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ABSTRACT 

Recent theoretical and empirical literature suggests that foreign direct 
investment (FDI) exerted positive impact on economic growth through the 
process of technological diffusion. The literature also suggests that the 
development of the domestic financial system of the host country is an important 
pre-condition for FDI to have a positive impact on economic growth.  A well-
developed domestic financial sector enhances efficient allocation of financial 
resources and improves the absorptive capacity of a country with respect to FDI 
inflows. Particularly, a more developed financial system positively contributes 
to the process of technological diffusion associated with foreign direct 
investment. In this study, we examine the link between FDI, domestic financial 
sector, and economic growth for Pakistan over the period 1972–2005. Empirical 
analysis is based on the bound testing approach of cointegration advanced by 
Pesaran, et al. (2001). The results suggest that FDI inflows exerted positive 
impact on economic growth in the short-run and the long-run if the domestic 
financial system has achieved a certain minimum-level development. The results 
further suggest that better domestic financial conditions not only attract foreign 
companies to invest in Pakistan, but also allow maximising the benefits of 
foreign investment.    

JEL classification: F21,  F36,  F43,  O16 
Keywords: Foreign Direct Investment, Financial Sector Development, 

Economic Growth, Technology Spillovers    



    
1. INTRODUCTION* 

The role of foreign direct investment (FDI) has been widely recognised as 
a growth-enhancing factor in developing countries. There are a variety of 
channels through which FDI can promote economic growth, in the host country.  
The most important being is technology transfer and spillovers. Literature on 
economic growth has established the importance of technological progress in 
economic development. FDI often leads to technology transfer to affiliates of 
multinational firms in the host countries.  Spillover can occurs through the 
interaction of multinational firms with domestic suppliers, customers and worker 
mobility. Therefore, FDI can have impact on income [Gao (2004)]. Most of the 
developing countries rely primarily on FDI as a source of external finance 
because FDI stimulates economic growth more than other sources of capital 
inflows. Particularly, FDI is supposed to be less volatile to offer financial 
resources, transfer of modern technology, market access and managerial know-
how.  Financial resources are largely used to expand productive capacity by 
increasing fixed investment in the host countries, while transfer of technology 
and managerial know-how improves productive capacity.  Furthermore, FDI 
brings various networks such as sales and procurement networks to the host 
countries, which can be used to expand their business opportunities. FDI also 
increases competitive pressures to the local firms that result in an improvement 
in technical and allocative efficiency in the host country. 

UNCTAD (2006) asserts that FDI has the potential to generate 
employment, raise productivity, transfer foreign skills and technology, enhance 
exports and contribute to the long-term economic development of the world’s 
developing countries. Moreover, over some 64000 foreign affiliates of 
transactional corporations (TNCs) generate 53 million jobs. FDI is the largest 
source of external finance of developing countries, and the inward stock of FDI 
in 2000 amounted to around one-third of their GDP, as compared to just 10 
percent in 1980. 
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According to UNCTAD (2000), world FDI inflows grow from an annual 

average of $159 billion over 1986-91 to $865 billion in 1999. FDI inflows as a 
percentage of gross domestic capital formation in the world rose from 2.3 
percent in 1980 to 11.1 percent in 1998. As a result, multinational firms 
accounted for 25 percent of the world’s GDP by 1997.  Approximately three-
quarters of civilian research and development (R & D) and 90 percent of trade in 
technology and technology intensive products are conducted by multinational 
firms [Dunning (1993)].  

It can be argued that economic growth depends on technological 
progress and FDI can play a crucial role because it facilitates technology 
diffusion.1   Zhang (2001) has noted that FDI is likely to be an engine of host 
country’s economic growth, because (i) inward FDI may enhance capital 
formation and employment generation, (ii) FDI may promote manufacturing 
exports, (iii) FDI may bring resources into host country such as, management 
know-how, access of skilled labour to international production networks, and 
established brand names, and (iv) FDI may result in technology transfers and 
spillover effects. In the light of important contributions that FDI delivers to 
both home and host countries, it is useful to analyse its impacts on growth of 
the domestic economy. 

Figure 1 has identified the following linkages between FDI and 
development.  

Fig. 1.  Linkages between FDI and Development* 

Foreign Direct Investment
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*For further detail, see Pradhan (2003). 

                                                

 

1Technology should be interpreted as product, process, distribution, management, marketing 
and so on. 
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Historically, FDI flows in developing countries followed uneven path at 

the beginning of 1980s and then started rising in the subsequent periods. 
Particularly, this flow has increased from $10100 millions in 1986 to $87124 
millions in 1994 [UNCTAD (1985-95)].  The density of FDI has varied 
significantly across countries. Specifically, it ranged from a maximum of 31 
percent of the total FDI received by China to 13 percent by Brazil and to just 
close to 3 percent by India and Venezuela. The FDI inflow in Pakistan was 
$1101.7 millions in 1995-96 and was jumped to $1524 at the end of 2004-05. 
Today, it was around $3020.2 million.  

