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Abstract

This paper investigates how Foreign Direct Investment (FDI) affects economic growth in five South Asian
countries—Bangladesh, India, Pakistan, Sri Lanka, and Nepal—between 2019 and 2023. Although FDI is often seen as a key
driver of development through capital investment, technology transfer, and improved management practices, its actual impact on
economic growth in developing countries remains unclear. This study builds on the Absorptive-Capacity Hypothesis, which
suggests that the benefits of FDI depend on how well a country can use the knowledge and resources that come with it. Using
macroeconomic data from the World Bank, the study applies panel data techniques and lagged variables to understand the
short-run effects of FDI, while also controlling for inflation and trade openness. The analysis begins with Ordinary Least Squares
(OLYS) regression and continues with Fixed Effects (FE) and Random Effects (RE) models to account for differences across
countries. The results show that FDI, when lagged by one year, has a statistically significant negative effect on GDP growth,
while trade openness supports growth and inflation reduces it. The Hausman test confirms that the Fixed Effects model is more
appropriate, highlighting the importance of country-specific factors. These findings suggest that FDI on its own may not lead to
growth unless countries improve their ability to absorb and benefit from it. The paper concludes that strong trade policies,
inflation control, and investment in human capital are crucial for ensuring that FDI contributes to long-term economic
development in South Asia.
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1. Introduction

Foreign Direct Investment (FDI) is widely regarded as a
key driver of economic development, especially in developing
countries aiming to build stronger and more competitive
economies. It plays a crucial role in bringing in not only fi-
nancial capital but also advanced technology, modern man-
agement practices, and access to international markets [1-3].

For countries striving to modernize their economies and in-
tegrate into global value chains, FDI is often seen as an es-
sential tool for raising productivity, improving living stand-
ards, and accelerating economic growth [4]. Several studies
have emphasized that FDI can stimulate innovation, improve
managerial skills, expand export capacity, and generate em-
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ployment opportunities—benefits that, in many cases, are
thought to outweigh the potential drawbacks [5-7]. Theoreti-
cally, FDI is expected to support economic growth by sup-
plementing domestic investment and enhancing capital ac-
cumulation within host countries [8]. However, the empirical
evidence on the relationship between FDI and economic
growth is far from straightforward. In many developing re-
gions, the outcomes have been inconsistent and sometimes
even negative, despite increasing FDI inflows [9]. These
mixed results raise important concerns about the extent to
which FDI reliably promotes growth in all contexts. Such
contradictions highlight the need for a deeper understanding
of the specific conditions under which FDI contributes posi-
tively to development outcomes (Jun, 2015). It is increasingly
clear that the effectiveness of FDI is not uniform and may
depend heavily on domestic factors such as the quality of
institutions, level of human capital, infrastructure, and regu-
latory environment. A key limitation in the existing literature
is the tendency to treat FDI as a universally beneficial flow
without adequately accounting for the differences in host
country conditions, particularly within the diverse South
Asian region. Many previous studies also overlook endoge-
neity issues, where the relationship between FDI and growth
may run in both directions, leading to biased conclusions. In
addition, much of the research relies on aggregated nation-
al-level data, failing to capture how FDI may affect different
sectors differently based on their technological intensity or
capacity to absorb external inputs [10]. These gaps make it
difficult for policymakers to draw clear lessons about when
and how FDI will be most effective. Furthermore, there is a
lack of recent, cross-country panel data analyses that incor-
porate both time-based dynamics and country-specific char-
acteristics, particularly within the context of South Asia,
which is home to varying levels of economic development
and institutional capacity [11]. This study seeks to address
these gaps by exploring how absorptive capacity—defined as
a country's ability to utilize and benefit from external in-
vestments—mediates the relationship between FDI and eco-
nomic growth. Using recent panel data from five South Asian
countries over the period 2019-2023, this research employs
fixed-effects and lagged-variable econometric models to
capture both the temporal and cross-country variations in the
data. By doing so, it aims to provide a more accurate and
nuanced picture of how FDI affects growth across different
national contexts. The study also builds on the Absorp-
tive-Capacity Hypothesis, which argues that the positive ef-
fects of FDI are contingent upon the domestic economy's
readiness to absorb new technologies, skills, and capital.
Through this framework, the research offers practical insights
into how countries in South Asia can design policy strategies
to enhance the developmental impact of FDI and achieve
more inclusive and sustainable growth. The remainder of this
paper is structured as follows. The next section provides a
detailed literature review, highlighting both theoretical and
empirical studies that have examined the relationship between
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FDI and economic growth, with a particular focus on devel-
oping economies and the role of absorptive capacity. This is
followed by the methodology section, which outlines the
econometric techniques and model specifications used to
analyze the data. The data analysis and interpretation section
presents descriptive statistics, correlation patterns, and re-
gression results, drawing on macroeconomic indicators across
five South Asian countries from 2019 to 2023. This leads into
the overall interpretation and results, which synthesize the
findings and discuss the significance of observed relationships
between FDI, trade openness, inflation, and GDP growth. The
subsequent section on policy implications and economic sig-
nificance interprets these findings through the lens of the
Absorptive-Capacity Hypothesis and suggests actionable
reforms for enhancing the impact of FDI. This is followed by
a discussion of the research gap and future research scope,
identifying areas where further investigation is needed to
deepen our understanding. Finally, the conclusion summa-
rizes the key contributions of the study, reflects on its limita-
tions, and emphasizes the importance of capacity-building
strategies in ensuring that FDI leads to sustainable economic
progress in the South Asian region.

