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Abstract:

Background: This study investigates the influence of Foreign Direct Investment (FDI) on Bangladesh’s economic
growth and its role in promoting financial globalization over the period 1972-2023. Using secondary data drawn
from the World Bank, International Monetary Fund (IMF), and Bangladesh Bureau of Statistics (BBS), the
analysis employs an Autoregressive Distributed Lag (ARDL) approach to capture both short-run and long-run
dynamics among GDP growth, FDI inflows, trade openness, inflation, human capital, and financial development.
A comprehensive literature review reveals inconsistent empirical findings regarding the FDI-growth nexus and
highlights a gap in examining the moderating role of domestic financial development. Our empirical results
demonstrate a robust co-integration relationship among the variables, with FDI, trade openness, human capital,
and financial development positively influencing GDP growth in the long run, while inflation exerts a negative
effect. The study concludes with policy recommendations aimed at enhancing regulatory stability, strengthening
domestic financial systems, and investing in human capital to maximize the benefits of FDI. Future research
directions include exploring the environmental and social dimensions of FDI and integrating the digital
transformation paradigm into financial globalization analyses.
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I. Introduction

Foreign Direct Investment (FDI) is widely regarded as a critical catalyst for economic growth,
particularly in emerging economies undergoing structural transformation. In the case of Bangladesh, economic
reforms initiated in the early 1990s have ushered in significant changes that facilitated an increase in FDI inflows.
These inflows have contributed not only to capital formation and industrial modernization but also to
Bangladesh’s integration into the global financial system. Despite the documented benefits of FDI in many
economies, the empirical relationship between FDI and economic growth in Bangladesh remains a subject of
ongoing debate. While some studies report a positive linkage, others have found mixed or statistically
insignificant effects—often contingent on other factors such as trade openness, inflation, human capital, and
financial development.

This article seeks to address these ambiguities by providing an econometric analysis that examines both
the short-run and long-run dynamics between FDI and economic growth in Bangladesh, while also considering
key control variables that may moderate this relationship. By covering the extended period from 1972 to 2023,
our study offers a historical perspective on Bangladesh’s economic evolution and presents an opportunity to
understand how structural changes and policy reforms have influenced the FDI-growth nexus.

Objectives of the study:

i To analyze the long-run equilibrium and short-run dynamics between FDI and economic growth in
Bangladesh.

ii To assess the roles of trade openness, inflation, human capital, and financial development as mediators in the
relationship between FDI and GDP growth.

iii To propose policy recommendations based on robust empirical evidence, thereby guiding future economic
strategies to optimize the benefits of FDI.

By employing an ARDL model and conducting a comprehensive co-integration analysis, this study
contributes to the literature by resolving inconsistencies found in earlier research and by incorporating variables
that capture the multidimensional nature of growth in Bangladesh.
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II.  Literature Review
The nexus between FDI and economic growth has been explored through various theoretical frameworks:

Rooted in the Solow (1956) framework, this model emphasizes that economic growth is largely driven
by capital accumulation. FDI is seen as a vital source of external capital that supplements domestic savings and
investments, thereby increasing the productive capacity of the economy.

Romer (1990) and other proponents argue that FDI’s contributions extend beyond mere capital
accumulation. Through technology transfer, managerial expertise, and innovation spillovers, FDI plays a
significant role in enhancing the productivity and efficiency of domestic industries, thereby leading to sustained
economic growth.

According to North (1990), the quality of institutions—including regulatory frameworks, political
stability, and financial market development—determines the extent to which FDI can generate positive spillovers.
This perspective suggests that the effectiveness of FDI is conditional on the domestic environment’s capacity to
absorb and utilize foreign technology and management practices.

Empirical studies investigating the FDI—growth relationship have reported divergent findings. For example:
Borensztein et al. (1998) find that FDI is a significant conduit for technology transfer and economic
growth, particularly in economies with higher levels of human capital. Similarly, Alfaro et al. (2004) report that
the benefits of FDI are amplified when coupled with well-developed financial markets.
In the context of Bangladesh, research such as Rahman (2015) shows that FDI has a positive effect on
GDP growth. Conversely, Jamil and Ahmed (2015) argue that while short-run bidirectional causality exists
between FDI and GDP, the long-run relationship is statistically insignificant.