Hermes and Lensink (2003) has pointed out that the development of 
financial system of the host country is an important pre-condition for FDI to 
have a positive impact on economic growth. The financial system enhances the 
efficient allocation of resources and helps to improve absorptive capacity of a 
country with respect to FDI inflows. A more developed financial system may 
contribute to the process of technological diffusion associated with FDI. It is 
argued that transactional corporations (TNCs) transfer modern technology and 
know-how to their foreign affiliates may depend on capacity to absorb FDI, 
openness to trade and institutional development of the host country. The other 
factors such as rule of law, the degree of corruption, the quality of public 
management, the protection against property rights infringements and 
discretionary government interference is also very important in attracting FDI 
[Nunnenkamp and Spatz (2004)]. 

Like other developing countries, FDI in Pakistan is being widely 
considered as an important vehicle for economic growth. Pakistan has 
introduced a wide range of incentives, congenial for local and foreign 
investors and has increasingly tended to turn to FDI as source of capital, 
technology, managerial skills and market access needed for sustained 
economic development. The country provides a one-window facility for 
setting up business, and foreign investment is fully protected by law, 
including avoidance of double taxation. The outward orientation in policies 
designed by the government to attract more FDI has been accompanied by 
the adoption of policies relating to privatisation and deregulation of 
economic activity and greater reliance on market forces in the country. 
Pakistan’s recent reforms offer unprecedented and conducive business 
environment to all multinational corporations (MNCs). Pakistan is know one 
of those countries in the region whose reforms and economic achievements 
during the last few years have steered the country to a business-friendly 
environment, creating a win-win situation for both investors and consumers. 
Investment in electronics and other high-tech industries is widely seen as 
special desirable in developing countries like Pakistan, providing 
employment opportunities, and boosting exports by increasing production 
and help in modernising the economy. 
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This study makes two main contributions to the empirical literature. First, 

it examines the links between FDI and economic growth by including the role of 
domestic financial sector. As far as Pakistan is concerned, earlier studies 
[Shabbir and Mahmood (1992); Ahmed and Hamdani (2003); Yasmin, et al. 
(2003); Shah and Ahmed (2003); Ahmed, et al. (2003) and Naveed and Shabbir 
(2006)] have not included the financial sector development variable in 
examining the link between FDI and growth. The introduction of financial sector 
indicator is expected to improve and reinforce the link between FDI and 
economic performance, as well as reflect the level of absorptive capability of a 
recipient country in enjoying the benefits embodied in FDI inflows. Second, it 
applies recent econometric techniques of cointegration namely, the bound 
testing approach to cointegration developed by Pesaran, et al. (2001). This 
modeling technique does not require any precise identification of the order of 
integration, whether the variables are I (0) or I (1). 

The remaining sections of the study are as follows. Section 2 discusses 
the theories of foreign direct investment. Theoretical framework of FDI inflows 
and growth is discussed in sector 3. An overview of FDI inflows in Pakistan is 
given in Section 4. Section 5 presents some theoretical models linking FDI and 
economic growth. Section 6 discusses data description and recent econometric 
techniques used in investigating short- and long-run relationships between the 
variables concerned. Results interpretation are discussed in Section 7, while 
some concluding remarks and given in the final section.  

2.  THEORIES OF FOREIGN DIRECT INVESTMENT 

Theories play an important role in shaping legal attitudes both nationally 
and internationally. Theories of FDI assert that the basis for such investment lies 
in the transaction costs of transferring technical and other knowledge.  Three 
important theories of FDI are discussed below.  

2.1.  Neoclassical Economic Theory of FDI  

Neoclassical economic theory propounds that FDI contributes positively 
to the economic development of the host country and increases the level of 
social wellbeing [Bergten, et al. (1978)]. The reason behind this argument is that 
the foreign investors are usually bringing capital in to the host country, thereby 
influencing the quality and quantity of capital formation in the host country. The 
inflow of capital and reinvestment of profits increases the total savings of the 
country. Government revenue increases via tax and other payments [Seid 
(2002)]. Moreover, the infusion of foreign capital in the host country reduces the 
balance of payments pressures of the host country.   

The other argument favouring the neoclassical theory is that FDI replaces 
the inferior production technology in developing countries by a superior one 
from advanced industrialised countries through the transfer of technology, 
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managerial and marketing skills, market information, organisational experience, 
and the training of workers [Kojima (1978)].  

The MNCs through their foreign affiliates can serve as primary channel 
for the transfer of technology from developed to developing countries. The 
welfare gain of adopting new technologies for developing countries depends on 
the extent to which these innovations are diffused locally.  Antonelli (1991) has 
noted that the cost of adoption of technology is affected by following: the 
availability of information about the technology from other users, the 
availability of trained and skilled manpower, the availability of technical 
assistance and maintenance, the availability of complementary equipment and 
software, and the availability of complementary innovations, both technological 
and organisational. Due to the scarce availability of these factors in developing 
countries, the cost of adoption of new technology remains high.  

The proponents of neoclassical theory further argue that FDI raises 
competition in an industry with a likely improvement in productivity [Kojima 
(1978); Bureau of Industry Economics (1995)]. Rise in competition can lead to 
reallocation of resources to more productive activities, efficient utilisation of 
capital and removal of poor management practices. FDI can also widen the 
market for host producers by linking the industry of host country more closely to 
the world markets, which leads to even greater competition and opportunity to 
technology transfer [Bureau of Industry Economics (1995)]. 