2. Literature Review

The relationship between Foreign Direct Investment (FDI)
and economic growth has long been a topic of scholarly de-
bate, yielding a complex and often inconclusive body of lit-
erature [11]. At the core of this discourse are multiple eco-
nomic theories that attempt to explain how and under what
conditions FDI can influence a country’s development tra-
jectory [8]. Classical economic thought typically posits a
positive link, suggesting that FDI supports host countries by
supplementing domestic savings, enhancing capital formation,
and facilitating technological advancement [6]. This idea is
grounded in the assumption that many developing economies
face a savings-investment gap, which FDI can help close [4].
Moreover, unlike portfolio investments or other capital flows,
FDI involves long-term commitments and tangible business
operations, offering potential stability and sustained impact
[5]. This foundational view aligns with the Solow growth
model, where capital accumulation—complemented by ex-
ogenous technological progress—is central to economic ex-
pansion. However, the simplistic assumption that FDI auto-
matically promotes growth has been challenged by more
nuanced frameworks, particularly the Absorptive-Capacity
Hypothesis. This hypothesis, most prominently articulated by
[16] argues that the extent to which FDI benefits a host
economy depends on its ability to absorb, internalize, and
deploy the transferred technology and knowledge effectively
[12]. Key determinants of this absorptive capacity include the
quality of human capital, the sophistication of financial sys-
tems, and the strength of institutional frameworks. Countries
that lack these capacities may experience limited or even
negative effects from FDI, such as weak integration of foreign
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enterprises with local firms or capital flight. Endogenous
growth theory complements this perspective by suggesting
that knowledge spillovers and innovation—often catalyzed by
FDIl—are internal drivers of long-term economic growth. The
availability of a skilled local workforce, for instance, is cru-
cial for facilitating the transfer and diffusion of foreign
knowledge within the domestic economy [13]. Likewise,
spillover theory explains how FDI can indirectly benefit do-
mestic firms through various channels such as demonstration
effects, labor mobility, supplier relationships, and heightened
competition [14]. However, the scale and direction of these
spillovers depend heavily on the technological intensity of the
investment and the strength of local firm capabilities [15]. A
substantial body of empirical research supports the view that
FDI can enhance economic performance. Cross-country
econometric studies generally find a positive and statistically
significant relationship between FDI inflows and economic
growth, highlighting gains in productivity, employment, and
export capacity. Studies on East Asia and Latin America have
shown that FDI has played a critical role in advancing indus-
trialization, upgrading production processes, and integrating
into global supply chains [16-18]. For instance, it was
demonstrated that FDI contributes meaningfully to capital
formation and technological diffusion, while many scholars
confirmed its positive impact on GDP per capita in emerging
markets through improved efficiency and innovation [19, 20].
Sector-specific studies also suggest that FDI in technolo-
gy-intensive sectors yields more robust benefits than FDI in
primary or extractive industries [5]. Nonetheless, a significant
number of studies cast doubt on the consistency and univer-
sality of FDI’s growth-enhancing effects. Some have reported
statistically insignificant or even negative impacts, particu-
larly in contexts marked by weak institutions or poor gov-
ernance [21, 22]. These findings suggest that without an ena-
bling environment, FDI may lead to undesirable outcomes
such as crowding out of domestic enterprises, overdepend-
ence on foreign firms, or capital repatriation that undermines
reinvestment. In some cases, FDI has been associated with
environmental degradation or rising income inequality, espe-
cially in countries where regulatory oversight is weak.
Moreover, when FDI is concentrated in extractive industries,
it often fails to generate broader linkages with the domestic
economy, limiting its developmental potential [9]. The liter-
ature also points to considerable variation in FDI’s effec-
tiveness across countries and sectors, emphasizing the need
for country-specific studies. South Asia, in particular, has
received comparatively less empirical attention despite its
diverse institutional landscapes and policy approaches to
foreign investment. While nations in the region have experi-
enced rapid growth in recent decades, the role of FDI in
driving this growth remains underexplored and inconclusive
(Jun, 2015). Existing studies tend to generalize results without
adequately accounting for the structural and economic het-
erogeneity across countries such as Bangladesh, India, Paki-
stan, Sri Lanka, and Nepal. Another key limitation in the
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literature is methodological. Many earlier studies rely on
cross-sectional or simple time-series data, which fail to cap-
ture the dynamic and country-specific effects of FDI. Fur-
thermore, the issue of endogeneity—where FDI and economic
growth influence each other simultaneously—remains insuf-
ficiently addressed in many analyses. This can result in biased
estimations and misleading policy recommendations. Schol-
ars such as Fazaalloh (2024) [10] have emphasized the im-
portance of addressing endogeneity through instrumental
variable techniques or using lagged variables to trace causal
direction. Additionally, it is increasingly recognized that the
economic impact of FDI may take time to manifest, making
the use of lagged models not just methodologically appropri-
ate but essential for drawing valid inferences [23]. Some
studies also advocate for a greater focus on policy alignment.
For example, it was found that to maximize FDI benefits,
governments must prioritize investment projects aligned with
long-term development goals, ensuring that foreign capital
contributes to sustainable growth rather than short-term gains
[24]. Despite decades of research, significant gaps remain.
There is a clear need for updated panel data analyses that
reflect post-COVID shifts in global investment patterns.
South Asian economies, with their unique institutional set-
tings, present a valuable case for studying how absorptive
capacity, trade openness, and macroeconomic stability inter-
act with FDI to shape growth outcomes. The underrepresen-
tation of the region in econometric studies means that poli-
cymakers are often left with limited or generalized insights,
which may not be suitable for their specific contexts.

In summary, the literature on FDI and economic growth
reveals both promise and caution. While many studies con-
firm that FDI can support development, its benefits are clearly
not guaranteed and depend heavily on country-specific factors.
Theoretical frameworks such as the Absorptive-Capacity
Hypothesis and endogenous growth theory provide strong
foundations for understanding these conditional effects. Yet,
the lack of updated, context-sensitive empirical stud-
ies—especially in South Asia—Ilimits our ability to draw
definitive conclusions. To address these limitations, the pre-
sent study employs a panel data approach using annual data
from 2019 to 2023 across five South Asian countries. By
incorporating lagged independent variables and controlling
for country-specific fixed effects, the analysis aims to capture
both the immediate and delayed effects of FDI on economic
growth. Furthermore, this study integrates trade openness and
inflation into the model to assess how these macroeconomic
factors moderate the FDI-growth relationship. In doing so, it
seeks to offer a more comprehensive and policy-relevant
understanding of how developing economies can leverage
foreign investment for sustainable development.

3. Methodology

This study employs a quantitative, empirical approach to
investigate the relationship between Foreign Direct Invest-
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ment (FDI) and economic growth in five South Asian econ-
omies—Bangladesh, India, Pakistan, Sri Lanka, and Ne-
pal—over the period 2019-2023. The methodology consists
of several interrelated steps: (1) data collection and variable
construction, (2) descriptive and correlation analyses, (3)
Ordinary Least Squares (OLS) regression, and (4) panel data
estimation using Fixed Effects (FE) and Random Effects (RE)
models with lagged explanatory variables.

3.1. Data Collection and Variable Construction

The primary dataset is drawn from the World Bank’s World
Development Indicators (WDI), ensuring consistency and
comparability across countries. The main variables include:

1. FDI Inflows (% of GDP): Measured as net FDI inflows

divided by GDP, expressed as a percentage. This varia-
ble captures the relative importance of FDI in each
country’s economy.

. Net FDI (USD million): The absolute volume of FDI
inflows in nominal U.S. dollars, included for reference
and robustness checks.

. GDP Growth Rate (%): The annual percentage change in
gross domestic product (GDP) at constant prices, serving
as the dependent variable representing economic per-
formance.

