source: Author’s own elaboration. 
 
Because this transfer of knowledge (hFDI) is positive, the human capital of the 

economy hosting inward FDI (h2) is higher than in the case of its absence (h1) and can 
be described by Equation 16.9 

    (16) 

Source: Author’s own elaboration. 
 

This part has developed the two-factor growth function basing on a collection of 
previous studies on the impact of FDI, the result of which is the establishment of FDI 
as a significant building block of the host economy. 

The chief conclusion drawn from the previous section on empirical research on the 
impact of FDI on the host’s economic growth is that (with an increasing degree of 
multinationalism of firms and economies) FDI has solidified its role as a determinant 
of economic growth of the domestic economy10. Therefore, the omission of FDI from 
economic growth equation may lead to spurious results.11 Hence, the initial growth model 
(Equation 4) can be transformed into Equation 17 and its fully extended version shown 
in Equation 18.  

    (17) 

Source: Author’s own elaboration. 

 (18) 

Source: Author’s own elaboration. 
Transformation of Equation 18 into its basic linear form (Equation 19) further 

shows that estimation of the basic growth function (with FDI simply as one of its 
factors) for the host economy is impossible without the consideration of the embeddedness 

                          
9 An additional benefit of a transfer of know-how is a direct and costless increase in h. It is costless in 

the sense that no units counted as a part of L have to leave the system, e.g. to obtain more education. 
10 These conclusions fall in line with the discussion of Dependent Market Economies presented by 

Nölke and Vliegenthart [2009]. 
11 This is especially true for such countries as Poland and other Central and Eastern European economies, 

where FDI continues to play a vital role [Kornecki, 2008; Kuskowski et al., 2010; Popescu, 2014]. 
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of FDI. The difficulty of this task increases simultaneously with the increasing role 
of indirect effects of inward FDI – this is due to the difficulty of their measurement12.  

 (19) 

Source: Author’s own elaboration.  
 
The correct estimation of parameters in Equation 19 is dependent on a couple of 

factors. Firstly, its estimation requires the inclusion of the determinants of g (Ʌ) and 
h (M) different than their FDI components. In order to avoid the problem of model 
overspecification, it would force the use of multiple parallel models, the results of 
which would serve as inputs into Equation 19.13 Secondly, there is the issue of the correct 
measurement of gFDI, wFDI and hFDI. While the measurement of wFDI (a part of a direct 
effect of hosting FDI) can be estimated based, e.g. on previous microeconomic studies 
[Heyman et al., 2007], the correct measurement of values of spillovers (indirect effects of 
hosting FDI), i.e. transfers of technology (gFDI) and of know-how (hFDI) is (as mentioned 
earlier in this text) significantly more troublesome14. Any issue of mismeasurement may 
lead to false parameter estimates15.  

The obvious questions which follows concerns the size of the impact of FDI on 
the economic growth of the host. Taking under consideration previous derivations 
(Equation 19), the measure of the impact of FDI on the host economy is a function 

of  ,  ,   and , and their value (as will be shown in the next section) 
depends on the stage of the FDI Benefits Absorption Path, which the host occupies. 

 
 

4. Value of the impact of FDI on the host’s economy 
 

In terms of the value of the impact of FDI, the most challenging problem is in the 
value of impact of indirect effects (i.e., transfer of knowledge/know-how and of technol-
ogy). Such transfers can occur through two general channels: (1) directly through 
                          
12 Indirect effects, e.g. the impact of inward FDI on the development of human capital, can be estimated 

following, e.g. the procedure of Total Factor Productivity with the said impact taking the place of 
Solow’s residuals. However, the validity of this procedure is highly-dependent on the assumption that 
all and only non-FDI factors are represented in the initial growth model by the used explanatory variables 
(i.e. model’s residuals = FDI). 

13 An alternative solution could be found in the use of VAR models with impulse response and variance 
decomposition analysis, but this would require high-frequency data (long time-series). This requirement 
could be eliminated thanks to the use of a panel; however, this would require a significant degree of 
homogeneity across the subjects in order to avoid spurious results. 

14 This is even truer when one realizes that for many economies a limited time-series set of FDI data forces 
a panel study, which itself forces a unified measurement of the said spillover effects across all cross-
sections.  

15 Again, one possibility would be to apply the procedure similar to the one of Solow’s Residuals, but this 
entails its own set of possible limitations [e.g. see Burda, Severgnini, 2014]. 
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ownership and (2) indirectly through spillovers. They occur as a result of an intro-
duction of new technology and new organizational skills by the home firm, which are 
at a higher level than those possessed by the host company [Damijan et al., 2013].  

Given Equation 3 and the natural progression of input development (labor force 
followed by capital accumulation and human capital, and technology development), 
it is reasonable to assume that the economies with a low value of y have low levels of 
both, k and h. In other words, they have a low level of absorptive capacity. This leads 

to an observation, that the values of  ,  ,    and    are determined by 
the host’s absorptive capacity and their size and relative strength change along the 
absorptive capacity spectrum.  

Without the absorptive capacity, the impact of the direct benefits of inward FDI 
is the same as the increase in the savings rate, i.e. they simply cause an increase in k, which 
(given decreasing marginal returns of capital) does add to the value of output per unit of 
labor force, but with a decreasing efficiency and can lead to a decrease in consumption 
[Romer, 2001]. Hence, it cannot be considered to impact the growth rate of output 
per unit of labor force on the balanced growth path16 – however, a change in technology 
and human capital can.  

 

FIGURE 1.  
Four stages of the FDI Benefits Absorption Path 

 
Note that the length of each particular stage is host-investor dependent and not necessarily 
as long as they are presented here. 

Source: Author’s own elaboration. 
 
