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Annotation. Foreign Direct Investment (FDI) is crucial for economic growth and development in 

developing economies, providing vital capital, technology, and managerial expertise. This study 
examines FDI's potential to bridge output gaps and enhance potential GDP, highlighting its role in 
addressing structural inefficiencies, promoting productivity, and stabilizing macroeconomic conditions. 
The analysis covers various regions, including Sub-Saharan Africa, Central and Eastern Europe, and 
Latin America, emphasizing the varied impacts of FDI across sectors and its dependence on host 
countries' absorptive capacities and institutional quality. Key findings indicate that manufacturing-
focused FDI consistently provides significant economic benefits, whereas the effectiveness of service-
oriented FDI depends on governance and economic priorities. Challenges such as poor governance, 
structural bottlenecks, and inconsistent policies may impede the impact of FDI, despite its potential. 
This research highlights the necessity for targeted reforms and strategic policy interventions to optimize 
FDI benefits, ensuring sustainable and inclusive economic growth in developing economies. 
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INTRODUCTION 
Foreign Direct Investment (FDI) is a key element of economic development 

strategies in developing economies, facilitating growth, industrial modernization, and 
global integration. FDI provides capital, technology, and managerial expertise, serving as 
a vital tool for addressing structural inefficiencies and enhancing productivity. Its ability 
to connect actual and potential GDP, while tackling cyclical and structural challenges, 
highlights its importance in fostering sustainable economic progress. 

FDI is important not only as a financing source but also for enhancing capital 
accumulation, facilitating technology transfer, and improving human capital. The impact 
of FDI varies by region and sector (Katuka and Mudzingiri, 2023). Manufacturing-
focused FDI generates significant productivity gains and spillover effects, whereas the 
benefits of service-oriented FDI rely on the host country's absorptive capacity and 
institutional quality. 

This study examines the relationship between FDI, output gaps, and potential GDP 
in developing economies. It examines how FDI can reduce output gaps by utilizing 
underused resources and improving macroeconomic stability. The research examines 
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FDI's role in long-term economic growth via sectoral investments and structural reforms. 
This study analyzes empirical evidence from Sub-Saharan Africa, Central and Eastern 
Europe, and Latin America to understand FDI's transformative potential and the necessary 
policy interventions to maximize its benefits. 

The study acknowledges FDI's potential while highlighting challenges that may 
hinder its effectiveness, including poor governance, institutional weaknesses, and 
inconsistent macroeconomic policies. The constraints highlight the necessity for policy 
alignment and structural reforms to maximize the developmental impact of FDI. This 
thesis aims to provide insights on how developing economies can effectively utilize FDI 
to bridge economic gaps, improve productivity, and attain sustainable growth. 

LITERATURE REVIEW 
Overview of FDI's Impact on Economic Growth 
Foreign Direct Investment (FDI) significantly influences economic growth and 

development, a topic of extensive analysis. FDI is recognized for its role in capital 
accumulation, technology transfer, and human capital development. The specific impacts 
on bridging output gaps and enhancing potential GDP in developing economies differ by 
region and sector, as shown by varied empirical findings. 

RESEARCH METHODOLOGY 
Foreign Direct Investment and Output Gaps 
The output gap, the difference between actual and potential output, is a key measure 

of economic health and capacity utilization. Katuka and Mudzingiri (2023) assert that 
FDI directly impacts output gaps by utilizing underused resources, expanding fiscal 
space, and boosting productivity. In Sub-Saharan Africa, evidence indicates that 
governance reforms and FDI inflows significantly reduce negative output gaps by 
promoting infrastructure development and enhancing macroeconomic stability. Ritahi 
and Echaoui (2023) employed ARDL modeling to show that government consumption, 
agricultural value-added, and human capital significantly impact the output gap in 
Morocco. Their findings highlight the significance of complementary factors, including 
effective governance and infrastructure, in enabling FDI to close output gaps effectively. 

Studies on Central and Eastern Europe (Bernhofer et al., 2014) emphasize the 
cyclical nature of output gaps and the role of FDI in smoothing these cycles. Integrating 
financial cycle data into potential GDP models demonstrates that finance-augmented 
output gap measures more accurately represent FDI's role in stabilizing economies. 