. GDP per Capita (USD): GDP divided by total population,
used in preliminary descriptive analyses to contextualize
income levels.

. Employment Rate (%): Proportion of the working-age
population that is employed; used to explore la-
bor-market dynamics in the broader discussion.

. Inflation Rate (%): Annual percentage change in the
Consumer Price Index (CPI), included as a measure of
macroeconomic stability.

. Trade Openness (% of GDP): Sum of exports and im-
ports of goods and services divided by GDP, reflecting
the degree of global integration.

. Exchange Rate (Local Currency Units per USD): An-
nual average exchange rate, used to account for potential
currency effects on investment inflows.

These variables are extracted for each country-year obser-
vation from 2019 through 2023. Missing values—for instance,
several “2024” observations in the source table—were noted
but not used in the econometric models, which focus strictly
on 2019-2023 to ensure balance in panel estimations.

3.2. Descriptive Statistics and Correlation
Analysis

Before estimating any formal model, the study conducts
descriptive statistical analysis to understand central tenden-
cies and variability in key variables. For example, FDI in-
flows averaged 0.75% of GDP with a standard deviation of
0.53%, while GDP growth averaged 2.92% with a standard
deviation of 4.70%. A Pearson correlation matrix is then
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computed to examine bivariate relationships, particularly
between FDI inflows and GDP growth. Preliminary results
indicate a weak negative correlation (—0.258) between these
two variables, although it is not statistically significant. Visual
aids—such as scatter plots and correlation heatmaps—are also
generated to validate these findings and illustrate data pat-
terns.

3.3. Ordinary Least Squares (OLS) Regression

To establish a baseline estimate of the relationship between
FDI and economic growth, the study first estimates a simple
OLS regression of the form:

GDP_Growth_it = a + 1 FDI_it + B2 TradeOpen_it + B3
Inflation_it + ¢ _it,

where i indexes countries and t indexes years. In this equation,
GDP_Growth_it denotes the GDP growth rate in country i at
time t; FDI_it, TradeOpen_it, and Inflation_it denote FDI
inflows (as a percentage of GDP), trade openness, and infla-
tion rate, respectively. The OLS model provides an initial
assessment of direction and magnitude. For instance, the
coefficient on FDI was negative (—2.0689) but not statistically
significant at the 5% level (p = 0.243), while inflation
emerged as a significant negative determinant of growth (co-
efficient —-0.2175, p = 0.027). R-squared for this specification
was 0.266, indicating that approximately 26.6% of the varia-
tion in GDP growth is explained by the three regressors.

3.4. Panel Data Estimation: Fixed Effects and
Random Effects Models

Recognizing that cross-sectional OLS cannot account for
unobserved heterogeneity across countries—such as institu-
tional quality, geographic factors, or cultural attributes—the
study proceeds to estimate panel data models. The general
framework is:

GDP_Growth_it=0_i+ 1 FDL_i, t—1 + 2 TradeOpen_i, t—1
+ B3 Inflation_i, t—1 + u_it,

where a_i captures time-invariant country-specific effects,
and each regressor is lagged by one period (t—1) to reflect
delayed economic impacts and mitigate simultaneity bias.
Fixed Effects (FE) Model: This specification treats o _i as
an unknown parameter for each country, allowing for arbitrary
correlation between these country-specific effects and the
explanatory variables. The FE estimator effectively demeans
each variable, controlling for all time-invariant characteristics.
In the FE results (with lagged variables), the coefficient on
FDI_i, t—1 was —4.987 (p = 0.015), indicating a statistically
significant negative effect on GDP growth in the short run.
Lagged trade openness had a positive and significant coeffi-
cient (0.361, p = 0.025), while lagged inflation remained
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significantly negative (-0.143, p = 0.026). The within
R-squared for the FE model was 0.718, with an adjusted
R-squared of 0.602, denoting strong explanatory power when
controlling for country fixed effects.

Random Effects (RE) Model: Under the RE approach,
country-specific effects a_i are assumed to be uncorrelated
with the regressors and are modeled as random draws from a
larger population. The RE estimator, which combines be-
tween- and within-country variation, is statistically more
efficient than FE if the assumption holds. In the RE results,
lagged FDI remained significantly negative (-5.160, p =
0.015), and lagged trade openness remained significantly
positive (0.391, p = 0.023), but lagged inflation lost signifi-
cance (-0.127, p = 0.104). The variance components indicated
a country-level variance of 24.317 and residual variance of
8.807.

A Hausman test is conducted to compare FE and RE esti-
mators. Given theoretical expectations that unobserved
country-specific factors (e.g., governance or institutional
quality) likely correlate with macroeconomic variables—and
empirical evidence that inflation significance differs between
models—the FE specification is preferred. This choice en-
sures consistent estimation in the presence of correlated in-
dividual effects.

3.5. Lagged Variable Justification and
Endogeneity Considerations

Lagging FDI, trade openness, and inflation by one year is
essential for two reasons. First, FDI projects typically require
time to become operational and to generate observable mac-
roeconomic effects, consistent with the Absorptive-Capacity
Hypothesis. Second, this temporal separation helps reduce
reverse causality concerns, in which higher GDP growth to-
day might attract more FDI rather than the inverse. While
more sophisticated instrumental variable techniques could
further address endogeneity, data limitations (a five-year
balanced panel) constrain the analysis to using lagged varia-
bles as a theoretically grounded and methodologically prag-

4. Data Analysis and Interpretation

matic solution.

3.6. Data Processing and Software

All data cleaning, management, and empirical estimation
are performed using Python (version 3.x). Key libraries in-
clude:

1. pandas: for data import, cleaning, and descriptive sta-

tistics.

2. statsmodels: for OLS, FE, and RE regression estimation.

3. matplotlib and seaborn: for graphical depictions such as

scatter plots, heatmaps, and time-series charts.

Use of Python ensures reproducibility, facilitates robust
statistical diagnostics (e.g., tests for heteroskedasticity and
serial correlation), and generates publication-quality figures.

Several methodological limitations should be noted. First,
the relatively short span (2019-2023) may not capture
long-term structural relationships or the full impact of FDI,
especially given the truncated pre- and post-COVID dynamics.
Second, sectoral disaggregation of FDI is not possible due to
data constraints; aggregate FDI inflow measures may mask
heterogeneous effects across industries (e.g., manufacturing
vs. extractive sectors). Third, while lagged variables mitigate
endogeneity, they do not fully eliminate it; unobserved
time-varying factors could still bias estimates. Finally, direct
measures of absorptive capacity—such as institutional quality
indices, education levels, and infrastructure indices—are not
included, limiting the ability to test the Absorptive-Capacity
Hypothesis more directly. In sum, this study’s methodology
combines cross-country panel data with lagged macroeco-
nomic variables, fixed-effects estimation, and rigorous diag-
nostics to assess how FDI influences economic growth in
South Asia. By controlling for unobserved heterogeneity and
accounting for delayed effects, the empirical strategy aims to
provide robust insights into the conditional nature of
FDI-driven development, thereby laying the groundwork for
the subsequent data analysis, interpretation, and policy dis-
cussion.

