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Abstract 
 

This paper examines the causal impact of foreign direct investment (FDI) inflows on 

industrialization vis-a-vis the impact of control of corruption and political stability in 

80 developing countries. Using dynamic panel data analysis, System GMM, the 

estimates show that an increase in foreign direct investment (FDI) inflows by 1 

percentage point will increase the rate of industrialization by 0.11 percentage points. 

Furthermore, political stability is a potential mechanism to advance FDI's impact on 

industrialization as the interaction between FDI and political stability measures 

enhances the estimated impact to a significantly higher rate at 0.15 percentage 

points. Based on these findings, policymakers are advised to institute reforms aimed 

at removing hindrances to foreign investments, especially, the political architecture 

should be strengthened to ensure stability, reduce violence incidences, and control 

corruption. Scaling up industrialization, policymakers confront numerous policy 

choices and concerns to leverage attracting FDI inflows.     
Keywords: Foreign Direct Investment, Industrialization, Control of corruption, 

Political stability, and System GMM 

================================================== 

Introduction  
The increasing interdependence among nations and growing cross-border investment 

are crucial for inclusive and sustainable growth in contemporary global economy. 

Foreign direct investment (FDI) inflow, remains one of the most debated policy 

issues among policymakers and researchers in developing countries (DCs). There is 

a large volume of literature focusing on FDI, its impacts on economic growth and 

development, its determinants, and local absorptive capacity to support gains from 

FDI inflows. However, few studies exist on the investigation of the impact of FDI on 

industrial development in developing countries. Neoclassical theorists predict 

increasing industrial development in developing countries as interdependence and 

cross-border investment across the globe continue unabated (Porter, 1998; Bhagwati, 

2002). Emma (2002) described FDI as not just a process by which assets are 

exchanged internationally but also as an international production process that 
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represents a transfer of package in which capital, management, and improved 

technology are combined.  

One of the current concerns in developing countries is to what extent FDI inflows 

can support industrialization and policymakers are cautious to support foreign direct 

investment. It is the intention of this paper to examine the impact of FDI inflows on 

industrialization in a panel of 80 countries spanning over a period of 16 years (2005-

2020) and to confirm the validity of the view of the optimists like the neoclassical 

economists that see developing countries benefiting from participating in the global 

market for FDI and to contribute to the literature on this topical debate among 

policymakers, economists, and political researchers in developing countries.  

Studies by Akkemik (2009), Dahlman (2009), and Di Maio (2009) affirmed that East 

Asia benefited tremendously from FDI’s positive externalities and attributed the 

industrial transformation of the region to FDI inflows. Several other studies, 

including Chen et al., (2015), Dong et al. (2011), and Borensztein et al., (1998), 

found that host countries could benefit from FDI through different channels, such as 

forward and backward linkages and technology transfers. Markusen and Venables 

(1999) and Rodriguez (1996) have shown theoretically that FDI could be a catalyst 

for industrialization. However, other strands of literature have suggested that FDI 

can have a debilitating impact on the industrialization process due to the growing 

competitive pressure that is capable of crowding out domestic firms (Kriaa et al. 

2017; Gui-Diby and Renard 2015; Barrios et al. 2005; Konings 2001). 

 

Studies of this nature are grounded in endogeneity and in this paper, endogeneity is 

addressed by adopting a dynamic panel data analysis, System Generalized Method 

of Moment (System GMM). System GMM has been proven in many empirical 

works to produce efficient estimates, as it uses both within-group variations in the 

data to instrument for the endogenous variable. Roodman (2009) which is an 

extension of Arellano and Bover (1995), used first-difference transformation of the 

data to eliminate the unobserved individual-level effects, and lagged levels of the 

variables used as instruments for the first-differenced variables. It is an approach 

that exploits the orthogonality conditions between the instruments and the error term 

and allows for a consistent estimate of the parameters. 