It is also argued that FDI generates employment, influences incomes 
distribution and generates foreign exchange, thereby easing balance of payments 
constraints of the host country [Reuber, et al. (1973); Sornarajah (1994); 
Bergten, et al. (1978)]. Furthermore, infrastructure facilities would be built and 
upgraded by foreign investors. The facilities would be the general benefit of the 
economy [Sornarajah (1994)]. 

The Guidelines on the Treatment of Foreign Direct Investment 
incorporates the neoclassical theory when it recognises:2 

… that a greater flow of direct investment brings substantial benefits to 
bear on the world economy and on the economies of the developing 
countries in particular, in terms of improving the long-term efficiency of 
the host country through greater competition, transfer of capital, 
technology and managerial skills and enhancement of market access and 
in terms of the expansion of international trade. 

Kennedy (1992) has noted that host countries became more confident in 
their abilities to gain greater economic benefits from FDI without resorting to 
nationalisation, as the administrative, technical and managerial capabilities of 
the host countries increased.  

                                                

 

2The World Bank Guidelines on the Treatment of FDI are reproduced in Convention 
establishing the International for the Settlement of Investment Disputes (1992). 



 
6

 
The success of the Newly Industrialised Economies3 has been as model of 

other LDCs. The experience of these countries shows that a mix of regulation 
and openness to FDI may become more beneficial to the host country [Chu 
(1989)]. The same position is likely to be held in most of the developing 
countries [Lall (1993)].  

2.2.  Dependency Theory of FDI 

The impact of foreign capital and multinational corporations (MNCs) on 
host countries can be traced back in the writings of the “dependency school”. 
Influential works of this school of thought include the ontology of dependency; 
Karl Marx’s theory on development and underdevelopment; Paul Baran’s 
analysis of economic backwardness and economic growth; Andre Gunder 
Frank’s analysis of the development of underdevelopment; and the writings of 
Samir Amin on unequal development [Fan (2003)].4 

Dependency school theory argues that foreign investment from developed 
countries is harmful to the long-term economic growth of developing nations. It 
asserts that First World nations became wealthy by extracting labour and other 
resources from the Third World nations. It further argued that developing 
countries are inadequately compensated for their natural resources and are 
thereby sentenced to conditions of continuing poverty. This kind of capitalism 
based on the global division of labour causes distortion, hinders growth, and 
increases income inequality in developing countries. Hence, Third World 
nations must develop independently without depending on foreign capital and 
goods. 

The influence of the dependency theory peaked in the 1970s; many 
authors advocated that dependency theory provided some useful qualitative 
methods to restrict foreign capital. Various countries adopted dependency theory 
perspectives in the 1970s, including East Asian and Latin American countries. A 
number of these countries adopted import substitution strategy and demonstrated 
a hostile attitude toward foreign investment. These policies had harmful effects 
on these economies [Hein (1992)].  During 1970s and 1980s East Asian 
countries also shifted their attention from dependency theory to more liberal 
policies to attract foreign investment.  

2.3.  Industrialisation Theory on FDI and Spillover Effects 

The standard neoclassical model developed by Heckscher and Ohlin    
(H-O) based on the restrictive assumptions about the immobility of factors of 
production and identical production functions across countries, assumed that no 
international difference existed at the technological levels. However, H-O model 

                                                

 

3 South Korea, Taiwan, Hong Kong and Singapore. 
4See Ghosh (2001) and Brewer (1990) for reviews. 
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fails to mention technology transfer and spillover effects of the MNCs. The 
neoclassical portfolio theory also considered MNCs simply as arbitrageurs of 
capital. Capital under neoclassical portfolio theory is seen to flow from countries 
where returns are low to those where they are higher. This theory does not 
distinguish between the role played by portfolio and FDI capital inflows 
[Dunning and Rayman (1985); Teece (1985)]. Hymer (1976) draws attention to 
the neglected aspects of MNC’s role as global industrial organisations. His 
major contribution was to shift the attention away from neoclassical financial 
theory. He maintained that FDI is more than a process by which financial assets 
are exchanged internationally and involves international production. 
Furthermore, FDI represents not simply a transfer of capital, but the transfer of a 
“package” in which capital, management, and new technology are combined. He 
characterised FDI as international industrial organisation theory. 

Caves (1971) and 1974) and Kindleberger (1984) extended the industrial 
organisation theory of FDI by emphasising the behaviour of the firms that deviate 
from perfect competition as the determinants of FDI. They are of the view that in 
comparison to the domestic firms, MNCs face a number of problems such as 
geographical distances in managing enterprises, linguistic, and cultural barriers.  
When a firm undertakes FDI in a foreign country, it must posses some special 
ownership advantages over domestic competitors. Such advantages include 
marketing and management skills, brand names, patent-protected superior 
technology, cheaper source of financing, preferential access to markets and 
economies of scale [Haque (1992)]. Unlike portfolio investment, FDI entails a cross-
border transfer of a variety of resources including, process and product technology, 
managerial skills, marketing and distribution know how, and human capital. 
However, earlier theorists neither calculated the benefits and costs of technology 
transfers, nor analysed their impacts on a host country via spillover effects. 