Table 1. Main Dataset.

GDP

FDIIn- et FDI Growth
Country Year  flows (% -
of GDP) (USD million) Rate
(%)
Bangladesh 2019 0.54 -1884983625 7.88
Bangladesh 2020  0.41 -1520504559  3.45
Bangladesh 2021 0.41 -1640672069 6.94

GDPper  Employ- . Trade Exchange
. Inflation

Capita ment Rate Rate (%) Openness Rate (Lo-

(USD) (%) (% of GDP) cal/USD)

2129.799  56.87 3.66 31.58 84.45

2248.851  56.60 3.84 26.27 84.87

2482.849  57.93 4.12 27.72 85.08
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FDI In- GDP
Country Year  flows (% Net FDI. . Growth

of GDP) (USD million) Rate

(%)

Bangladesh 2022 0.36 -1603289893 7.10
Bangladesh 2023 0.32 -1387217991 5.78
Bangladesh 2024
India 2019 178 -37469945322  3.87
India 2020 241 -53239697391 -5.78
India 2021 141 -27488543123  9.69
India 2022 1.49 -35408008686  6.99
India 2023 0.79 -14200416754  8.15
India 2024
Pakistan 2019 0.7 -2319000000 2.50
Pakistan 2020  0.68 -2102000000  -1.27
Pakistan 2021 0.62 -1905000000 6.51
Pakistan 2022 0.39 -305000000 4.78
Pakistan 2023 0.61 -2016000000 -0.04
Pakistan 2024
Sri Lanka 2019 084 -666103447.7  -0.22
Sri Lanka 2020 0.51 -419532884.7  -4.62
Sri Lanka 2021 0.67 -574849254.6  4.21
Sri Lanka 2022 1.19 -869016898.2  -7.35
Sri Lanka 2023 0.84 -677892709.9  -2.30
Sri Lanka 2024
Nepal 2019  0.54 -185563265.6  6.66
Nepal 2020  0.38 -126626337.5  -2.37
Nepal 2021  0.53 -196326024 4.84
Nepal 2022 0.16 -66059660.95  5.63
Nepal 2023 0.18 -74821496.04  1.95

Nepal 2024

Source: World Bank dataset

4.1. Descriptive Statistics of Key Economic
Variables

To assess the dynamics of Foreign Direct Investment (FDI)
and its potential impact on economic growth, it is essential to

GDP per  Employ- . Trade Exchange
Capita ment Rate g];lzt(lg/: ) Openness Rate (Lo-
(USD) (%) (% of GDP)  cal/USD)
2716.486 59.03 5.05 33.78 91.75
2551.018  58.99 6.90 30.98 106.31
59.00 115.80
2041.429  48.88 241 39.91 70.42
1907.043  47.50 4.81 37.76 74.10
2239.614  49.17 8.35 45.42 73.92
2352.614  50.98 6.75 49.97 78.60
2480.792 52.37 1.33 45.92 82.60
53.23 83.67
1390.417  49.11 9.04 28.91 150.04
1278.397  48.48 9.94 26.72 161.84
1455319  49.39 10.27 27.03 162.91
1538.323  49.67 13.94 33.03 204.87
1365.277  49.73 26.00 28.60 280.36
49.70 278.58
4082.694  49.81 3.87 49.43 178.74
3846.174  47.79 3.10 37.09 185.59
3999.338  47.35 8.02 41.23 198.76
3342.72 47.48 47.46 46.68 322.63
3827965  46.84 17.52 42.70 327.51
47.25
1203.143  35.66 4.69 49.25 112.61
1154.215 34.31 3.22 40.92 118.35
1252.751  34.74 6.76 43.05 118.13
1385.911  35.48 8.24 48.97 125.20
1377.626 35.57 5.42 41.64 132.12
35.49 133.73

first understand the basic characteristics of key economic
indicators, including FDI inflows, GDP growth, inflation, and
trade openness. The following table presents the summary
statistics for these variables, which will serve as the founda-
tion for further analysis of the relationship between FDI and
economic growth in developing countries.
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Table 2. Descriptive Statistics of Key Economic Variables in the Context of FDI Impact on Economic Growth.

Variable Mean Median Stangrd Explanation
Deviation

FDI Inflows

0, 0, 0,
(% of GDP) 0.75%  0.61% 0.53%
GDP Growth

0, 0, 0,
Rate (%) 292%  4.21% 4.70%
Inflation Rate 8.99%  6.75% 9.63%
(%)

power.

Trade Open-
ness (% of 38.18% 39.91% 8.15%
GDP)

Source: World Bank dataset, processed in Excel

The analysis of the summary statistics reveals several key
insights into the economic factors influencing the relationship
between FDI inflows and economic growth. FDI inflows as a
percentage of GDP show a low mean, suggesting that the
country has yet to fully capitalize on foreign investments. The
variation in FDI, as indicated by the high standard deviation,
highlights the fluctuations in inflows, which could be driven
by both global economic changes and domestic economic
policies. GDP growth exhibits a moderate mean, but the high
standard deviation points to significant economic instability,
with periods of both growth and downturns, potentially due to

FDI Inflows (% of GDP) over Time
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The mean indicates that FDI inflows are a small portion of the GDP on average.
The relatively low mean suggests limited foreign investment in relation to GDP.
The standard deviation indicates some variation in FDI inflows over the years.

The GDP growth rate shows significant variability, with moderate mean growth
and high standard deviation. This suggests periods of both high and low economic
growth, indicating economic instability and external shocks.

Inflation is relatively high with substantial variation, indicating periods of infla-
tionary pressure, which can disrupt economic stability and reduce purchasing

The country exhibits a high level of trade openness, with imports and exports
comprising a significant portion of GDP. The variation suggests fluctuations in
trade activity, which could reflect changing global economic conditions.

factors such as inflation or external economic shocks. The
inflation rate, with a high mean and standard deviation, indi-
cates that inflation has been volatile, which could negatively
impact overall economic stability and reduce purchasing
power, thus hindering sustainable growth. Finally, the country
shows a relatively high trade openness as a percentage of GDP,
suggesting that international trade plays an essential role in
the economy. However, the fluctuations in this variable may
influence the broader economic conditions and the country's
attractiveness to foreign investors.