Contribution of FDI to Potential GDP 
Potential GDP indicates the sustainable output level of an economy at full resource 

utilization. FDI enhances potential GDP by improving productivity, increasing capital 
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formation, and promoting technological innovation. Araujo et al. (2004) analyzed 
Brazil’s economy, showing that FDI-supported investments in capital-intensive industries 
significantly enhanced potential GDP via improved resource allocation and productivity 
gains. Sarıkaya et al. (2005) utilized the Kalman filter technique in Turkey to estimate 
potential GDP and evaluate the contributions of FDI. Findings indicate that FDI enhances 
potential GDP and supports macroeconomic stability by mitigating inflation and aligning 
output with its sustainable trajectory. The study emphasizes the significance of sectoral 
targeting, indicating that manufacturing-focused FDI produces higher productivity gains 
than service-oriented FDI. Impacts of FDI by Sector FDI's impact varies significantly by 
sector. Doytch and Uctum (2011) highlighted that manufacturing FDI significantly 
enhances industrial growth and productivity, especially in economies with substantial 
industrial bases like Latin America and Southeast Asia. The study indicated that 
manufacturing FDI enhances activity in its sector and creates spillovers to services. 
Conversely, nonfinancial service FDI may impede overall economic productivity by 
reallocating resources from high-growth sectors. Werner (2018) examined Spain's role as 
a significant FDI recipient, noting that its absorptive capacity, marked by developed 
financial markets and a skilled workforce, was essential for optimizing FDI's impact on 
economic growth. The study highlighted that FDI benefits vary and depend on the host 
economy's capacity to integrate foreign capital into its domestic framework. 

The Role of FDI in Addressing Structural Challenges 
The capacity of FDI to resolve structural bottlenecks in developing economies is 

well-documented. Calza (2009) examined the link between globalization and output gaps, 
noting that domestic structural inefficiencies may reduce the effectiveness of FDI. The 
study highlighted the necessity for reforms in labor markets, regulatory frameworks, and 
institutional governance to ensure FDI meets its developmental goals. Katuka and 
Mudzingiri (2023) identified governance quality as a key determinant of FDI success in 
Sub-Saharan Africa. Findings indicate that enhancements in corruption control, political 
stability, and regulatory quality significantly boost FDI's role in closing output gaps and 
increasing potential GDP. The authors suggest reforms to enhance institutional 
frameworks and foster an environment conducive to sustainable investment. 

Comparisons Across Regions and Countries 
Comparative analyses offer insights into the varying impacts of FDI across regions. 

Studies on Central and Eastern Europe indicate that economies with developed financial 
systems and strong policy frameworks are better positioned to utilize FDI for economic 
growth. Conversely, nations with weak institutions and limited capacity often face 
suboptimal outcomes. Doytch and Uctum (2011) noted that in Latin America, 



[Д
ат

а]
 

 

 109 

3 1  
1 

manufacturing FDI produces greater growth effects than service FDI, especially in 
nations with substantial industrial sectors. This finding highlights the necessity of 
aligning FDI inflows with domestic economic priorities. 

Constraints and Obstacles 
While FDI offers potential benefits, it is not a solution for economic development. 

Bermejo and Werner (2018) warned that mismanaged FDI inflows may result in resource 
misallocation and worsen structural inefficiencies. Spain's experience showed that FDI 
contributed to economic growth, but its impact was limited by domestic policy constraints 
and global economic conditions. Studies by Calza (2009) and others highlight the 
necessity of macroeconomic stability and policy coherence to optimize FDI benefits. 
Inconsistent fiscal and monetary policies may undermine investor confidence and restrict 
the developmental impact of FDI. 

RESEARCH RESULTS 
Effects of FDI on Output Gaps 
The results confirm that Foreign Direct Investment (FDI) significantly addresses 

output gaps in developing economies. Katuka and Mudzingiri (2023) demonstrate that 
FDI inflows in Sub-Saharan Africa significantly reduce negative output gaps by 
enhancing fiscal space and promoting infrastructure development. FDI aligns actual and 
potential output levels by addressing underutilized resources and stabilizing 
macroeconomic conditions. Ritahi and Echaoui’s (2023) analysis of Morocco indicates 
that FDI positively interacts with government spending, human capital, and agricultural 
development, highlighting the significance of complementary factors like governance and 
infrastructure. Bernhofer et al. (2014) indicate that findings from Central and Eastern 
Europe show FDI reduces cyclical fluctuations by integrating financial cycle data into 
potential GDP models. This integration enhances output gap assessment accuracy and 
illustrates FDI's ability to stabilize economic cycles, especially in strong financial 
systems. 