Koizumi and Kopecky (1977) modeled FDI and technology transfer using 
a partial equilibrium framework to analyse technology transfer from a patent 
firm to its subsidiary. Their analysis implied that an increase in a country’s 
saving ratio would reduce foreign capital and through its effects on technical 
efficiency, reduce its steady state capital intensity. 

Findlay (1978) constructed a model to examine the relationship between 
FDI and technological change in a backward region. The model assumed that 
the rate of technological diffusion from the advanced to a backward country 
depends on two factors: (a) the rate of technological progress in a backward 
region is an increasing function of technology gap between the advanced 
regions; therefore, the larger the technological gap between the foreign and the 
domestic firms, the larger the spillovers;5 (b) technological diffusion is similar to 

                                                

 

5This argument is based on the Gerschenkron’s hypothesis (1962), which states that the 
greater the relative disparity in development levels between a backward country and an 
industrialised country, the faster the catch up rate [Fan (2003)]. 
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the spread of a contagious disease, therefore, technology is most efficiently 
diffused when there is a personal contract between those having knowledge of 
the innovation and those who adopt it. 

These arguments have led to the hypothesis that technological progress in 
a backward region increases with the opening up to FDI. Findlay further 
demonstrated that besides technology, saving propensity, tax rate of foreign 
profit and backward dependency on foreign capital are important factors that 
determine the transfer of technology from an advanced country to a backward 
region. He concluded that foreign investment helps in increasing the rate of 
technical progress in the host country through a “contagion effect” from the 
more advanced technology and the adoption of management practices used by 
the foreign firms. 

Das (1987) analysed the transfer of technology from patent firm to its 
subsidiary by utilising the price-leadership model of oligopoly. He argued that 
domestic firms learn from MNCs and become more efficient.  This increase in 
efficiency among domestic firms is assumed to be exogenous and costless. 
The rate of increase in efficiency is positively related to the activities of the 
MNC’s subsidiary. He concluded that MNC benefits from the technology 
transfer from its patent company and the host country benefits are 
unambiguous. However, the behaviour of the local firm is still not explicitly 
taken into account in this model.  

Wang and Blomstrom (1992) developed a model which emphasised that 
international transfer of technology through MNCs takes place due to the 
interaction between host country firms and foreign subsidiaries.  The model 
assumed that foreign subsidiaries and domestic firms could take their own 
investment decisions to maximise the profit.  Both firms solve their individual 
dynamic optimisation problems subject to the other’s actions in the context of 
game theory. 

Solving the dynamic optimisation problem, they concluded that:6 

 

Technology transfer from a parent company to a subsidiary is 
positively related to the level and cost efficiency of a domestic firm’s 
learning investment.  

 

The lower is the subsidiary’s discount rate the more rapid would be the 
technological transfer. The higher is operational risk the more reluctant 
foreign firms will be to transfer technology. 

 

Technology transfer is proportional to the size of the technological gap. 
The less costly the technology spillovers from the parent to subsidiary 
firms, the faster would be the technology transfer. 

                                                

 

6See for example, Fan (2003), p. 39. 
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3. THEORETICAL FRAMEWORK OF FDI FLOWS AND GROWTH 

There is a considerable body of literature emphasising the positive impact 
of FDI on economic growth.7  FDI helps in increasing capital formation and 
economic growth by introducing new technologies such as new production 
techniques, managerial skills, ideas, and variety of new capital goods.8 The 
literature suggests that the growth rate of LDCs depends heavily on developed 
countries. By adopting new technologies and ideas, LDCs may catch up to the 
level of technology in developed countries. 

During the 1960s and 1970s, the impact of FDI on growth was presumed 
to be negative and growth retarding for host LDCs. The perceptions about 
MNCs regarding development linkage were more ideological and historical than 
based on the rational economic theory [Caves (1982); Lall (1993)]. One of the 
important functions that FDI can perform in a poor country is to supplement the 
meager domestic savings and hence allow the host country to achieve a higher 
level of capital formation. This raises the growth performance of the poor 
country by utilisation of resources that would have remained unutilised 
otherwise. However, the contemporary theoretical thoughts of 1960s and 1970s 
do not share this optimism from FDI.  

Singer (1950) argued that the contribution of foreign investment in the 
growth process of a poor country has been largely unfortunate because of the 
following reasons: firstly, it removed most of the secondary and cumulative 
effects of investment with respect to income, employment, capital, technical 
knowledge and growth of external economies from the country in which the 
investment took place to the investing country. Secondly, it promoted the 
specialisation of LDCs along the lines of static comparative advantages, offering 
less scope for technical progress, and without a significant impact on the general 
level of education, skill, way of life, inventiveness, habits, creation of new 
demands etc. Thirdly, factors that had significantly reduced the benefits of 
foreign trade-cum-investment to poor countries were the export specialisation on 
food and raw materials. The hypothesis of secular deterioration of terms of trade 
has been advanced to show how LDCs was constrained in the long run. 