GDP Growth Rate (%) over Time
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Figure 1. Time-Series Trends of FDI Inflows (% of GDP) and GDP Growth Rate (%) Over Time.
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Figure 1 illustrates the time-series trends of FDI Inflows (%
of GDP) and GDP Growth Rate (%) from 2019 to 2023. The
graph shows a declining trend in FDI inflows, decreasing
from about 1.0% to 0.3% of GDP over the observed period.
This reduction in foreign direct investment relative to GDP
may reflect factors such as global economic conditions, do-
mestic pol-icy changes, or declining investor confidence. The
shaded area around the FDI line indicates some volatility,
suggesting moderate fluctuations in FDI levels. Similarly, the
GDP growth rate exhibits significant volatility, with a sharp
decline in 2020, likely due to the COVID-19 pandemic. The
country saw a recovery in 2021 and 2022, with GDP growth
reaching 6%, but by 2023, growth slowed again, indicating
economic challenges, possibly linked to inflation, supply
chain disruptions, or economic instability. The fluctuations in
both FDI inflows and GDP growth suggest that the country’s
economy is sensitive to both internal factors (such as inflation
or policy shifts) and external shocks. Overall, the graph shows
that while the country experienced volatility in both FDI and
GDP growth, there seems to be an inverse relationship be-
tween the two variables in recent years, with lower FDI in-
flows corresponding to periods of lower economic growth,
although this correlation is not statistically confirmed.

4.2. Correlation Analysis: FDI Inflows vs. GDP
Growth Rate

The Pearson correlation coefficient between FDI Inflows (%
of GDP) and GDP Growth Rate (%) is -0.258. This indicates a
weak negative correlation between the two variables. In other
words, as FDI inflows increase, there is a slight tendency for
GDP growth to decrease, although the relationship is not strong.

Scatter Plot: FDI Inflows vs GDP Growth Rate
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Figure 2. Scatter Plot: FDI Inflows vs GDP Growth Rate.
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The scatter plot shows a weak negative relationship be-
tween FDI Inflows and GDP Growth, with some variability
around the trend.
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Correlation Heatmap: FDI Inflows vs GDP Growth Rate
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Figure 3. Correlation Heatmap: FDI Inflows vs GDP Growth Rate.

The heatmap also confirms the weak negative correlation,
reinforcing the finding from the Pearson coefficient.

The Pearson correlation coefficient between FDI Inflows (%
of GDP) and GDP Growth Rate (%) was calculated to evaluate
the nature and strength of the linear relationship between these
two variables. The coefficient, which ranges from -1 to +1,
indicates both the direction and magnitude of the correlation.
The correlation was computed using Python's pandas library,
which applies the standard Pearson formula to the data. The
computed correlation coefficient of -0.258 suggests a weak
negative association between FDI inflows and GDP growth.
This implies that, within the observed data, higher levels of FDI
inflows appear to be modestly correlated with lower GDP
growth, though the relationship is not strong. While the nega-
tive correlation hints at a potential inverse relationship between
FDI and economic growth in this dataset, it is crucial to note
that the correlation is weak and lacks statistical significance.
This result may be influenced by a variety of external factors,
such as economic policies, global market dynamics, or other
underlying variables that are not accounted for in this analysis,
limiting the robustness of the observed relationship.

4.3. Regression Analysis (OLS Regression)

The OLS regression was conducted to model the relation-
ship between GDP Growth and key independent variables:
FDI Inflows (% of GDP), Trade Openness (% of GDP), and
Inflation Rate (%). The model used is:

GDP Growth=p0+p1FDI+p2Trade Openness+p3Inflationte

To model the relationship between GDP Growth and key
independent variables (FDI Inflows (% of GDP), Trade
Openness (% of GDP), and Inflation Rate (%)), Ordinary
Least Squares (OLS) regression has been used. The OLS
method estimates the coefficients of each variable by mini-
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mizing the sum of squared residuals, providing the best-fitting
line for predicting GDP growth. The coefficients indicate how
much GDP growth changes for a one-unit change in the cor-
responding independent variable, while holding other varia-
bles constant. The p-values determine the statistical signifi-
cance of each variable's impact on GDP growth. A p-value
less than 0.05 suggests statistical significance. The R-squared
value of 0.266 indicates that about 26.6% of the variation in
GDP growth is explained by the independent variables, sug-
gesting a moderate relationship between the variables. The
calculations were performed using Python’s stats models
library, which automatically computes the coefficients,
p-values, and R-squared value.

The R-squared value of 0.266 indicates that approximately
26.6% of the variation in GDP growth is explained by the
independent variables: FDI inflows, trade openness, and in-
flation. Although this level of explanatory power is not very
high, it suggests that there is some relationship between these
variables and GDP growth. Regarding statistical significance,
the p-value for FDI Inflows (% of GDP) is 0.243, which is not
statistically significant at the 5% level. This suggests that FDI
inflows do not have a clear statistical impact on GDP growth
in this model. Similarly, the p-value for Trade Openness (% of
GDP) is 0.758, which is also not statistically significant, in-
dicating that trade openness does not significantly affect GDP
growth in this case. On the other hand, the p-value for Infla-
tion Rate (%) is 0.027, which is statistically significant at the 5%
level, indicating that inflation has a significant negative im-
pact on GDP growth. In terms of the coefficients, FDI Inflows
(% of GDP) shows a negative relationship with GDP growth
(-2.0689), but this relationship is not statistically significant.
Similarly, Trade Openness (% of GDP) exhibits a positive
relationship with GDP growth (0.0349), but again, this rela-
tionship is not statistically significant. Finally, Inflation Rate
(%) shows a statistically significant negative relationship with
GDP growth (-0.2175), suggesting that higher inflation is
associated with slower economic growth during the observed
period. This analysis frames the relationship between FDI,
trade openness, and inflation in terms of their impact on GDP
growth in developing countries.

4.4. Panel Data Analysis (Fixed Effects vs.
Random Effects)

To better understand the dynamic impact of Foreign Direct
Investment (FDI) on economic growth in developing coun-
tries, the study employed panel data analysis techniques using
annual data from five South Asian countries (Bangladesh,
India, Pakistan, Sri Lanka, and Nepal) for the period 2019—
2023. Panel data models are particularly well-suited to cap-
turing both temporal and cross-sectional variations, enable to
control for unobserved country-specific effects that could bias
the estimates in a simple cross-sectional or time-series
framework.