 

The data for the analysis were extracted from the World Development Indicator 

(WDI) and the Worldwide Governance Index (WGI), both publicly available and 

accessible through the World Bank Group datasets. The approach adopted in this 

study is step-wise as three different econometrics techniques were used. Two of 

these were regarded as baseline comprising of ordinary least square (OLS) and the 

fixed effect (FE) models, the results of which were presented in Table 3 and 4 

respectively. The system GMM estimates in Table 5 show that FDI inflows 

positively influenced the rate of industrialization. Specifically, an increase in FDI 

inflows by 1%point increases industrialization by at least 0.11% points.  The impacts 
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increased to 0.15% points when an interaction between FDI and political stability is 

considered. While the result indicates that FDI has a significant impact on 

industrialization, the impact of other factors such as market size, labour 

participation, import and export, inflation, and institutional factors cannot be 

underestimated and should be given adequate attention to maximize the benefits 

from FDI inflows. 

 

This study addresses a noticeable gap in the literature by controlling for control of 

corruption and political stability in the host countries as two critical institutional 

variables that could significantly influence the impact of FDI on Industrialization. 

Specifically, the study empirically unfolds the impacts of FDI on industrialization in 

80 randomly selected middle-income level developing countries and provides 

answers to two important questions. First, do FDI inflows impact industrial 

development in developing countries? Second, to what extent can control of 

corruption and political stability influence the impact of FDI on industrialization in 

developing countries?  

 

The study is structured into five sections. The first section is this introduction which 

presents the background to the study; the purpose of the study; the research 

questions and the objectives. Section two is a literature review; it reviews the 

theoretical perspectives and empirical evidence on FDI inflows in developing 

countries and its impact on their development in recent years. Section three 

describes the methodology adopted in the study; it presents the research design and 

approach, data sources and analysis techniques, limitations, and potential biases. 

Section four presents and discusses the results of the analysis and interprets the 

estimated parameters, while Section five concludes the discourse and makes 

recommendations. 

 

Literature Review 

To begin with, industrialization can be defined on the basis of national accounts 

indicators, and employment indicators. It is an increase in value-added of the 

manufacturing sector as a percentage of GDP (Chandra, 1992). In this regard, the 

realization of industrialization implies faster growth recorded in the manufacturing 

sector compared to other sectors. Echaudemaison (2003) opined that 

industrialization is observed through the increasing share of the secondary sector in 

terms of employment and GDP. It could be deduced that the analysis of the impact 

of FDI on industrialization can be illustrated from two different angles such as: (i) 

one based on key components of the supply and use table (SUT) of the economy and 

(ii) a second based on the impact on the sectorial distribution of jobs.  
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i. Theoretical Perspectives on FDI and Industrialization  
To provide insight into the mechanism and dynamics underlying the complex 

relationship between FDI and industrialization, three prominent theoretical 

perspectives including Neoclassical, Dependency, and Technology Spillover theories 

are reviewed: 

Neoclassical theory such as in Hosseini (2005) emphasizes the positive 

contributions of FDI to the economic and social development of the host countries as 

well as the role of market forces and efficiency in driving industrialization. It views 

FDI as a response to market imperfections, such as differences in factor endowments 

and market failures. The theory opines that FDI flows from capital-rich developed 

countries to labour-abundant developing countries, seeking lower production costs 

and higher profits (Dunning, 2000; Borensztein, 1999). According to Hermes 

(2003), developing countries require the advanced technologies produced by 

developed countries to enhance their industrial capacity and development and FDI 

remains the doorway to industrialization. As one of the notable neoclassical theories, 

endogenous growth theory emphasizes the role of technology in economic growth.  

 

Dependency theory, on the other hand, looks at the structural inequalities and power 

imbalances between developed and developing countries (Gosh, 2001). This school 

of thought sees FDI as a tool for the domination and exploitation of developing 

countries by the imperialist using multinational companies to perpetuate economic 

deprivation. They argued that FDI can perpetuate a pattern of underdevelopment by 

reinforcing the dependence of developing countries on foreign capital, technology, 

and markets, thereby hindering efforts to build a self-sustaining industrial sector. 

Ghosh, (2001) and Brewer, (1990) provided insight into this theory by reviewing the 

ontology of dependency; Karl Marx on development and underdevelopment, and 

others.  

 

The third perspective is the technology spill-over theory (Jovorcik, 2014) focuses on 

the potential knowledge and technology transfer from foreign investors to domestic 

firms via FDI which can stimulate industrial development by facilitating the 

diffusion of advanced technologies, managerial expertise, and best practices. 