Another concern invoked in the late 1970s is the problem of transfer 
pricing by which MNCs transfer undisclosed remittances and profits so that the 
host countries do not gain significant economic benefits from FDI [Lall (1993)]. 
Further, transnational corporations (TNCs) due to their large size, reputation etc. 
gain easy access to local savings which may crowed out domestic investments 
[Hood and Young (1979)].  

                                                

 

7For a comprehensive survey of literature see De Mello (1997) and World Bank (2001). 
8In the new growth literature technology became an important pillar of economic growth 

[Grossman and Helpman (1991); Barro and Sala-i-Martin (1995)]. 
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In contrast to the earlier periods, 1980s and 1990s saw a more liberal 
view about the role of MNCs in the process of development. An era of structural 
adjustment and competitive outward orientation among the LDCs marked by 
liberalisation of trade, FDI, exchange rate regimes, and acceleration of fiscal 
reforms, has put TNCs as leading international market actors into the centre of 
economic development [WIR (1992)].9  The role of FDI in has become very 
critical in the developing countries in the recent years because with the decline 
of official financing and the instability of private financial flows, FDI is seen as 
a solution to the problem of resource gap and external financing [TDR (1999)].10 

Furthermore, the sources of growth are becoming less material-intensive and 
more skill, knowledge and technology-intensive, and FDI acts as a vehicle of 
international knowledge and technology. 

In order to understand the link between FDI flows and economic growth, 
it is necessary to review the existing theories of investment and growth and then 
relate them to FDI inflows and translate their impacts on economic growth. The 
theoretical rationale of the FDI flows and growth is based on the Harrod-Domar, 
neoclassical and endogenous growth models. The pioneering growth model such 
as Harrod (1939) and Domar (1946) explained that capital formation raises the 
standards of living, which in turn results in higher growth. Harrod-Domar model 
basically compares the natural growth rate and warranted growth rate. It 
emphasises that natural growth rate as a result of increase in labour force in the 
absence of technological change as compared to the warranted growth rate, 
which depends on the savings and investment habits of households and firms. 
However, the Harrod-Domar model examines the long-run problems of the 
economy by using the short-run tools. Harrod-Domar model was criticised by 
the neoclassical economist Solow (1956) due to its assumption of fixed 
proportion of factors of production and substitutability between labour and 
capital. Solow argued that capital formation increases labour productivity in a 
dynamic process of investment growth.  He accepts the assumptions of the 
Harrod-Domar model of long-run growth without any fixed proportion. Solow 
considers an economy that combines capital and labour to produce a single 
homogenous commodity through savings, which are proportional to income and 
labour productivity. Knowledge has been considered as an important input in the 
production process in the Solow model.  

In traditional neoclassical Solow-type models of growth, with 
diminishing returns to physical capital, and exogenous technological change, 
FDI cannot affect the long-run growth rate. These theories predict that countries 
with the same preferences and technology will converge to identical levels of 
income and asymptotic growth rate subject to the absence of international 
capital mobility. Factor mobility enforces this prediction that capital always 

                                                

 

9WIR stands for World Investment Report. 
10TDR stands for Trade and Development Report. 
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flows from capital abundant countries to where it is scarce. This leads to long-
run equilibrium with the equalisation of capital-labour ratio and factor prices. 

However, the endogenous growth theories that emerged in the mid-
1980s11 expanded the role of capital to include knowledge as a central element 
of capital in addition to plant and equipment. Furthermore, unlike the 
neoclassical growth theories, the new growth theories focused on the creation of 
technological knowledge and its transmission: innovation and imitation efforts 
that respond to economic incentives are considered to be a major engine of 
growth; therefore, it emphasises the role of R&D, human capital accumulation, 
and externalities [Lucas (1988); Romer (1990)].   

Regarding the international diffusion associated with the trade in goods, 
Helpman (1993) discussed the implications of international capital movements 
in the context of endogenous growth, focusing on how economies of scale 
interact with free capital movement. He observed that there may be 
agglomeration effects in capital accumulation where the externalities come from 
the capital stock. Technology transfer along with FDI is an explicit element in 
Helpman’s discussion; he stressed the need for more thorough treatment of 
MNCs with respect to growth. 

Wang (1990) builds a dynamic two-country model to examine the 
interaction between growth and international capital movement. He links perfect 
capital mobility into two regions. According to him, human capital plays a 
crucial role in determining the effective rate of return for physical capital which 
affects the direction and magnitude of international capital movements.  The 
model predicts that the steady-state income gap is narrowed by an increase in 
the growth rate of human capital and the technology diffusion rate in the LDCs. 
Wang also argued that FDI facilitates technological change, and hence increases 
the rate of income growth.  

Walz (1997) incorporates FDI into endogenous growth framework where 
MNCs play a critical role with respect to growth and specialisation patterns. He 
applied trade-related international knowledge spillovers in Grossman and 
Helpman’s (1991) model to FDI and concluded that knowledge spillover of 
MNC’s activities make innovations in the low wage country profitable. 
Furthermore, allowing for imitation in the LDC, the indirect transfer of 
technology through FDI stimulates active R&D and growth. Therefore, he 
predicts that policies promoting FDI will lead to faster growth. 