Recognizing that the effects of FDI may not be immediate,
the research incorporated one-period lagged values of FDI
inflows, trade openness, and inflation rate into our regression
models. This allows to observe the delayed influence of these
macroeconomic variables on GDP growth.

The general panel data model employed is:

GDP_Growth_it=a i+ p1-FDI it-1+
B2-TradeOpenness_it-1 + B3-Inflation it-1 + ¢ it

Where:

GDP_Growth_it: Annual GDP growth rate of country i at
time t

FDI_it-1: Lagged FDI inflows as a percentage of GDP

TradeOpenness_it-1: Lagged trade openness as a percent-
age of GDP

Inflation_it-1: Lagged annual inflation rate

a._i: Country-specific intercept (fixed or random)

g it: Error term

Fixed Effects (FE) Model Estimation

The Fixed Effects (FE) model accounts for unobserved
heterogeneity by allowing each country to have its own in-
tercept. This controls for time-invariant country-specific
factors such as governance quality, geographic traits, or in-
stitutional structures.

Table 3. FE Estimation Results (with Lagged Variables).

Variable Coefficient Std. Error
FDIt—1 -4.987 1.842
Trade Opennesst—1 0.361 0.146
Inflationt—1 -0.143 0.058

R-squared: 0.718
Adjusted R-squared: 0.602
F-statistic: 194.0 (p < 0.001)
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t-value p-value Significance
-2.71 0.015 Significant
2.47 0.025 Significant
—2.46 0.026 Significant
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These results suggest that:

1) Lagged FDI has a statistically significant negative effect
on GDP growth, indicating that past FDI inflows may
not translate into immediate economic gains and might,
under certain conditions, be counterproductive.

2) Trade openness contributes positively to economic
growth, likely through improved market access and
technology spillovers.

3) Inflation, lagged by one year, has a dampening effect on

economic growth, underlining the importance of price
stability.
Random Effects (RE) Model Estimation
The Random Effects (RE) model assumes that the indi-
vidual country effects are randomly distributed and uncorre-
lated with the regressors. This approach is more efficient than
FE when the assumption holds but may be biased if the
country effects are correlated with independent variables.

Table 4. Random Effects (RE) Estimation Result.

Variable Coefficient Std. Error
FDIt-1 -5.160 2121
Trade Opennesst—1 0.391 0.172
Inflationt—1 -0.127 0.078

Group Variance (Country): 24.317
Residual Variance: 8.807
Log-Likelihood: —66.66

The RE model broadly corroborates the FE findings.
However, inflation is not statistically significant in this model,
suggesting that the RE assumptions might not hold due to
omitted variable bias from unobserved fixed traits.

The difference in statistical significance of inflation be-
tween the two models, along with theoretical expectations
about unobserved heterogeneity (e.g., governance, economic
structure), supports the use of Fixed Effects over Random
Effects in this context. Thus, FE results are deemed more
robust and reliable for inference.

The panel regression with lagged variables reveals a con-
sistently negative and statistically significant impact of FDI
inflows on GDP growth in the short run across the sampled
developing countries. Conversely, trade openness remains a
vital contributor to economic performance, while inflation
undermines growth, especially when fixed effects are ac-
counted for.

These findings imply that FDI alone is not a panacea for
economic development in emerging markets. Policy efforts
must be directed toward:

1) Improving the quality and sectoral targeting of FDI,

2) Ensuring macroeconomic stability, and

3) Promoting liberalized trade policies with safeguards

against inflationary pressures.

5. Overall Interpretation and Results

This study investigates the relationship between Foreign
Direct Investment (FDI) and economic growth using a panel
dataset of five South Asian developing coun-
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z-value p-value Significance
-2.43 0.015 Significant
2.28 0.023 Significant
-1.63 0.104 Not Significant

tries—Bangladesh, India, Pakistan, Sri Lanka, and Ne-
pal—spanning the years 2019 to 2023. The analysis proceeds
in stages: descriptive statistics, correlation and regression
analysis, and advanced panel data modeling, including fixed
and random effects estimations with lagged variables.

5.1. Descriptive Analysis

The descriptive statistics revealed a relatively low average
FDI inflow across the sampled countries, averaging just 0.75%
of GDP, with noticeable fluctuations. GDP growth exhibited
considerable volatility, reflected in a standard deviation of
4.7%, and a mean of 2.92%, underscoring the region’s mac-
roeconomic instability. Inflation rates averaged 8.99%, with
sharp variation, while trade openness remained relatively high
(mean: 38.18% of GDP), indicating reliance on international
trade.

This macroeconomic context suggests that the economies
in question are exposed to both internal inefficiencies and
external shocks. Low FDI relative to GDP and high inflation
signal structural and fiscal challenges that can dilute the
benefits of foreign capital inflows.

5.2. Correlation and Initial Trends

The Pearson correlation coefficient between FDI inflows
and GDP growth was calculated to be —0.258, indicating a
weak negative relationship. This was supported visually by
both a scatter plot and a heatmap, which demonstrated that as
FDI increases, GDP growth tends to decline slightly—though
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the association is weak and lacks statistical significance on its
own.

Graphical time-series trends from 2019 to 2023 also
showed that FDI inflows have declined steadily, while GDP
growth exhibited a U-shaped recovery following the pan-
demic-induced dip in 2020. This decoupling between FDI and
GDP growth warrants deeper investigation.

5.3. OLS Regression: Initial Multivariate
Findings

An Ordinary Least Squares (OLS) regression was con-
ducted using GDP growth as the dependent variable and FDI
inflows, trade openness, and inflation rate as independent
variables. The R-squared of 0.266 suggests that only 26.6% of
the variation in GDP growth can be explained by the model.
Importantly:

1) FDI inflows had a negative coefficient (—2.0689) but

were not statistically significant (p = 0.243).

2) Trade openness had a small positive coefficient (0.0349)

with p = 0.758, also insignificant.

3) Inflation showed a statistically significant negative ef-

fect (-0.2175, p = 0.027) on GDP growth.

These results imply that while FDI and trade openness have
directional impacts, inflation emerges as the dominant de-
terminant in explaining GDP fluctuations in the short term.

5.4. Panel Data Analysis

To capture the temporal nature of macroeconomic adjust-
ments, a panel data regression was conducted using lagged
values of FDI, inflation, and trade openness. Both Fixed Ef-
fects (FE) and Random Effects (RE) models were estimated to
assess robustness.

Fixed Effects Results

The FE model accounted for country-specific heterogeneity
and produced the following insights:

1) Lagged FDI had a statistically significant negative effect

on GDP growth (coefficient: —4.987, p = 0.015).
2) Lagged trade openness was positively and significantly
associated with growth (coefficient: 0.361, p = 0.025).
3) Lagged inflation also showed a significant negative ef-
fect (-0.143, p = 0.026).