Technological spillover happens in various means and channels, including backward 

linkages to domestic suppliers, training and skill upgrading of local workers, and 

demonstration effects that inspire domestic firms to effectively harness and adapt 

foreign technology. Empirical evidence suggests that FDI can generate technology 

spillover for domestic firms, especially through forward and backward linkages 

(OECD, 2014; Liu, 2008; and Javorcik, 2014). 

 

ii. Empirical Review on the Impact of FDI on Industrialization in DCs 
The discourse around the impact of FDI on industrialization in developing countries 

is yet to be concluded. Soreide (2001) affirms that FDI can reinforce 
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industrialization through technology transfer and industrial restructuring. Overall, 

the assumption behind the assertion that FDI fosters industrialization is associated 

with its positive externalities including technology transfer, the introduction of new 

processes and expertise in complex aspects of product development, job creation, 

productivity gains, and improved market access. All of which can promote the 

expansion of the industrial sector in terms of output and employment.  

According to Markusen and Venables (1999), the impacts of FDI on industrialization 

in the host economy depend on two different effects including the competition and 

linkage effects. The competition effect evolves from the substitutable products 

produced by both local and foreign firms. The size of the effect increases with the 

size of the surplus of products present in the market as compared to the initial supply 

of the products before the foreign firms entered the market and decreases with the 

productivity of the local firms. Linkage effects, on the other hand, connect local 

suppliers with foreign firms. Specifically, if the intensity of usage of local inputs by 

foreign firms is lower compared to that of local firms, the exit of local firms 

producing final goods will be followed by the closure of domestic firms producing 

intermediate goods because the demand for their products will decline. 

 

Chuang and Hsu (2004) investigated the relationship between FDI, trade, and spill-

over efficiency in China’s manufacturing sector and found the presence of foreign 

ownership to positively influence domestic firms’ productivity. Moreover, the 

Chinese economy has benefited in terms of access to information and new 

technology which aided its output growth and enhanced its shares in global trade. 

Similarly, Barrios, Gorg, and Strobl (2005) studied the impact of FDI on domestic 

firms in Ireland and reported a positive and significant impact on domestic firms. 

They used Irish plant-level data from 1965 to 1970 and discovered that an increase 

in FDI enhances the concentration of firms in the industry. In another study, Kang 

and Lee (2011) investigated the role of FDI on industrialization, using the share of 

manufacturing employment in total employment and reported that inward FDI 

promotes industrialization while outward FDI produces opposite results for OECD 

countries. Also, in the study of China’s East, Middle, and West regions, Daiyuel et 

al. (2012) examined the role of FDI on industrialization and found that FDI 

significantly influenced industrialization in the three regions.  

 

In an earlier study, De Mello (1990) used time series and panel data on a sample of 

32 OECD and non-OECD countries for the period 1970-1990 to estimate the effect 

of FDI on capital accumulation, output, and total factor productivity (TFP) growth in 

the host economy and found that FDI would raise long-run growth in the host 

economy through knowledge spillover and technology upgrading. Castellani and 

Zanfei (2003), in a firm-level study, using balanced panel data of manufacturing 

industries in France, Italy, and Spain over the period 1992-1997, found that the 

effect of FDI on the productivity of domestic firms was positive and significant for 
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Italy, significantly negative for Spain and produced insignificant effects on domestic 

firms in France. Also, Doytch and Uctum (2011) used data on 60 countries for the 

period 1990 – 2004 to estimate the impact of FDI on manufacturing and service 

growth by applying GMM, FE and Pooled OLS methods. They found that FDI 

wields a positive impact on the manufacturing sector in the Caribbean, Latin 

America, Europe, and Central Asia as well as in middle-income countries with a 

developed manufacturing base.    