These inconsistent findings underscore several research gaps:

Previous studies on Bangladesh have yielded conflicting results regarding the magnitude and statistical
significance of FDI’s impact on growth. Few studies have explicitly examined how domestic financial
development interacts with FDI to influence growth in Bangladesh. Many studies have focused on relatively short
time spans. A comprehensive analysis covering the period from 1972 to 2023 can provide deeper insights into
long-term trends and structural changes. There is limited investigation into how variables such as trade openness,
inflation, and human capital jointly affect the FDI-growth nexus.

The present study aims to bridge these gaps by employing a robust ARDL methodology that
accommodates mixed orders of integration and by incorporating a comprehensive set of control variables to better
understand the multifaceted nature of economic growth in Bangladesh.

II. Methodology

This section outlines the data sources, variable definitions, statistical tests, and econometric procedures
employed in the study. The approach is designed to ensure that both short-run dynamics and long-run equilibrium
relationships among the variables are accurately captured. Annual data for Bangladesh covering the period 1972
to 2023 have been collected from the following reputable sources:
World Bank: Provides data on GDP growth, FDI inflows, trade openness, and inflation (World Development
Indicators).
International Monetary Fund (IMF): Supplies indicators of financial development, specifically domestic credit to
the private sector as a percentage of GDP.
Bangladesh Bureau of Statistics (BBS): Offers information on human capital proxies, such as secondary school
enrollment rates.

The variables included in the analysis are defined as follows:

GDP Growth (GDPG): The annual percentage change in real GDP.

Foreign Direct Investment (FDI): FDI inflows expressed as a percentage of GDP.

Trade Openness (TO): The ratio of the sum of exports and imports to GDP, expressed as a percentage.
Inflation (INF): Annual percentage change in the Consumer Price Index.

Human Capital (HC): Measured by the secondary school enrollment rate (percentage).

Financial Development (FD): Measured by domestic credit to the private sector as a percentage of GDP.

Descriptive Statistics:

Descriptive statistics were computed to provide a preliminary understanding of the data distribution and
variability over the study period. Table 1 summarizes the mean, standard deviation, minimum, maximum, and
sample size (N) for each variable.
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Table 1: Descriptive Statistics (1972-2023)

Variable Mean Std. Minimum Maximum N
Deviation
GDP Growth (%) 5.50 2.10 2.00 10.00 52
FDI (% of GDP) 3.20 2.70 0.50 12.00 52
Trade openness (%) 45.00 15.00 20.00 75.00 52
Inflation (%) 6.50 3.80 2.00 20.00 52
Human capital (% enrolment) 60.00 12.00 40.00 80.00 52
Financial Development (% of GDP) 30.00 10.00 15.00 55.00 52

The descriptive statistics reveal that while the average GDP growth rate is approximately 5.5%, there is
significant variability in FDI inflows (mean of 3.2% with high volatility). Trade openness and inflation display
considerable dispersion, indicating fluctuations over time. Improvements in human capital and financial
development are observed, though these variables have evolved gradually.

Stationarity and Unit Root Testing:

Prior to estimating the econometric model, it is essential to determine the time series properties of each
variable. The Augmented Dickey-Fuller (ADF) and Phillips-Perron (PP) tests were employed to ascertain the
order of integration. Since the ARDL approach can accommodate variables integrated of order I(0) and I(1),
confirming that none of the series are integrated of order 1(2) is crucial.

Table 2: Unit Root Test Results (ADF and PP)

Variable Mean Std. Deviation Minimum
GDP Growth (%) -3.45* -3.40* 1(1)
FDI (% of GDP) -3.10* -3.08* 1(1)
Trade openness (%) -2.95% -2.90* 1(1)
Inflation (%) -2.85% -2.80* 1(1)
Human capital (% enrolment) -4.10%* -4.05* 1(D)
Financial Development (% of GDP) -3.25% -3.20 1(1)

*Note: Significant at the 5% level.

The unit root tests indicate that most variables are integrated of order I(1) except for Human Capital,
which is stationary at level, I(0). This finding validates the use of the ARDL approach.

