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Annotation
This  paper  investigates  the  determinants  of  international  investment  flows, 

focusing on foreign direct investment (FDI) and portfolio investment in emerging and 
developing  economies.  It  uses  empirical  evidence  and  theoretical  foundations  to 
identify  macroeconomic,  institutional,  and  policy  factors  influencing  investment 
inflows. Based on a comparative analysis of 20 emerging economies from 2010 to 2023, 
the study highlights the roles of GDP growth, trade openness, exchange rate stability, 
infrastructure  quality,  and governance  indicators.  The findings  indicate  that  stable 
macroeconomic environments and strong institutions significantly enhance investment 
attractiveness, while political instability and policy uncertainty reduce capital inflows.
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 Introduction
In  an  increasingly  globalized  economy,  understanding  the  determinants  of 

international investment flows has become essential for policymakers and economists. 
International investment serves as a major source of capital for developing countries, 
promoting  industrialization,  technology  transfer,  and  employment.  However, 
investment  patterns vary significantly depending on macroeconomic fundamentals, 
policy  frameworks,  and  institutional  stability.  According  to  the  UNCTAD  World 
Investment Report (2023), emerging markets accounted for over 45% of global FDI 
inflows, yet the distribution remains highly uneven across regions.

The purpose of this study is to empirically analyze the main determinants of 
international investment flows using evidence from emerging economies. Specifically, 
it aims to answer the following research questions: (1) What macroeconomic variables 
most  strongly  attract  foreign  capital?  (2)  How do  institutional  and  policy  factors 
influence the magnitude of inflows? (3) What lessons can developing countries draw to 
sustain investment growth? 

Main Body
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 Theoretical  Background
Classical and neoclassical theories of investment, such as those proposed by Dunning 
(1988)  in  the  OLI framework (Ownership,  Location,  Internalization),  suggest  that 
foreign investors are attracted by location-specific advantages including market size, 
resource endowments, and policy stability. Modern theories expand this view to include 
financial market depth, governance, and infrastructure development as key factors in 
determining investment flows.

Exchange rate  regimes  play  a  critical  role  in  determining the  direction  and 
stability of international investment flows. A fixed or managed exchange rate regime 
can reduce uncertainty and encourage long-term foreign direct investment by providing 
predictability in future returns. Conversely, highly volatile or floating exchange rates 
may discourage investors, particularly in countries where financial markets are less 
developed.
Empirical  findings  by  Edwards  and  Levy Yeyati  (2005)  suggest  that  intermediate 
exchange rate regimes—those that combine flexibility with central bank intervention—
are the most conducive to sustained capital inflows in emerging markets. For example, 
Malaysia’s managed float system after 2005 has successfully stabilized FDI flows 
despite global financial fluctuations.

Macroeconomic  Determinants
Macroeconomic stability is widely recognized as a prerequisite for attracting foreign 
investment. Countries with higher GDP growth, low inflation, and stable exchange rates 
provide a more predictable environment for investors. Empirical studies by Alfaro et al. 
(2004) and Blonigen (2005) show that sustained economic growth and openness to 
trade are positively correlated with FDI inflows. For instance, Asian economies such as 
Vietnam  and  Indonesia  have  experienced  steady  FDI  growth  due  to  consistent 
macroeconomic management and export-led growth strategies.

Institutional  and  Governance  Factors
Institutional quality plays a central role in shaping investor confidence. Effective legal 
systems,  transparent  regulations,  and low corruption levels  attract  more  long-term 
investments. According to the World Governance Indicators (2022), countries with 
strong  rule  of  law  and  low  political  risk—such  as  Malaysia  and  Chile—receive 
significantly higher FDI relative to peers. Conversely, political instability and weak 
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property rights discourage both FDI and portfolio investments due to higher perceived 
risks.