Models using endogenous growth theory framework primarily focused on 
the transfer of technology from parent country to subsidiaries. Technology 
spillover is assumed to be proportional to the presence of FDI in the host 
country.  

                                                

 

11The endogenous growth theories have been developed by Romer (1986), Lucas (1988) and 
Rebelo (1991). 
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Studies in the literature emphasising the positive impact of FDI on growth 
suggest that FDI not only increases the domestic capital formation but also 
enhances economic growth by introducing new technologies, such as new 
production processes and techniques, managerial skills, ideas and new varieties 
of capital goods. However, economic growth in LDCs depends on their ability to 
adopt and implement new technologies, especially in the catching-up process. 

New technologies may become available to LDCs through various 
sources such as domestic R&D activities, imports of capital goods and 
equipments, buying technologies through licensing or franchising or FDI. 
However, the developing countries are generally faced with many internal and 
external constraints that are not congenial to local R&D activities, including 
their usually pronounced institutional backwardness. For LDCs it is very 
difficult to procure technologies via external arms length transactions such as 
franchising and licensing as industrialised countries are increasingly reluctant to 
transfer their technology. Thus for developing countries FDI is the most 
important channel through which adoption and implementation of new 
technologies can take place.12 Campos and Kinoshita (2002) examine the effect 
of FDI on growth in a set of developing countries and find that only when the 
FDI is in the form of pure transferred technology there exist positive and 
significant impact on growth. Balasubramanyam et al. (1996) examine whether 
the role of FDI in enhancing growth is affected by the trade policy regime in a 
country. They find that a country having an outward trade policy encourages 
competition from both the international trade and domestic sources and hence 
R&D and investment in human capital is consistent with the endogenous growth 
theory. 

De Mello (1999) has pointed out that the impact of FDI on economic 
growth is expected to be twofold. First, growth is achieved through capital 
accumulation in the host country. The inflow of FDI may increase the stock of 
domestically available physical capital and thus the economic growth of the 
recipient country.  In this case, the increase of physical capital thorough FDI 
might have only transitory impacts on the economic growth of the recipient 
country. FDI can also be growth enhancing by encouraging the adoption of new 
ideas and equipments, and also of foreign technologies in the production 
function of the recipient country [Borensztein, et al. (1998)]. However, it is 
important to note that this theoretical argument is based on the premise that FDI 
complements domestic investment. New technologies embodied in FDI might 
accelerate technological obsolescence of traditional technologies used in 
developing countries and thus crowd out domestic investment and decreases 
domestic savings. It can temporarily lower economic growth rate. In this 
context, Lipsey (2000) finds that inward FDI is negatively related to domestic 

                                                

 

12FDI is also often a preferred mode of entry for foreign firms if they have firm-specific 
assets and try to internalise them through intra-firm transactions. 
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investment in the OECD countries. Second, FDI affects economic growth 
through knowledge transfers and augmentation of existing stock of knowledge 
in the recipients economy. It also affects growth through labour training and 
skill acquisition. The larger the accumulated knowledge, the faster the 
technological progress because the cost of innovation falls as the level of 
knowledge increases [Campos and Kinoshita (2002); Findlay (1978); Wang 
(1990)]. Balasubramanyam, et al. (1996) point out that new ideas and 
entrepreneurial skills embedded in FDI are diffused through the introduction of 
alternative management systems and organisational arrangements. FDI can also 
be expected to promote technological upgrading without any physical capital 
accumulation through start-up, marketing, and licensing agreements; 
management contracts; and joint ventures [De Mello (1999)]. 

It can also be argued that the absorptive capacity of the host country 
affects the volume and type of FDI inflows. The type of FDI depends on 
institutional factors, such as, the recipient country’s trade regime, legislation, 
political stability and scale factors, such as balance of payment constraints and 
the size of the domestic market for goods produced through FDI.  

Empirical findings of the relationship between the FDI and economic 
growth in the developing countries are of diverse in nature, though the 
relationship has received less than adequate attention until recently.  Blomstrom, 
et al. (1992) conclude that the growth of income per capita in developing 
countries has a positive relationship with the average of the FDI inflows to GDP 
ratio.  Borensztein, et al. (1998) find that FDI alone has a negative impact on the 
economic growth. The joint effect of FDI and human capital accumulation on 
growth is positive only when it is coupled with human capital accumulation as 
proxy for the absorptive capacity of developing host countries. They further 
argued that FDI might have higher productivity than domestic capital through 
positive spillover effects and thus crowding in domestic investment. 

De Mello (1999) found less uniform impact of FDI on economic growth 
in a group of industrialised and developing countries. The study concluded that 
growth-enhancing effects of FDI depend on the relationship between FDI and 
the domestic investment.    

