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Abstract

This study examines the literature on foreign direct investment (FDI) by 
looking into the determinants, effects, types, and development of FDI globally, 
with a specific focus on Turkey. Based on the literature, we can observe that 
there are multiple determinants of FDI, such as GDP, market growth, market 
size, and labour cost. Moreover, this study examines the positive and negative 
effects that FDI has on the host country. The benefits that come with an 
increase in FDI are economic growth, productivity growth, an increase in 
technological advancements, and a decrease in the poverty rate. The evidence 
provided by the literature shows that the benefits of FDI outweigh the 
negative impacts that FDI could have on the host country. Additionally, the 
study shows the history of the development of FDI in Turkey by examining 
the reasons for the low rate of FDI inflows into Turkey’s economy before 
1980 and how, after 1980, Turkey began introducing laws to encourage and 
motivate foreign investors to bring their capital into the Turkish economy. 
Furthermore, the study includes data about global FDI inflows and outflows 
and the development of global FDI from 2005 to 2022 and analyses the 
reasons why developed countries like the USA, China, and the United 
Kingdom receive much higher rates of inward FDI compared to developing 
economies. To conclude, the literature on FDI provides evidence on why 
FDI is important for many countries and why the majority of countries are 
looking into methods and strategies to increase the inflow of FDI into their 
economies.

1	 Bahçeşehir	University,	Graduate	School,	simgeceylan.oral@bahcesehir.edu.tr,
 ORCID ID: 0009-0007-1201-8821.
2	 Asst.	 Prof.	 Dr.,	 Bahçeşehir	 University,	 Faculty	 of	 Economics	 Administrative	 and	 Social	

Sciences,	International	Finance	Department,	umut.ugurlu@bau.edu.tr,
 ORCID ID: 0000-0002-6183-969X.

https://doi.org/10.58830/ozgur.pub283.c1118



158 | Foreign Direct Investment Literature Review: A Specific Focus on Turkey

1. Introduction

Foreign direct investment has been a topic of interest for many scholars 
since the first research that analysed the consequences of FDI in the United 
Kingdom (Dunning, 1958). Since then, similar research has been done 
in various countries about foreign direct investment, by focusing on its 
determinants and effects.

The increase in interest in foreign direct investment and its growth can be 
seen in the post-World War II period, when FDI growth was fuelled by the 
improvement of communications and transportation, which aid in exercising 
control	from	a	distance.	Moreover,	Japan	and	Europe	needed	USA’s	capital	
to finance the reconstruction of their countries. By 1960, host countries 
began recovering, and FDI outflow from the United States began to slow 
down; simultaneously, FDI inflow into the USA increased. In the 1980s, two 
important developments occurred. First, the emergence of Japan as a home 
country	for	FDI	flows	to	Europe	and	the	USA.	Second,	the	USA	became	a	net	
recipient of FDI. In the 1990s, Japan’s FDI began to decrease. Additionally, 
mergers and acquisitions became a main source of FDI. In recent times, 
most countries, especially developing countries, have focused on increasing 
inward FDI into their economies, expecting economic growth from the 
additional capital that comes with FDI. The main reasons that make FDIs 
attractive to those nations are the increase in technological advancements, the 
improvement in overall knowledge, and increase in R&D. The improvement 
of those aspects for the host countries lead to an increase in productivity and 
economic growth. FDI could also aid access to foreign markets when the host 
country is the main distributor of the goods in the region, and that would 
allow the host country to be used as an export platform. (Feeny et al., 2014)

Various research has analysed the relationship between FDI and economic 
growth and whether FDI is a significant factor in the economic growth or 
not. FDI theories have been evolving over time, and each theory presents a 
different point of view on FDI.

2. The Concept of FDI

Emerging	economies	and	developing	countries	are	adopting	policies	in	
order to increase FDI and enhance economic growth. Foreign investments 
are divided into two categories, which are FPI and FDI. FPI, which is 
foreign portfolio investment, is considered as foreign investments that are 
in equity and debt securities by taking additional risk, such as exchange 
rate	 risk	 and	 international	 political	 risk	 (OECD,	 2008).	 Foreign	 direct	
investment (FDI) is the process through which foreign investors purchase 
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assets in the host nation in order to control the manufacturing, distribution, 
and other operations of a corporation in the host country (Moosa, 2002). 
The investors’ goal through FDI is to gain a vote in the management of 
the company. The main aspect of FDI that differentiates it from FPI is that 
FDI’s purpose is to have control over an enterprise.