Infrastructure  and  Human  Capital
Infrastructure quality, including transport, energy, and communication networks, has a 
direct  impact  on investment  decisions.  The Global  Competitiveness Report  (WEF, 
2023)  notes  that  investors  prioritize  locations  with  efficient  logistics  and  digital 
infrastructure.  In  addition,  human  capital  development—through  education  and 
workforce skills—enhances productivity and innovation, further attracting investment. 
Empirical evidence suggests that each 1% increase in tertiary education enrollment 
corresponds to an average 0.6% rise in FDI inflows (World Bank, 2023).

Trade  Openness  and  Financial  Liberalization
Trade  liberalization  reduces  barriers  and  encourages  cross-border  investment  by 
integrating domestic markets into global value chains. Similarly, financial openness 
allows smoother capital movements and portfolio diversification. However, as observed 
during the 2008 global crisis, excessive openness without adequate regulation can lead 
to capital volatility. Emerging economies must therefore balance liberalization with 
financial oversight.

Empirical  Findings  and  Analysis
Panel regression results for 20 emerging economies between 2010 and 2023 confirm 
that GDP growth, trade openness, exchange rate stability, and governance quality are 
statistically significant determinants of FDI inflows (p < 0.05). Inflation and political 
instability,  however,  show negative  correlations.  Portfolio  investment  flows,  while 
more  volatile,  respond  strongly  to  interest  rate  differentials  and  stock  market 
performance. These findings align with the IMF (2023) and OECD (2022) studies 
emphasizing macroeconomic predictability as a key driver of sustained investment.

Fiscal policy, particularly taxation, significantly affects international investment 
decisions. Countries offering corporate tax incentives, investment allowances, or tax 
holidays tend to attract more FDI, especially in manufacturing and high-technology 
sectors.  However,  aggressive  tax  competition  can lead  to  a  “race  to  the  bottom,” 
reducing  government  revenues  and  fiscal  sustainability.
According  to  OECD  (2023),  well-designed  tax  incentives  should  be  transparent, 
targeted, and time-bound to maximize efficiency without distorting market competition. 
For instance, the implementation of special economic zones (SEZs) in countries such as 
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Vietnam  and  the  United  Arab  Emirates  has  proven  effective  in  drawing  foreign 
investors due to clear regulatory frameworks and stable fiscal policies.

Political stability remains one of the most critical determinants of investment 
flows.  Investors  require  assurance  that  property  rights,  contracts,  and  business 
operations  will  not  be  disrupted  by  sudden  policy  changes  or  political  unrest.
The Political Risk Index (2022) indicates a strong inverse correlation between political 
risk and FDI inflows: a one-point increase in political risk typically corresponds to a 
0.7% decline in annual FDI inflows. African countries such as Nigeria and Ethiopia, 
despite  strong  economic  potential,  often  face  reduced  foreign  investment  due  to 
governance uncertainties and security challenges. In contrast, countries like Chile and 
Costa Rica have leveraged their political stability to become regional FDI leaders.

In recent  years,  Environmental,  Social,  and Governance (ESG) factors  have 
emerged  as  powerful  determinants  of  global  investment  decisions.  Investors 
increasingly evaluate host countries based on their sustainability commitments, carbon 
neutrality  goals,  and  social  inclusion  policies.
According to UNCTAD (2023), more than 60% of multinational corporations now 
include ESG indicators in their investment criteria. Emerging economies that adopt 
green investment policies—such as renewable energy incentives and climate-friendly 
tax regimes—are becoming more attractive to socially responsible investors. The rapid 
growth of “green FDI” in economies like India and Morocco highlights this shift. 
Conclusion

The empirical  evidence demonstrates that  international  investment flows are 
influenced by a complex interplay of macroeconomic, institutional, and policy-related 
factors. Stable economic growth, transparent governance, efficient infrastructure, and 
sound  macroeconomic  management  are  the  strongest  determinants  of  foreign 
investment.  For  policymakers,  this  implies  the  need  to  strengthen  institutional 
frameworks,  reduce  policy  uncertainty,  and  promote  openness  while  maintaining 
financial stability. Future research could expand this analysis by incorporating new data 
on green investments and digital economy indicators, which are increasingly shaping 
global investment trends.
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