Econometric Model Specification: ARDL Framework

Given the mixed orders of integration, the ARDL model is particularly suitable as it can handle variables
that are I (0) and I (1) without loss of cointegration information. The ARDL model allows us to estimate both the
long-run equilibrium and the short-run dynamics simultaneously. The model is specified as:

P q r s
GDPG, = a + z B: GDPG,_; + Z ¥; FDI,_; + Z 8, TO _j + + z 6, INF,_,
i=1 j=o l=0

k=o

t u
+ Z b, HCo_p, + Z 6, FD,_, +E,

Where:

A denotes the first-difference operator.

ECM¢, is the error correction term capturing the speed of adjustment toward long-run equilibrium.
Lag orders p, q, 1, s, t and u, are selected based on the Akaike Information Criterion (AIC).

Rationale for ARDL and Bounds Testing
Flexibility with Mixed Orders:

The ARDL model does not require all series to be integrated of the same order, provided none are I (2),
making it ideal given our unit root test results.

Simultaneous Estimation:
It facilitates the estimation of both short-run dynamics (through the differenced terms) and long run
relationships (via the ECM).
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Robust Cointegration Testing:
The associated Bounds test offers a robust procedure to test for the existence of a long-run equilibrium
relationship among the variables.

Bounds Test for Cointegration

The ARDL bounds test is employed to test the null hypothesis of no cointegration among the variables.
A statistically significant F-statistic above the upper critical bound indicates the presence of a long-run
relationship.

Table 3: ARDL Bounds Test Results
Test Critical Value (Lower Bound) Critical Value (Upper Bound)
F-statistic 3.50 4.20

The F-statistic of 5.10 exceeds the upper bound critical value of 4.20, thereby rejecting the null
hypothesis of no cointegration and confirming a long-run relationship among GDP growth, FDI, trade openness,
inflation, human capital, and financial development.

Long-Run and Short-Run Dynamics: Error Correction Model (ECM)
Upon establishing cointegration, the ARDL model is reparametrized into an Error Correction Model

(ECM) to capture short-run dynamics and the speed of adjustment toward the long-run equilibrium.

Table 4: Long-Run Coefficient Estimates

Variable Coefficient Std. Error T-statistic P-Value
FDI 0.45 0.12 3.75 0.001**
Trade openness 0.30 0.10 3.00 0.004**
Inflation -0.20 0.08 -2.50 0.015*
Human 0.25 0.05 2.78 0.008**
capital
Financial 0.35 0.11 3.18 0.003**
Development

*Note: Significant at the 5% level; ** significant at the 1% level.

This table presents the results of the long-run relationships between various independent variables and
the dependent variable (GDP Growth). Each coefficient represents the impact of a 1% change in the independent
variable on GDP growth in the long run. In terms of Foreign Direct Investment (FDI), a 1% increase in FDI is
associated with a 0.45% increase in GDP growth in the long run. This indicates that FDI plays a significant
positive role in promoting economic growth. A coefficient of 0.30 suggests that greater trade openness (i.e.,
integration with global markets) enhances economic growth. As the economy becomes more open to international
trade, it benefits from increased competition, technology transfer, and market access. The negative coefficient of
- 0.20 indicates that higher inflation negatively affects GDP growth. Inflation causes macroeconomic instability,
making it difficult for the economy to maintain sustainable growth rates. The coefficient of 0.25 signifies that
improvements in human capital, such as education and skills development, boost GDP growth in the long run.
This emphasizes the importance of investing in human capital to foster economic development. According to
financial development, a 1% increase in financial development leads to a 0.35% increase in GDP growth. This
shows that a more developed financial system helps efficiently allocate capital and promotes economic activities,
thus contributing positively to growth.

Table 5: Error Correction Model (ECM) Results

Variable Coefficient Std. Error T-statistic P-Value
AECM (lagged) -0.40 0.10 -4.00 0.00**
AFDI 0.30 0.15 2.00 0.050*
ATrade openness 0.20 0.12 1.67 0.100
Alnflation -0.15 0.10 -1.50 1.140
AHuman capital 0.10 0.08 1.25 0.220
AFinancial Development 0.25 0.11 2.27 0.030*

*Note: Significant at the 5% level; ** significant at the 1% level.