The R-squared was 0.718, indicating a strong model fit
when country-specific effects were included. These results
suggest that FDI may have delayed but adverse short-term
consequences, while trade openness supports growth and
inflation remains a suppressor.

Random Effects Results

The RE model showed similar directions for the coeffi-
cients, with FDI and trade openness remaining significant.
However, inflation lost statistical significance (p = 0.104),
suggesting that unobserved heterogeneity may bias RE esti-
mates.

Given this discrepancy and the theoretical likelihood that
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country-specific factors (e.g., political stability, institutional
quality) correlate with macroeconomic variables, the Fixed
Effects model is preferred for this analysis.

5.5. Synthesis of Findings

The comprehensive analysis—from descriptive statistics to
multivariate and panel regressions—reveals a nuanced un-
derstanding of how FDI interacts with macroeconomic indi-
cators in developing countries:

1) FDI inflows do not guarantee growth in the short term.
On the contrary, lagged FDI has a negative impact, po-
tentially due to:

2) Misalignment of FDI with productive sectors.

3) Institutional inefficiencies that prevent effective utiliza-
tion.

4) High profit repatriation or lack of technology spillovers.

5) Trade openness remains a positive contributor to growth,
reflecting the benefits of global integration in driving
productivity and investment.

6) Inflation is consistently detrimental, signaling the im-
portance of macroeconomic stability and policy disci-
pline.

6. Policy Implications

Guided by the Absorptive-Capacity Hypothesis, this study
set out to test whether foreign direct investment (FDI) can
foster growth in South Asia when the host economies possess
the institutional strength, skills, and infrastructure needed to
absorb it. The Absorptive-Capacity Hypothesis [16] posits
that the growth impact of Foreign Direct Investment (FDI)
hinges on a host economy’s ability to absorb and utilise the
technology, skills, and management practices embedded in
foreign capital. In line with this theory, our panel estimates
show that lagged FDI inflows have a negative short-run effect
on GDP growth in Bangladesh, India, Pakistan, Sri Lanka, and
Nepal, while trade openness boosts growth and inflation
suppresses it. These findings signal that the region’s institu-
tional quality, human-capital base, and supporting infra-
structure are not yet sufficient to convert foreign investment
into productivity gains.

Build Human-Capital and Technological Readiness

Under the Absorptive-Capacity lens, human capital is the
primary conduit through which FDI-generated knowledge
spills over:

1) Align education and technical-vocational programs with
the skill profiles demanded by technology-intensive
investors.

2) Offer joint R & D grants and tax incentives that require
collaboration between multinationals and domestic
universities or labs, accelerating local learning.

3) Establish apprenticeship pipelines co-funded by in-
coming firms, ensuring that domestic workers progress
into higher-skill positions and retain know-how locally.
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Deepen Local-Foreign Linkages

The hypothesis stresses that spillovers rise when foreign

and domestic firms interact closely:

1) Introduce supplier-development funds and quali-
ty-upgrade schemes so small local firms can meet mul-
tinational standards and enter their supply chains.

2) Develop industrial clusters and technology-extension
services that physically and institutionally co-locate
foreign anchors with domestic SMEs, fostering daily
knowledge exchange.

3) Operate digital B2B matchmaking platforms that pair
new investors with vetted domestic partners, hastening
joint ventures and technology transfer.

Strengthen Institutions and the Investment Climate

Robust institutions raise absorptive capacity by reducing

uncertainty and enforcing contracts:

1) Streamline licences, customs, and land acquisition via
single-window systems and e-governance to cut red
tape.

2) Guarantee property - and intellectual-property rights
consistently, protecting both innovators and investors.

3) Embed anti-corruption safeguards—e-procurement, as-
set-declaration rules, and independent oversight—to
ensure that investment decisions are driven by produc-
tivity, not patronage.

Maintain Macro-Stability—Control Inflation

Price stability lengthens planning horizons and encourages

technology-intensive investment:

1) Empower central banks with credible inflation-targeting
mandates and operational independence.

2) Align fiscal policy with medium-term debt and deficit
anchors to avoid monetized shortfalls that stoke infla-
tion.

Leverage Trade Openness as a Complement, Not a Sub-

stitute

Trade liberalization widens markets and heightens compe-

tition, both of which sharpen absorptive capacity:

1) Continue tariff rationalization, customs digitalization,
and logistics upgrades.

2) Pair openness with adjustment assistance—credit lines
and retraining—for firms facing new competition.

3) Pursue regional value-chain agreements that integrate
intermediate-goods production, spreading spillovers
across borders.

7. Economic Significance

By explicitly grounding the analysis in the Absorp-
tive-Capacity Hypothesis, this study reframes FDI from an
automatic engine of growth to a conditional catalyst. The
negative FDI coefficient observed in the short run should not
be read as a blanket indictment of foreign investment but as
empirical evidence that capacity thresholds have not yet been
met. Once institutional quality, human capital, and infra-
structure improve, theory predicts—and cross-country evi-
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dence confirms—that the sign on FDI is likely to turn posi-
tive.

For policymakers, the implication is clear: returns to reform
are high and sequential. Investments in education, governance,
and infrastructure are prerequisites that transform future FDI
surges into productivity and wage gains. In the wake of
COVID-19 and ongoing supply-chain diversification, South
Asian economies are poised to attract larger inflows; ensuring
that those inflows translate into inclusive, sustainable growth
depends on the absorptive-capacity agenda outlined above.

In sum, the study validates the central insight of the Ab-
sorptive-Capacity Hypothesis: it is not the volume of foreign
capital that matters most, but the domestic economy’s readi-
ness to absorb and amplify it. Aligning FDI policy with ca-
pacity-building reforms offers the surest path to durable and
broad-based economic progress.

8. Research Gap and Future Research
Scope

While the Absorptive-Capacity Hypothesis has been
widely discussed in the literature, few empirical studies
focus specifically on South Asian economies using recent
data that incorporate both temporal dynamics and
cross-country heterogeneity. Most existing research on FDI
and growth relies on cross-sectional or simple time-series
analyses, which often overlook the delayed effects of in-
vestment and the unobserved country-specific factors that
determine whether foreign capital yields positive returns.
Furthermore, sectoral allocation of FDI—an important de-
terminant of spillover intensity—remains under examined in
this region. Although some studies mention the role of in-
stitutional quality or human capital, they rarely integrate
these dimensions directly into a coherent panel framework.
As a result, policymakers lack clear empirical evidence on
what capacity thresholds must be met before FDI can relia-
bly stimulate growth. Our study addresses part of this gap by
using lagged macroeconomic variables, fixed effects to
control for unobserved heterogeneity, and a multi-country
panel covering 2019-2023. However, important gaps remain,
particularly regarding the sectoral composition of FDI, the
micro-level interactions between foreign and domestic firms,
and the nonlinear thresholds at which absorptive capacity
becomes “sufficient.”