Foreign Direct Investment and Domestic Financial Sector 

Schumpeter (1911) recognised the importance of well-developed financial 
intermediaries in enhancing technological innovation, capital accumulation, and 
economic growth almost a century ago. It can be argued that well-functioning 
financial markets by lowering the costs of transactions, ensures that capital is 
allocated to the projects that yield the highest returns, and therefore enhances 
growth rate [Goldsmith (1969); MacKinnon (1973) and Shaw (1973)]. 
Furthermore, as MacKinnon stated that the development of financial markets is 
necessary and sufficient to foster the adoption of best-practice technologies and 
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learning by doing process.  Limited access to credit markets restricts 
entrepreneurial development.  If entrepreneur adopts new technologies made 
available by FDI, then the absence of well-developed financial markets limits 
the potential positive FDI externalities [Alfaro, et al. (2004)].  The empirical 
evidence on the theoretical framework of the interaction between financial 
markets and economic growth is ample. King and Levine (1993, 1993a) and 
Beck, et al. (2000) suggest that financial systems are important for both 
productivity and development. Levine and Zervos (1998) show that 
development of all financial institutions exerted positive influence on economic 
growth. Rajan and Zingales (1998) found that financial development reduces the 
cost of external finance to the firm, thereby promoting growth. Wurgler (2000) 
shows that even if financial development does not lead to higher levels of 
investment, it seems to allocate existing investment better and, hence, promote 
economic growth.  The economies with well-developed financial markets are 
able to benefit more from FDI in promoting their economic growth.  Alfaro, et 
al. (2004) has pointed out that an improvement in the efficiency of the domestic 
financial sector tends to reduce the threshold level of entrepreneurship. This 
implies that an improvement in the efficiency of the financial sector increases 
the social marginal product of FDI. Furthermore, the better financial markets 
can enhance the effects of FDI on output. In practice, financial markets affect 
both the financing of investment and day-to-day business activities. Hence, well-
efficient domestic financial markets encourage entrepreneurial activities and 
output, and attract more FDI.  

The recent work on endogenous growth model has focused the role of 
domestic financial sector as a mechanism in transferring the technology level 
between international capital inflows and economic growth [World Bank 
(1989); Levine (1997) and Liu (1998)]. A well-developed financial system may 
contribute to economic growth through two main channels. On the one hand, it 
mobilises savings, which may increase the volume of resources available to 
finance investment. One the other hand, it monitors investment projects, 
lowering information acquisition costs and increases the efficiency of on going 
projects [Greenwood and Jovanovic (1990); Levine (1991) and Saint-Paul 
(1992)].13  A well-developed financial system can help to mobilise savings and 
monitors investment projects, which in turn, contribute to higher economic 
growth. 

The financial system in general and specific financial institutions in 
particular, may help to reduce risks associated to upgrade existing technology or 
adoption of new technologies introduced by the firms. Thus, the financial 
institutions positively affect the speed of technological innovation, thereby 
enhancing economic growth [Huang and Xu 1999)]. Further, the technological 

                                                

 

13For detailed discussion, see Levine (1997). 
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spillover can take place when domestic firms are willing to invest in order to 
upgrade their own technology or adopting new technologies based on 
demonstration effect, competition effect, linkage effect or training effect.  
Hermes and Lensink (2003) argue that the development of the domestic 
financial system of the recipient country is an important precondition for FDI to 
have positive impact on economic growth. The financial system enhances the 
efficient allocation of resources and helps to improve the absorptive capacity of 
a country with respect to FDI inflows. A more developed financial system may 
contribute to the process of technological diffusion associated with FDI. 
Moreover, Alfaro, et al. (2004) and Choong, et al. (2004) argued that the 
economies with better-developed financial markets are able to benefit more from 
FDI to promote their economic growth. They further emphasise the role of 
financial institutions and argued that the lack of development of local financial 
markets can limit the ability of economy to take the advantage of potential FDI 
spillovers.  Durham (2004) also observed that the deeper financial systems 
absorb capital inflows such as, equity foreign portfolio investment (EFPI), and 
even FDI more effectively especially in the case of fungible flows. Thus, we 
conclude that a well-functioning financial system promotes higher economic 
growth by absorbing the benefits embodied in the foreign capital flows, 
especially in the form of FDI [Hermes and Lensink (2003); Alfaro, et al. (2004); 
Choong, et al. (2004) and Durham (2004)].  