 

Other strands of literature held a dissenting opinion on the impact of FDI on 

industrialization. In this vein, Gui-Diby and Renard (2015) used panel data from 49 

African countries over a period of 30 years between 1980 to 2009 to examine the 

relationship between inward FDI and industrialization in Africa while controlling for 

the size of the market, financial sector, and international trade, the result reveals that 

FDI’s contribution is insignificant in the industrialization process in Africa. Masron 

and Hassan (2016), focused on the Malaysian manufacturing sector for the period 

1999 to 2008 to investigate the spillover effects of US FDI by applying a seemingly 

unrelated regression (SUR) method and found that FDI inflows into various sectors 

within the manufacturing industry do not guarantee positive spillover effects. Luke 

Chana et al (2014), assert that cut-throat competition from foreign firms could lower 

the market share of domestic firms and may be inimical to industrialization. Besides, 

foreign firms may increase wages and prices of the local inputs, which may send 

local firms out of the market. De Backer and Sleuwaegen (2003) opine that 

increasing competition by the presence of foreign firms is a disincentive to domestic 

entrepreneurship.  

 

Methodology 
This study employs data from a sample of 80 developing countries covering 2005 to 

2020, to determine the impact of FDI on industrialization. These countries are spread 

across Sub-Sahara Africa (SSA), Europe and Central Asia (ECA), East Asia and 

Pacific (EAP), Latin America and Caribbeans (LAC), Middle-East and North Africa 

(MENA), and lastly, South Asia (SA). (See Appendix I for details).  Both pooled 

OLS and fixed effect were used as the baseline models, while the System 

Generalized Method of Moments (system GMM) was adopted as the main 

identification strategy. Though the fixed effect technique captured countries’ 

unobserved heterogeneity and preserved cross-country differences but could not 

address the endogeneity issue inherent in the study. The system GMM as a model of 

instrumental variable offers possible correction to the perceived endogeneity that 

may occur from measuring error, omission bias, reverse causality, and simultaneity 

problems in the study. Besides, the problem of weak instruments that characterized 

difference GMM is surmounted by the system GMM. Bond (2002), Heid et al. 

(2012) and Blundell and Bond (1998), through a Monte Carlo simulation, have 
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suggested system GMM as an efficient estimator compared to difference GMM 

estimator by Arellano and Bond (1991). 

 

The study adopted Roodman (2009) as an extension of Arellano and Bover (1995) 

due to its capacity to limit instrument proliferation and at the same time control 

cross-sectional dependence (Baltagi 2008; Tchamyou 2019). Roodman’s extension 

used a forward orthogonal dispersion as against the first differences. For the 

diagnostic tests, the test was conducted for the first-order and second-order 

autocorrelation of the error terms and the Hansen and Sargan test was, in addition, 

used to test for over-identification restriction.  

 

Model Specification 
This study is inspired by the modern endogenous growth theory due to its ability to 

tolerate key variables of the study in its assumptions. The cornerstone of the theory 

is the emphasis placed on the effectiveness with which a country’s endowment e.g., 

technology progress, human and physical capital, knowledge capital, and other 

resources are employed in the production process. As noted by Sengupta (2011), 

technological progress here is conditioned on: (a) the level of labour force education 

and types of investment in research and development, (b) learning by attracting 

better technology from abroad through FDI or technology imports, and (c) the role 

of the institutions.  

In line with existing literature simple model is specified as follows: 

𝐼𝑁𝐷𝑖𝑡 = 𝛼𝐼𝑁𝐷𝑖𝑡−1 + 𝛽𝑓𝑑𝑖𝑖𝑡 + 𝛽2𝑋𝑖𝑡 + 𝛽3𝐶𝑜𝑛𝑡_𝑐𝑜𝑟𝑖𝑡 + 𝛽4𝑃𝑜𝑙_𝑠𝑡𝑎𝑖𝑡 +
(ᵞ1𝐶𝑜𝑛𝑡_𝑐𝑜𝑟𝑖𝑡 + ᵞ2𝑃𝑜𝑙_𝑠𝑡𝑎𝑖𝑡) ∗ 𝑓𝑑𝑖𝑖𝑡 + 𝜂𝑖 + 𝜒𝑖 + ԑ𝑖𝑡    (1) 