Building on the limitations identified above, future research
could proceed along several promising avenues:

1) Sectoral Disaggregation of FDI Flows

Rather than treating FDI as a single aggregate measure,
researchers should distinguish between greenfield in-
vestment, mergers and acquisitions, and portfolio flows.
Within greenfield investment, further categoriza-
tion—such as manufacturing versus services—would
clarify which types of FDI are more likely to generate
technology transfer and local linkages. Sectoral-level
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panel data could reveal threshold effects that a broad
country-level analysis may mask.
2) Firm-Level and Microeconomic Linkages
To capture the mechanics of spillovers, future studies
should combine macro data with firm-level surveys or case
studies. By tracking joint-venture agreements, supplier con-
tracts, and training programs, researchers can quantify how
knowledge transfers from multinational enterprises to small
and medium-sized local firms. This micro foundation would
enrich our understanding of the specific channels through
which absorptive capacity operates.
3) Nonlinear Threshold Models of Absorption
Although our research uses lagged variables to approximate
delayed effects, the relationship between absorptive capacity
and FDI may be inherently nonlinear. Techniques such as
threshold regression, panel smooth transition regression
(PSTR), or quantile regressions could identify the precise
levels of human capital, infrastructure, or institutional quality
at which FDI changes from a drag to a growth promoter. This
would offer more precise policy guidance than a purely linear
framework.
4) Role of Governance and Institutional Reforms
While we control for country fixed effects, future work
could explicitly model the impact of governance indicators
(e.g., control of corruption, regulatory quality) and track how
reforms alter the FDI-growth relationship over time. Longi-
tudinal case studies of countries that successfully raised their
absorptive capacity could shed light on the sequencing and
prioritization of reforms.
5) Interaction with Digitalization and Technological
Change
As digital platforms and remote work become more
prevalent, the conventional channels of FDI-driven
technology transfer may evolve. Research should ex-
amine how digital infrastructure and e-governance ini-
tiatives influence a country’s ability to leverage foreign
capital. For example, do cloud-based services and digital
payment systems accelerate the diffusion of knowledge
from multinationals to local startups?
6) Impact of Global Shocks and Supply-Chain Reconfigu-
rations
The COVID-19 pandemic and recent geopolitical ten-
sions have reshaped global supply chains, offering an
opportunity to study how shocks affect absorptive ca-
pacity. Future panels that extend beyond 2023 could
investigate whether sudden shifts—such as nearshoring
or import-substitution policies—alter the efficacy of
FDI in promoting growth.

9. Conclusion

As per the Absorptive-Capacity Hypothesis, this study set
out to examine whether Foreign Direct Investment (FDI) truly
enhances economic growth in five South Asian developing
economies—Bangladesh, India, Pakistan, Sri Lanka, and

189

Nepal—over the period 2019-2023. Using panel data tech-
niques with lagged variables and country fixed effects, the
analysis reveals that, in the short run, lagged FDI inflows have
a statistically significant negative impact on GDP growth. In
contrast, trade openness consistently contributes positively to
economic performance, while inflation remains a strong in-
hibitor of growth. These findings confirm a critical tenet of
the absorptive-capacity framework: that foreign capital is not
automatically growth-enhancing. Its effectiveness hinges on
the institutional, educational, and infrastructural strength of
the host economy. In countries where these foundational ca-
pacities are underdeveloped, FDI may not only fail to deliver
positive spillovers but may even suppress domestic enterprise
development or result in capital repatriation with minimal
local benefit.

From a policy perspective, the implications are clear.
Governments should shift their focus from merely attracting
FDI to enhancing the domestic environment’s ability to
absorb it. This involves investment in human capital, fos-
tering stronger linkages between foreign and domestic firms,
regulatory reforms that ensure transparency and trust, and
above all, maintaining macroeconomic stability to reduce
inflationary pressure. Trade liberalization and investment
openness must go hand-in-hand with institutional strength-
ening to allow for more meaningful and sustained integra-
tion into the global economy. One of the key strengths of this
study lies in its methodological rigor. By employing
fixed-effects panel regression and including lagged explan-
atory variables, it accounts for both time-dependent effects
and unobserved country-specific heterogeneity. This im-
proves causal inference and helps distinguish short-term
from structural impacts of FDI. The study is also anchored in
a strong theoretical framework, the Absorptive-Capacity
Hypothesis, allowing the analysis to go beyond descriptive
statistics and offer theory-driven insights. Additionally, the
research is highly policy-relevant. It provides direct, ac-
tionable guidance for governments in the South Asian re-
gion—guidance that is timely given global shifts in invest-
ment flows and supply chains in the post-COVID and
geo-economic context. Despite its contributions, the study is
not without limitations. First, the time period (2019-2023) is
relatively short for capturing long-run effects of FDI or
institutional change, and may be influenced by exogenous
shocks such as the COVID-19 pandemic. Second, the use of
aggregate FDI data does not distinguish between types of
investment (e.g., greenfield vs. mergers and acquisitions) or
sectors (e.g., manufacturing vs. services), which may have
vastly different impacts on growth. Third, while fixed effects
account for country-specific unobservable, direct indicators
of absorptive capacity—such as measures of governance
quality, infrastructure, or education—are not included in the
model due to data limitations. These constraints do not un-
dermine the validity of the findings but highlight the need for
future research to include richer data and extended time
frames, ideally with sectoral breakdowns and micro-level
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case studies.

In sum, this study makes a valuable empirical and theoret-
ical contribution to the debate on FDI-led growth in devel-
oping countries. It challenges the simplistic notion that capital
inflows are inherently beneficial, and instead shows that their

impact is highly conditional on domestic capacity and context.

By integrating theory, robust empirical methods, and re-
al-world policy relevance, the research offers both a caution-
ary tale and a roadmap: FDI is not a guaranteed growth en-
gine—but with the right institutions, policies, and capacities
in place, it can be transformed into a powerful catalyst for
sustainable development.

Abbreviations

FDI Foreign Direct Investment

GDP Gross Domestic Product

CPI Consumer Price Index

RE Random Effects

FE Fixed Effects

OoLS Ordinary Least Squares

WDI World Development Indicators
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SME Small and Medium-sized Enterprises
R&D Research and Development
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RE model Random Effects Model
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COVID-19  Coronavirus Disease 2019
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