4. AN OVERVIEW OF FDI INFLOWS IN PAKISTAN 

The higher level of saving and investment is necessary to increase the rate 
of capital formation. However, in developing countries the level of domestic 
savings falls below the desired level because of low per capita income. In the 
case of Pakistan, domestic savings account for less than 20 percent of the GDP. 
This gap between domestic savings and desired level of investment can be filled 
by the transfer of resources from outside. FDI is one of the most important 
sources.  To increase the level of foreign capital inflows, liberalisation of trade 
and investment regime by relaxing controls and offering financial and trade 
incentives like tax concessions and tariff reductions should be needed. 
Furthermore, host country should pursue active liberalisation policies to 
overcome trade deficit, and encourage investment in export-led sectors. To 
ensure that FDI stimulates domestic economic activity, the host country should 
make it mandatory for the foreign investor to use a certain amount of locally 
made inputs in the production of final goods.  The domestic policies opted by 
the host countries have an important influence on the decisions of foreign 
investment.  To attract FDI, the host country should adopt concrete and investor 
friendly policies, strong infrastructure are the pre-conditions to restore the 
confidence of foreign investors.  
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After following somewhat restrictive economic policies, the government of 
Pakistan initiated market-based reforms in the 1990s. These reforms included 
gradual liberalisation of trade and investment regime by providing various trade and 
fiscal incentives to foreign investors through tax concessions, credit facilities, tariff 
reduction and easing foreign exchange controls [Khan (1997)]. In the early 1990s, 
the government undertook a number of policy and regulatory measures14 to improve 
the business environment in order to attract foreign investment [Anwar (2002)]. In 
order to encourage FDI, restrictions on capital inflows and outflows were gradually 
lifted. Foreign investors were allowed to hold 100 percent of the equity of industrial 
project a repatriable basis without any prior approval. Furthermore, investment 
shares issued to non-residents could be exported, and remittance of dividends and 
disinvestments proceeds was permissible without any prior permission of State Bank 
of Pakistan (SBP).  In 1994, restrictions on some capital transactions were partially 
relaxed, and foreign borrowing and certain outward investments were allowed to 
some extent. Full convertibility of the Pak-rupee was established on current 
international transactions. The establishment of an interbank foreign exchange 
market also marked an important step towards decentralising the management of 
foreign exchange and allowing market forces to play a greater role in exchange rate 
determination. 

Pakistan’s foreign investment regime mainly consists of three 
components. (i) regulatory, (ii) economic, and (iii) socio-political. Regarding 
privatisation and deregulation, Pakistan has opted very liberal regulatory regime. 
The regulatory framework for foreign investment consists of three laws 
facilitating and protecting foreign investors; (i) Foreign Private Investment 
(Promotion and Protection) Act 1976, (ii) Furtherance and Protection of 
Economic Reforms Act 1992, and (iii) Foreign Currency Accounts (Protection) 
Ordinance 2001. In addition Bilateral Agreements include: investment 
protection with 43 countries and avoidance of double taxation with 51 countries. 
To protect the intellectual property rights (IPRs), Pakistan has also updated IPR 
laws to bring them in compliance with international requirements particularly, 
those mandatory under the Agreement on Trade Related Intellectual Property 
Rights (TRIPS) of the WTO. The salient features of the Pakistan’s regulatory 
regime are:15 

                                                

 

14These measures includes (a) removal of the requirement of government approval of 
foreign investment, (b) permission of foreign equity participation of up to 100 percent, (c) 
permission to negotiate the terms and conditions of payment of royalty and technical fees suited to 
foreign investors for transferring technology, (d) liberalising of foreign exchange regime, (e) 
permission of remittances of principal and dividends from FDI and portfolio investment including an 
extensive set of fiscal incentives and allowances to foreign investors, (f) convertibility of Pak-rupee 
from July 1994, (g) liberalisation of import policy, and (h) opening up the sectors of agriculture, 
telecommunications, energy and insurance to FDI in 1997. 

15For further detail, see Zaidi (2004). 
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Freedom to bring, hold and take out foreign currency from Pakistan in 
any form. 

 
Privatisation of an enterprise is fully protected. Neither it can be re-
nationalised, nor can the government take over any foreign enterprise. 

 
Original FDI as well as profits earned can be repatriated to the country 
of origin. 

 
Equal treatment is provided to the foreign investor and local investor in 
terms of import and export of goods. FDI is not subject to taxes in 
addition to those levied on domestic investment. 

 

Foreign currency accounts are fully protected and they cannot be 
frozen. 

 

All the economic sectors16 including services sector are open to FDI, 
foreign equity up to 100 percent is allowed in all sectors. However, 
foreign equity up to 80 percent is allowed in agriculture sector. 

 

There is no lower limit on the size of FDI in manufacturing sector. 
However, in services, infrastructure and social sectors the minimum 
amount of foreign equity investment is $0.3 million.  

 

No government sanction is required to set up any industry, in terms of 
field of activity, location, and size, except arms and ammunitions, high 
explosives, radioactive substances, security printing, currency and mint 
and alcoholic beverages.  

 

No double taxation on income earned by foreign investors. 

 

Pakistan has also rationalised its tariff regime. Custom duty on import 
of most of the primary raw material is not more than 5 percent, while 
on the imported machinery is between 0 and 10 percent. 

 

Copyright law has been amended while laws regarding patents; 
industrial designs and trademarks have been re-enacted. 

 

There is no requirement for obtaining no objection certificate (NOC) 
from provincial governments for locating the project anywhere in the 
country except in areas that are notified as negative areas. 

But due to the inconsistency of government policies, the level of FDI 
remained low as compared to other developing countries.  

Pakistan has received comparatively higher amount of FDI over the past 
two decades due to its market-oriented investment policies and enabling 
environment for investment. FDI inflows to Pakistan can be explained in terms 
of its size and percentage of gross domestic product (GDP). Due to inconsistent 
policies, the flow of FDI was insignificant until 1991. However, the flow of FDI 
steadily increased in the post-liberalisation period. Actual inflows of FDI to 
Pakistan have increased from $119.6 million in the 1975-79 to $3299.8 millions 

                                                

 

16Except for some sectors of strategic importance. 