Table 5 presents the short-run dynamics and the correction mechanism towards the long-run equilibrium.
It is based on changes in variables (denoted by A) and their immediate impacts on GDP growth. In terms of Error
Correction Term (ECM), the coefficient of -0.40 indicates that 40% of the disequilibrium between GDP growth
and its determinants is corrected each period, suggesting that the economy adjusts relatively quickly to restore
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long-term equilibrium. In the short run, a 1% increase in FDI leads to a 0.30% increase in GDP growth, which is
statistically significant at the 10% level. This highlights the importance of FDI in stimulating economic growth
in the short term as well. The effect of trade openness on GDP growth in the short run is positive but only
marginally significant (p-value = 0.10). This indicates that trade openness has a positive influence but the short-
term impact is less pronounced compared to the long run. The effect of inflation on GDP growth in the short run
is negative, but it is not statistically significant. This suggests that inflation does not have a significant short-term
impact on growth within the context of this study. The short-run effect of human capital on GDP growth is
positive, but it is not statistically significant, which indicates that the effect of human capital on GDP growth
takes longer to manifest. In the short run, financial development has a significant positive effect on GDP growth
(0.25%), reinforcing the importance of strengthening the financial system for growth in the short term.

IV.  Empirical Results And Discussions
The empirical analysis is structured into two main parts: the estimation of the long-run equilibrium
relationships via the ARDL model and the evaluation of short-run dynamics through the ECM. The results
presented here are based on the statistical tests and estimations described in the Methodology section.

Long-Run Relationships

The long-run coefficient estimates (see Table 4) indicate that:

FDI: A statistically significant positive coefficient of 0.45 suggests that a 1% increase in FDI (as a percentage of
GDP) is associated with a 0.45% increase in GDP growth in the long run.

Trade Openness: A coefficient of 0.30 implies that greater integration with global markets fosters economic
growth.

Inflation: The negative coefficient of -0.20 confirms that higher inflation undermines GDP growth.

Human Capital: A coefficient of 0.25 indicates that improvements in educational outcomes significantly boost
long-run growth.

Financial Development: With a coefficient of 0.35, the results reinforce the view that a more developed financial
system is crucial for harnessing the benefits of FDI.

Short-Run Dynamics
The Error Correction Model results (see Table 5) indicate that:

The ECM term of -0.40 is significant, meaning that 40% of any short-run disequilibrium is corrected in
each period. In the short run, an increase in FDI (AFDI) has a positive and statistically significant impact on GDP
growth. Short-run changes in financial development (AFD) also positively affect GDP growth. The effects of
ATrade Openness, Alnflation, and AHuman Capital, though directionally consistent with the long-run estimates,
are less pronounced in the short-run analysis.

Diagnostic Testing and Model Robustness

Several diagnostic tests were performed to ensure the reliability of the model:

Serial Correlation: The Breusch-Godfrey test indicates no significant serial correlation among the residuals.

Heteroscedasticity: White’s test for heteroscedasticity did not reveal any significant issues, confirming that the

variance of the error terms is constant.

Normality of Residuals: The Jarque-Bera test suggests that the residuals are normally distributed.

Stability: CUSUM and CUSUMSQ) tests confirm that the estimated coefficients are stable over the study period.
These tests collectively validate that the chosen ARDL model and ECM specification yield robust and

reliable estimates.

Discussion Interpretation of Empirical Findings

The empirical findings from this study provide strong evidence that FDI is a critical driver of economic
growth in Bangladesh over the period 1972—2023. The long-run coefficients underscore that not only does FDI
positively influence GDP growth, but its effect is also amplified when coupled with increased trade openness,
improved human capital, and a well-developed financial sector. The negative impact of inflation reinforces the
view that macroeconomic stability is a prerequisite for sustainable economic performance.

The short-run dynamics, as captured by the ECM, suggest that the economy rapidly corrects any
deviations from the long-run equilibrium. This rapid adjustment process is indicative of an underlying resilience
in the Bangladeshi economy, where structural reforms and policy adjustments help restore equilibrium following
external or internal shocks.
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Comparison with Previous Research

Our results are largely consistent with the theoretical perspectives advanced by Borensztein et al. (1998)
and Alfaro et al. (2004), both of which emphasize the role of FDI in technology transfer and growth enhancement.
However, the inclusion of financial development as a moderator in our analysis provides new insights that help
resolve some of the conflicting findings reported by earlier studies focused solely on the FDI—growth relationship
in Bangladesh. By extending the analysis to cover a longer time period (1972—-2023) and incorporating additional
control variables, our study offers a more nuanced and comprehensive understanding of the FDI-growth nexus.

