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This paper reports on preliminary research with the aim of determining whether volatility of Foreign Direct Investment (FDI) is an important factor in the contribution of FDI to economic growth. While the preliminary findings do not permit direct policy conclusions, there are a number of implications:

· Volatility of FDI is quite high. The average value, for 88 countries over almost 30 years, implies that FDI inflows vary by 50% from year to year.

· Volatility of FDI shows a consistently negative relationship to economic growth. This does not imply that FDI volatility is a cause of poor growth. Rather, the factors that cause poor growth performance may also discourage FDI inflows (and increase volatility).

· FDI is positively related to economic growth. This correlation is statistically robust, and is not conditional on other factors (such as level of human capital).

The findings of this paper give rise to a number of issues to consider in future analyses:

· What are the determinants of the volatility of FDI and how does it relate to other shocks that affect economic performance?

· Are there sector, country or region specific factors that influence FDI volatility?

· How does FDI and its volatility relate to other capital inflows?

· What policy measures can reduce FDI volatility?

Non-technical Summary

There are a number of reasons why volatility of Foreign Direct Investment (FDI) inflows may be negatively associated with economic growth. A first possibility is that volatility in FDI has a negative effect on growth. If FDI inflows are uncertain then costs of (and returns to) investment are uncertain, this is because FDI can provide a stimulus to domestic investment and innovation. It may therefore be the case that volatility in FDI flows undermines inward investment, with the consequence of an adverse effect on domestic economic growth. A second possibility might be that the volatility of FDI flows gives a proxy for economic or political uncertainty; where FDI volatility may give an indication of underlying instability (political and economic) in a country. There is evidence that growth is lower in those countries that face greater economic uncertainty, as well as the tendency for some developing countries to be particularly vulnerable to financial shocks. Shocks have the immediate knock-on effect of reducing income and, where recurrent shocks occur, they tend to reduce growth. These shocks may be externally induced, such as through “terms of trade” shocks or  from financial crises induced by the regional/global volatility of capital flows, or as a result of “acts of nature”, such as severe drought or floods. 

The research paper estimates a standard growth model, including FDI as a share of GDP and volatility of FDI using cross-section and panel data econometric techniques. The data set uses a sample of 88 countries over the period 1970-97. The mean value of FDI for this sample is a share of 1.3% of GDP. But mean volatility in this level is 50% (i.e. annual changes in FDI are on average equivalent to half the ratio of FDI to GDP). This is consistently quite a high level of variation or volatility for all countries (the lowest observed value in the sample is 14%). As FDI inflows are not reversed, this implies that levels of FDI inflows are quite volatile. This is distinct from the volatility of short-term capital flows, where much of the concern is that outflows can be sudden and large.

The analysis obtained a consistent finding that FDI inflows have a positive effect on growth, whereas volatility of FDI has a negative impact. These results are statistically robust for most, albeit not all, specifications. The evidence for a positive effect of FDI is not very sensitive to the other explanatory variables included. In particular, it is not conditional on the level of human capital. Thus, contrary to some previous studies, the study finds no evidence that the effectiveness of FDI (to contribute to growth) is determined by the level of human capital in the host country.

The authors suggest that it is not the volatility of FDI per se that retards growth but that such volatility captures the growth-retarding effects of unobserved variables. One possibility is that economies with high levels of economic uncertainty will tend to have lower and/or more variable growth rates, and may also appear less attractive to foreign investors. This is consistent with the evidence for a weak negative correlation between FDI and its volatility. One interpretation of these findings is that certain types of FDI are less affected by economic instability (or political instability) than are other types. It is certain components of FDI that are volatile, and it is these components that are responsive to (and may therefore proxy for) economic uncertainty. This is an area which will need to be analysed in future work.
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