Contribution to Potential GDP 
FDI contributes to potential GDP by enhancing productivity, increasing capital 

formation, and facilitating technology transfer. Araujo et al. (2004) demonstrate this 
dynamic in Brazil, where FDI in capital-intensive industries enhanced resource allocation 
and increased potential GDP. Sarıkaya et al. (2005) present evidence from Turkey, 
showing that FDI inflows, especially in manufacturing, reduce inflationary pressures and 
align output with its sustainable path. The findings emphasize the significance of sectoral 
targeting, indicating that manufacturing-focused FDI yields greater productivity gains 
compared to service-oriented FDI. 
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Impacts by Sector 
Sectoral analysis highlights the varied effects of FDI. Doytch and Uctum (2011) 

highlight the significant positive impact of manufacturing FDI on industrial growth and 
productivity. This is significant in economies with established industrial bases, such as 
Latin America and Southeast Asia. Manufacturing FDI produces significant spillovers to 
other sectors, enhancing its effect on economic growth. In contrast, nonfinancial service 
FDI shows a mixed performance, with evidence indicating it may divert resources from 
high-growth sectors, potentially impeding overall economic productivity. Werner (2018) 
indicates that in Spain, the absorptive capacity of the host economy, marked by developed 
financial markets and a skilled workforce, is essential for optimizing FDI contributions. 
The findings indicate that the advantages of FDI are largely contingent upon the host 
country's capacity to effectively integrate foreign capital into its domestic economy. 

Addressing Structural Issues 
The structural effects of FDI are significant in developing economies with systemic 

bottlenecks. Calza (2009) emphasizes that domestic inefficiencies can undermine the 
benefits of FDI. Governance reforms and institutional strengthening are essential for 
maximizing FDI potential. Katuka and Mudzingiri (2023) identify governance quality as 
a crucial factor in Sub-Saharan Africa, where enhancements in corruption control, 
political stability, and regulatory frameworks significantly improve FDI's effect on output 
gaps and potential GDP. 

Regional and Cross-Country Differences 
Regional comparisons indicate that economies with robust policy frameworks and 

financial systems are more effectively positioned to utilize FDI for economic growth. 
Central and Eastern European countries demonstrate greater FDI-driven growth owing to 
strong institutional frameworks. Conversely, nations with limited absorptive capacities 
and institutional shortcomings frequently face suboptimal results. In Latin America, 
manufacturing FDI surpasses service FDI in driving economic growth, especially in 
countries with substantial industrial sectors. This finding highlights the need to align FDI 
inflows with national development priorities to enhance their economic impact. 

Constraints and Obstacles 
FDI is essential for economic development, but its benefits are not consistent or 

assured. Bermejo and Werner (2018) warn that mismanaged FDI inflows may worsen 
structural inefficiencies and cause resource misallocation. Calza (2009) emphasizes the 
significance of macroeconomic stability and policy coherence in optimizing FDI benefits. 
Inconsistent fiscal and monetary policies can erode investor confidence and restrict the 
developmental impact of FDI. 
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The analysis confirms that FDI is a key driver of economic growth in developing 
economies, particularly in bridging output gaps and enhancing potential GDP. The 
effectiveness is contingent upon governance quality, sectoral alignment, and the host 
economy's absorptive capacity. Policy interventions and structural reforms are essential 
to maximize FDI's potential and ensure sustainable economic development. 

DISCUSSION 
This study underscores the importance of Foreign Direct Investment (FDI) in driving 

economic growth in developing economies, especially in addressing output gaps and 
improving potential GDP. The findings indicate that FDI significantly aids in closing 
negative output gaps through enhanced resource utilization, fiscal stability, and 
infrastructure development. Evidence from Sub-Saharan Africa, Central and Eastern 
Europe, and Latin America shows that FDI's impact is significantly influenced by 
governance quality, complementary factors such as infrastructure and human capital, and 
macroeconomic stability. 

The role of FDI in enhancing potential GDP is clear through its support of 
productivity improvements, capital formation, and technological advancements. Sectoral 
analysis indicates that manufacturing FDI consistently provides greater and more 
extensive economic benefits than nonfinancial service FDI, which often produces mixed 
outcomes. The absorptive capacity of host economies, including financial market 
development and workforce skills, is a key factor in determining the extent of FDI's 
positive impacts. 

The study recognizes the limitations and challenges of FDI, despite its 
transformative potential. Poor governance, structural inefficiencies, and inconsistent 
macroeconomic policies can undermine FDI benefits and result in suboptimal outcomes. 
Targeted reforms are essential to fully realize FDI's potential. Strengthening institutional 
frameworks, aligning FDI inflows with national development priorities, and fostering 
sectoral diversification to maximize economic spillovers are essential. 

CONCLUSION 
In conclusion, FDI is a crucial tool for addressing economic disparities and 

promoting sustainable growth in developing economies. Its success depends on 
coordinated policy interventions, strong governance, and the strategic integration of FDI 
into broader development frameworks. Addressing structural bottlenecks and effectively 
leveraging FDI can enable developing economies to realize its full potential as a driver 
of inclusive and sustained economic progress. 
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