To avoid country effect bias equation (1) is estimated in difference as 

follows 

𝐼𝑁𝐷𝑖𝑡 − 𝐼𝑁𝐷𝑖𝑡−1 = 𝛼(𝐼𝑁𝐷𝑖𝑡−1 − 𝐼𝑁𝐷𝑖𝑡−2) + 𝛽(𝑓𝑑𝑖𝑖𝑡 − 𝑓𝑑𝑖𝑖𝑡−1) + 𝛽2(𝑋𝑖𝑡 −

𝑋𝑖𝑡−1) + 𝛽3(𝐶𝑜𝑛𝑡𝑐𝑜𝑟𝑖𝑡
− 𝐶𝑜𝑛𝑡𝑐𝑜𝑟𝑖𝑡−1

) + 𝛽4(𝑃𝑜𝑙𝑠𝑡𝑎𝑖𝑡
− 𝑃𝑜𝑙𝑆𝑡𝑎 𝑖𝑡−1

) +

ᵞ1(𝐶𝑜𝑛𝑡𝑐𝑜𝑟𝑖𝑡
∗ 𝑓𝑑𝑖 − 𝐶𝑜𝑛𝑡𝑐𝑜𝑟𝑖𝑡−1

∗ 𝑓𝑑𝑖) + ᵞ2(𝑃𝑜𝑙𝑠𝑡𝑎𝑖𝑡
∗ 𝑓𝑑𝑖 − 𝑃𝑜𝑙𝑆𝑡𝑎 𝑖𝑡−1

∗

𝑓𝑑𝑖) + (𝜒𝑖 − 𝜒𝑖−1) + (ԑ𝑖𝑡 − ԑ𝑖𝑡−1) (2)   

 

The dependent variable for the study is industrialization denoted by 𝐼𝑁𝐷𝑖𝑡  in the 

model and is proxied by industrial value added as a percentage of GDP. It should be 

noted that manufacturing value-added has its roots in divisions 15-37 of ISIC and is 

widely used in literature as a proxy for industrialization as found in Musa et al 

(2021), Asongu and Odhiambo (2019), Gui-Diby and Renard (2015), UNIDO (2017) 

and Marconi et al (2016). The independent variable, on the other hand, includes 

Foreign Direct Investment (𝑓𝑑𝑖𝑖𝑡) as main variable and matrix 𝑋𝑖𝑡 which comprises 

of other control variables such as  Gross Domestics Product per capita (𝐺𝐷𝑃𝑝𝑐𝑖𝑡), 

Labour Participation Rate (𝐿𝑃𝑅𝑖𝑡), Gross Fixed Capital Formation (𝐶𝐹𝑖𝑡), Export as 

percentage of GDP (𝐸𝑋𝑃𝑖𝑡), Import as percentage of GDP (𝐼𝑀𝑃𝑖𝑡), Inflation (𝐼𝑁𝐹𝑖𝑡), 
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Control of Corruption (𝐶𝑜𝑛𝑡_𝑐𝑜𝑟𝑖𝑡) and  Politic stability and absence of violence 

(𝑃𝑜𝑙_𝑠𝑡𝑎𝑖𝑡). 𝜂𝑖  𝑖𝑛 𝑡ℎ𝑒 𝑒𝑞𝑢𝑎𝑡𝑖𝑜𝑛 is the country fixed effect; 𝜒𝑖 is time fixed effect 

and ԑ𝑖𝑡is the error term. 

 

Theoretically, FDI is expected to enhance industrialization in the host countries due 

to the diffusion of both technology and managerial know-how that are capable of 

expanding the domestic market. The linkage and competition effects as observed by 

Markusen and Venable (1999) would determine to a large extent the expected sign of 

selected variables in the study. These control variables were also favoured by Gui-

Diby and Renard (2015); Emmanuel and Nkoa (2016). To capture the role of 

institutions in moderating the impact of FDI on industrialization, the study 

introduced the control of corruption and political stability into the model. 

Data  
The dataset comprises yearly observations of 80 lower and upper-middle-income 

developing countries from 2005 to 2020. For each variable, approximately 1154 

observation were recorded. Data were sourced from World Development Indicator 

(WDI) and the Worldwide Governance Index (WGI). Employing panel data helps to 

control for individual heterogeneity and provides more information about the data, 

ensuring more variability, less collinearity among the variables, and a higher degree 

of freedom and efficiency (Baltagi, 2005).  