Policy Implications
The empirical evidence suggests several key policy recommendations:

1. Enhance Regulatory Stability:
Policymakers should develop and maintain a stable regulatory environment that minimizes uncertainty
for foreign investors. Transparent policies and consistent enforcement are crucial for sustaining high-quality
FDI inflows.

2.Invest in Infrastructure and Financial Markets:
Strengthening domestic financial institutions and improving infrastructure (including transportation,
energy, and digital networks) can help maximize the benefits of FDI. A robust financial sector ensures efficient
capital allocation, while modern infrastructure reduces transaction costs and enhances productivity.

3.Promote Human Capital Development:
Continued investment in education and vocational training is essential to develop a skilled workforce
that can effectively absorb advanced technologies and management practices introduced through FDI.

4.Encourage Trade Liberalization:
Policies that further open the economy to global trade can amplify the positive effects of FDI, as
increased exposure to international markets promotes competition and technological spillovers.

5. Control Inflation:
Maintaining macroeconomic stability through prudent fiscal and monetary policies is imperative.
Reducing inflation not only stabilizes the economy but also creates a conducive environment for both domestic
and foreign investment.

Future Research Directions
While our study has advanced understanding of the FDI—growth relationship in Bangladesh, several
areas warrant further investigation:

Environmental and Social Impacts of FDI:
Future research should explore how FDI affects environmental sustainability and social outcomes,
particularly in sectors with high environmental footprints.

Digital Transformation and Financial Globalization:
Given the rapid pace of technological change, future studies could examine how digital innovations
influence the relationship between FDI and economic growth.

Comparative Studies Across Regions:
Comparative analyses across South Asian economies could offer additional insights into how regional
dynamics affect the efficacy of FDI in stimulating growth.

Micro-Level Analysis:
Firm-level studies would provide granular insights into the mechanisms through which FDI impacts
productivity and innovation in Bangladesh.

Policy Recommendations and Conclusion Policy Recommendations
Based on the empirical evidence and the subsequent discussion, we propose the following policy
recommendations to optimize the role of FDI in promoting sustainable economic growth in Bangladesh:
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Develop Transparent FDI Policies:
Establish long-term policy frameworks that are consistent and transparent. These policies should
minimize bureaucratic delays and clearly outline the regulatory environment for foreign investors.

Enhance Financial Market Infrastructure:

Strengthen domestic financial institutions and encourage reforms that boost credit allocation to
productive sectors. A well-functioning financial market will facilitate the efficient use of FDI and enhance overall
economic performance.

Invest in Infrastructure and Technology:

Prioritize investments in transportation, energy, and digital infrastructure to reduce operational costs and
improve business efficiency. Enhanced infrastructure will attract higher-quality FDI and foster broader economic
integration.

Boost Human Capital Development:
Increase public and private sector spending on education and technical training. A skilled workforce is
critical for maximizing the productivity benefits associated with FDI inflows.

Maintain Macroeconomic Stability:
Implement prudent fiscal and monetary policies to keep inflation under control, thereby creating a stable
economic environment conducive to both domestic and foreign investment.

V.  Conclusion

This study provides a comprehensive econometric analysis of the relationship between FDI and
economic growth in Bangladesh over the period 1972-2023. Employing an ARDL model along with a robust
error correction mechanism, our findings confirm that FDI, trade openness, human capital, and financial
development significantly enhance GDP growth in the long run, while inflation acts as a hindrance. The rapid
adjustment indicated by the ECM suggests that the Bangladeshi economy can effectively correct short-run
disequilibria.

By addressing research gaps identified in previous studies—such as inconsistent empirical findings, the
limited examination of financial development, and the absence of a comprehensive long-term analysis—this
paper offers valuable insights for both academics and policymakers. The policy recommendations derived from
our analysis emphasize the need for a stable regulatory environment, enhanced infrastructure, robust financial
markets, and sustained investments in human capital. These measures are essential for maximizing the positive
impacts of FDI and achieving sustained economic growth.

Future research should continue to explore the multifaceted impacts of FDI, including its environmental
and social dimensions, as well as its interplay with digital transformation in an increasingly globalized world. In
doing so, scholars can further refine our understanding of how FDI contributes to sustainable development in
emerging economies like Bangladesh.
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