This leads to very interesting observations. Namely, the bigger the difference be-

tween k* and k and h* and h (when k* > k and h* > h), the bigger the role of the direct 
effects of inward FDI and the smaller the impact of indirect effects. As the value of 

                          
16 For more thoughts on changes in the savings rate see e.g. [Romer, 2001]. 
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k and h (the absorptive capacity) increase so does the (relative to direct) role of spillover 
effects of FDI as regards the level of output per unit of labor force of the host economy.  

Based on the above discussion, it is possible to divide the absorptive capacity path 
(here introduced as the FDI Benefits Absorption Path, FBAP) into four distinctive 
stages (Figure 1). Stage I is a stage, in which the host economy has no absorptive capacity 

(hence,  = 0 and  = 0) and the only benefits of hosting FDI are direct 

ones (  > 0 and  > 0). In Stage II, the value of direct benefits of FDI increases 
and at this point there is some absorptive capacity present (e.g. due to the buildup of k); 
hence, indirect benefits of FDI begin to play a role in the host’s economic development 

(  > 0 and  > 0 and ( , ) > ( , )). However, there is 
still divergence between the sizes of the values of the studied effects. This changes in 
Stage III, which is characterized by the diminishing of the values of direct benefits, 
while the role of indirect effects of FDI becomes more prominent, i.e. there is 

a convergence of the two values with the prior (( , ) → ( , )). Stage 
IV begins after reaching the point 'A', which is the point on the absorptive capacity path 
where, from the perspective of impacting the growth of the host economy, the values 

of the direct and indirect benefits of FDI are equal (( , ) = ( , )). 
After this point, there is a divergence of the values of the benefits with the prominent 

role being played by the indirect benefits of FDI (( , ) < ( , )).  
This explains why the estimation of the effects of FDI on the host economy yields 

such heterogeneous results. For example, a negative or statistically insignificant ratio 
of indirect benefits in the first and partially in the second stage of FBAP should not 
be surprising. Therefore, the results of previous works should first be divided into those 
relating to the direct and those relating to the indirect benefits and then viewed through 
the prism of the stage on the FBAP, which the examined host currently occupies. 
Another important implication for future empirics on this subject is that the selection 
of subjects for panel studies should be based on their homogeneity in terms of their stage 
on the FBAP.  

 
 

5. Implications for the growth policy 
 

The presented concept of FBAP can also find its application in the development 
of the growth policy. 

For economies located in the first stage, the main implication for the maximization 
of growth with the use of inward FDI is the need to focus on attracting low-technology 
FDI as these will most positively impact the host’s growth. Attempts to attract high- 
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and medium-technology FDI should not be implemented as the host economy does 
not yet have the absorptive capacity in order to obtain the benefits of FDI spillovers.  

If the host is in the second stage, the policy of attracting low-technology FDI should 
continue and direct benefits of hosting FDI should be re-invested into the buildup of the 
host’s absorptive capacity. Such investments should be gradually increasing as the host 
moves along the FBAP. At this point, any other than low-technology FDI are considered 
to be marginal.  

Economies placed in the third stage of the FBAP should use their accumulating 
absorptive capacity to decrease their reliance on direct benefits (as their value for economic 
growth is decreasing). At the beginning of this stage, low-technology FDI should be 
crowded out by medium-technology FDI (host itself becomes a low-technology inves-
tor), while at the end of the third stage, medium-technology FDI should be forced out 
by high-technology FDI.  

Lastly, in the fourth stage of the FBAP, the host’s policy should give priority to at-
tracting chiefly high-technology FDI with a goal of becoming a medium (and eventually 
high) technology investor. At this stage, the host’s growth is chiefly innovation driven.  

 
 

6. Conclusion  
 
The motivation for this study was the vast degree of heterogeneity across the studies 

on the impact of FDI on the economic growth of the host economy. 
The goals of this study were to (H1) show the degree of endogenization of FDI 

in the economic growth of the host and (H2) to show different paths of direct and indi-
rect effects of FDI on the host. The aim of all of them was to explain the heteroge-
neity of results across the studies on the mentioned effects.  

Firstly (H1), this article endogenizes FDI, by presenting the depth of its interaction 
with the economic growth of the host economy. This shows that the estimation of the 
impact of FDI on the host without the proper measurements and inclusion of the men-
tioned FDI-related variables may lead to incorrect results.  

Secondly (H2), and chiefly, this article shows that the heterogeneity across the 
studies of the impact of FDI on the host economy may stem from their stage on the 
introduced here FDI Benefits Absorption Path (the first instrument to regard the 
topic of the impact of benefits of FDI in a manner it does) as it, e.g. explains why the 
measurement of the value of the indirect benefits for the hosts located in Stage I or in 
early Stage II may yield negative or statistically insignificant results. This highlights the 
notion of the interchanging order of importance between the direct and indirect effects 
of hosting FDI as the host economy procedes along FBAP. The study has also shown 
that an attempt to estimate the total impact of FDI on the host may yield spurious results. 

Such findings may be also applied to the economic growth policy as various FDI 
(on a technology spectrum) should be attracted at various stages of the FBAP in order 
to maximize their impact on the economic growth of the host.  

Further studies should focus on the topic of the determinants of absorptive capacity 
and the question of their hetero- or homogeneity across studied economies with a hy-
pothesis of the prior. Next, further studies should focus on the determinants of the 
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cut-off points between the four stages of the FBAP, which would lead to the study 
of the length of each of the mentioned stages. Another possible study might concen-
trate on how the FBAP would change if instead of (domestic-only) absorptive capacity 
measured as a function of k and h, it would be expressed as a difference (of technology 
or productivity) between the host's and the home economies.  
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