 

From the descriptive statistics in Table 1 below, all variables, apart from the control 

of corruption and political stability, exhibited positive mean values and fell within 

the minimum and maximum estimates indicating an increasing tendency for all the 

variables, except two, with negative mean values.  Similarly, Table 2 shows the 

report of correlation analysis for the variables in the study. It revealed a negatively 

insignificant relationship between FDI and industrialization. However, the 

relationship between FDI and control of corruption as well as political stability were 

positive and significant suggesting a moderating influence.  

Table 1 and 2 showed the descriptive statistics and correlation matrix generated for 

this study: 
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Empirical Results and Discussions 

The empirical analysis and result presentation began with Table 3 which presents the 

Panel Ordinary Least Square (OLS). This shows an inverse relationship between 

FDI and industrialization. The result generated via this method cannot be relied upon 

due to the potential endogeneity among the regressors and reverse causality between 

FDI and industrialization. Table 4 presents the result of the Fixed Effect model 

which is considerably more reliable than OLS as it takes into account, the 

heterogeneity across countries. The result shows the impact of FDI is positive, 

however, it is insignificant. This aligned with some earlier literature that found an 

insignificant relationship between FDI and industrialization.  
 

A systematic approach was adopted to depict both the result of the main effects i.e., 

when there is no interaction between FDI and control of corruption and political 

stability and also, when the interaction is considered. The arrangement of the models 

in the Table below from 1 to 6 was to reflect on the impacts of FDI when only 

traditional control variables are added (Model 1); when control of corruption and 

political stability were respectively controlled (Model 2 and 3); when an interaction 

between FDI and control of corruption and political stability were included (Model 4 

and 5) and lastly, when regional dummy interacts with FDI (Model 6).  
 

The baseline results as shown in Table 3 and Table 4 reveal an inconsistency in 

terms of the sign, magnitude, and statistical significance. As noted, the coefficient of 

FDI was negative and significant at a 1% level signifying an inverse relationship 

between FDI and industrialization in an OLS model while it is positive, however 

insignificant in the Fixed Effect model. These results were robust within the models 

whether with or without interactions, and unchanged even when regional 

interactions were added.  
 

The main findings of the study are reported in Table 5 using the system GMM 

results overleaf, the initial level of industrialization is positive and statistically 

significant confirming the persistence of industrialization in developing countries 

i.e., current level of industrialization is to a large extent dependent on the previous 

year’s level. Furthermore, in line with expectations, FDI plays a major role in the 

industrialization of developing countries as a 1% point increase in FDI inflows 
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stimulated industrialization by approximately 0.11% points. This impact was further 

increased to 0.15% points with the inclusion of the interaction term of FDI and 

political stability. In this regards, Soreide (2001) affirms the reinforcement of 

industrialization through technology transfer and that the spill-over effect dominates 

the competition effect of FDI on the domestic economy. This result is also in line 

with the submission of Markusen and Venables (1999) and the empirical findings of 

Kang and Lee (2011). 
 

Regarding the control variables, the GDP per capita produced a signal contrary to 

expectation however negligible. This is not surprising due to the low purchasing power in 

developing countries. Consistently, the coefficient of capital formation, a proxy for domestic 

investment was positive and significant as expected. This explains the role of domestic 

investment in the industrialization process. The result cannot be exonerated from the 

increasing commitment of developing countries toward capital investment. In fact, most of 

the countries have earmarked significant parts of their annual budget to capital and 

infrastructural investment. This outcome coincides with those found by Haraguchi et al 

(2018) and Kang and Lee (2011). 
 

Labour force participation is expected to enhance industrialization, however, findings from the 

analysis show otherwise as the coefficient is negative and significant. This can be likened to the low 

absorptive capacity of labour in developing countries, thus exposing the quality of labour available. 

Oyinlola et al (2020) confirmed this in their study on Sub-Sahara African countries. Export and import 

were statistically and economically significant as expected. They exhibited positive and negative signs 

respectively in line with the a priori expectation. Mendoza (2010), in support of international trade, 

stated that the learning curve of domestic firms and the complexity of export products would push 

local firms to learn from abroad.  
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Source: Author’s presentation based on regression results obtained using STATA 17 

In what appears to be the major contribution of this study, the inclusion of control of 

corruption and political stability and avoidance of violence. Control of corruption 

estimate captured the perception of the extent to which public power is exercised for 

private gain, including both petty and grand forms of corruption. Also, political 

stability and absence of violence/terrorism measure the perception of the likelihood 

of political instability or politically motivated violence, including terrorism. As 

noted from the result in Table 5, the positive links between FDI and industrialization 

are further strengthened by these variables. However, the coefficient of these 

additional control variables was negative and significant reflecting the true situation 

and the abysmal ranking of most developing countries.  

 

In Model 6 of Table 5, the heterogeneity across regions impacted significantly on the 

ability of FDI to bring about industrialization across regions. The effect across 

regions is captured by the coefficients of the interaction in terms of FDI and regional 

dummies. The result shows that East Asia and the Pacific increased industrialization 

rate by 0.25% points when FDI inflows increases by 1% points. Similarly, a positive 

effect is exhibited in Latin America and the Caribbean as well as in Sub-Saharan 

Africa, while, the Middle East and North Africa experience a negative impact of FDI 

on industrialization. However, FDI impact in the other two regions; Europe and 

Central Asia (ECA) and South Asia (SA) though positive but insignificant.  
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The test for the validity of the statistical inference of the estimated coefficients was 

examined. First-order (AR1) and second-order (AR2) autocorrelation tests 

confirmed the absence of serial correlation in the model. Also, Hansen and Sargan’s 

tests of over-identification restrictions established the absence of correlation 

between the instruments and the error terms.  

 

Summary, Conclusion and Policy Recommendations 
The paper examines the causal impact of FDI inflows on industrialization in 80 

developing countries within the period of 2005 and 2020. The result indicates that 

FDI has a significant impact on industrialization. A 1% point’s increase in FDI 

inflows is projected to stimulate industrialization by 0.11% points, all things being 

equal. The result remains robust to the inclusion of control of corruption and 

political stability and the absence of violence. While the persistence of 

industrialization was confirmed, coefficients of variables such as FDI, domestic 

investment, export and inflation were positive and significant. Others including 

GDPpc, import, control of corruption and political stability were negative, however 

significant. This suggests some of the reasons why studies on the impact of FDI on 

industrialization have been inconclusive and the need for policymakers and think-

tanks in developing countries to strategize further to drive FDI that would be 

impactful into their domains.  

 

The findings from the study generate policy suggestions to drive industrial 

development in developing countries as a driver of sustained prosperity and a key 

enabler for sustainable development. More emphasis needs to be placed on 

strengthening the political environment to ensure stability and security for both local 

and foreign investors. UNCTAD, in its agenda for the future of investment and 

development stated that to meet the challenge of investment for development, most 

especially to achieve the UN’s Sustainable Development Goals (SDGs), nation-

states need to reconfigure investment policies to better harness the contribution of 

Transnational Companies (TNCs) for development, especially in light of the 

contemporary TNC universe and the new balance between the public and private 

sectors (UNCTAD, 2014). 

 

Policies aimed at maximizing the benefits of FDI certainly need to be context-

specific, considering the diversity of the developing countries in terms of their factor 

endowments, institutions, geography, labour composition, market size and lastly 

political power, among other features. However, a number of policy considerations 

can be applied, given the findings that are applicable across the countries in the 

study (UNECA, 2016; Perez, 2014; Farole and Winker, 2014; Moran, 2014). Such 

policies can be divided into two areas. The first area includes policies to attract and 

retain the right type of FDI such as putting in place non-selective policies to attract 

foreign investors and support the local firms.  Also, policies like upgrading the 
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activities and investment of existing FDI, such as developing labour force to engage 

with new activities, supporting the availability and reliability of supplier networks, 

investing in infrastructures and strengthening the country’s legal framework to 

support investment. The second area of policy considerations involves better 

engagement with existing and potential foreign investors in order to understand their 

priorities and constraints, given the complexity of their subsidiary-headquarters 

relationship and motivation. 

 

This study is limited by the non-availability of sectoral FDI inflows to developing 

countries and each countries covered could possibly have different motives for 

attracting FDI. Further study can be conducted on this amidst the availability of 

sectoral FDI data.   
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