3. Determinants of FDI

FDI’s determinants have been a topic of great interest to researchers. 
Dunning’s (1981, 1988) eclectic theory might be the most relevant theory to 
the reasons for FDI flows (Khadaroo and Seetanah, 2011; Sawkut et al., 2009). 
The eclectic theory claims that FDI is determined by three sets of advantages: 
internationalisation advantages, ownership advantages, and locational 
advantages.	The	Economic	Survey	of	Europe	(ESE,	2001)	reports	that	economic	
fundamentals, including the degree of political and macroeconomic stability 
and growth prospects, heavily influence FDI flows. Additionally, according to 
ESE	(2001),	FDI	prefers	to	go	to	nations	that	have	a	sound	legal	system,	a	
skilled	labour	force,	and	a	liberalised	foreign	sector.	According	to	ESE	(2001),	
the location, the size of the market, and the host country’s natural resources 
are all significant factors in influencing the amount of FDI. The most often 
used variable in empirical studies of FDI and a crucial factor in FDI has been 
the GDP of the host economy. One of the prerequisites for achieving optimal 
resource utilisation and economies of scale is a large market (Scaperlanda and 
Mauer, 1969). Greater potential demand and cheaper costs in relation to scale 
economies may be related to bigger host nations’ marketplaces for foreign direct 
investment. Various studies highlight how market size, measured by GDP, 
GNP, GDP per capita, or GNP per capita, has a positive effect on inward FDI 
(Dunning, 1980; Nigh, 1985; Pearce and Pappanaatassiou, 1990; Sader, 1993; 
Tsai, 1994; Billington, 1999; Pistoresi, 2000).

Labour costs are another factor that researchers investigate as a 
determinant of FDI. Having higher labour costs should reduce FDI in a 
country because foreign investors usually look for low-cost opportunities 
in developing countries. On the other hand, low costs in developing 
countries could refer to other higher costs, not including labour costs, such 
as transportation costs and low productivity (Miller, 1993). The evidence of 
the influence of labour costs on FDI varies; Tsai (1994) study reveals that 
wages has no effect on FDI. Love and Lage-Hidalgo (2000), and Swain and 
Wang (1997) results showed that high wages do not always have a negative 
effect on FDI, and in some industries, the studies showed that higher wages 
actually improve FDI. Flamm (1984), Schneider, and Frey (1985) studies 
resulted in a negative impact of labour costs on FDI.
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When it comes to the effects that exchange rates have on FDI, having 
a weak currency in the host country could increase FDI because investors 
will have a strong purchasing power in the host country (Walsh and Yu, 
2010). Froot and Stein’s (1991) study shows that an appreciation of the 
host country’s currency leads to a decrease in FDI, whereas a depreciation 
in the host country’s currency leads to an increase in FDI (Love and Lage-
Hidalgo, 2000; Blonigen and Feenstra, 1996). On the other hand, Campa 
(1993) study shows that there is a positive relation between FDI and the 
host countries currency appreciation. 

3.1. Determinants of FDI in Turkey Market Literature

Determinants of FDI in Turkey are also analysed in various research 
studies.	Eryiğit	and	Eryiğit	(2008)	study	showed	that	GDP,	employment,	
and budget deficit are the determinants of FDI in the Turkish economy. 
Erdal	and	Tatoğlu	(2002)	and	Yapraklı	(2006)	studies	demonstrate	the	effect	
of	openness.	Vergil	and	Çeştepe	(2006)	measure	the	effect	of	openness	and	
exchange rate. Özer and Saraç (2008) found positive relationship between 
the increase in the exchange rate, per capita GDP, and FDI. All the above-
mentioned studies show significant determinants of FDI inflows to Turkey. 
On the other hand, there are also variables that have negative effects on the 
FDI	inflows	to	Turkey,	such	as	labour	cost	(Kar	and	Tatlısöz,	2008;	Yapraklı,	
2006),	interest	rate	and	long	distance	(Eryiğit	and	Eryiğit,	2008),	economic	
instability	 (Vergil	 and	Çeştepe,	 2006),	 exchange	 rate	 (Erdal	 and	Tatoğlu,	
2002,	Yapraklı,	2006),	exchange	rate	instability	(Erdal	and	Tatoğlu,	2002),	
GDP deflator and openness (Özer and Saraç, 2008).

4. Foreign Portfolio Investment (FPI)

Foreign portfolio investment (FPI) is defined as the financial assets 
that are acquired by foreign investors. Although FPI is considered liquid, 
it does not give investors ownership of the company’s assets. Along with 
FDI, FPI is considered one of the main methods for investors to invest 
in foreign countries. Moreover, both FDI and FPI are considered as the 
main sources of financing for countries, especially emerging economies. FPI 
has been heavily researched; the determinants of both FDI and FPI have 
been a topic of interest for many years. The relationship between interest 
rate and FPI has been analysed by many scholars, but the most relevant 
ones	 are	 Eratas	 and	Oztekin	 (2010),	Verma	 et	 al.	 (2011),	 and	Onuorah	
and Akujuobi (2013). In all these studies, the effect of interest rates on FPI 
was positive. Another variable that scholars looked into was the effect of 
economic growth on FPI studies. Kinda (2012), Gumus et al. (2013), and 
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Garg et al. (2014) found that economic growth has a positive impact on FPI. 
Yıldız	(2012)	examined	budget	balance	and	current	account	balance	effects	
on FPI. Gumus et al. (2013) and Korap (2010) studies results showed that 
budget balance and current account balance have a positive effect on FPI. 
However,	Yıldız	(2012)	found	a	negative	effect	of	current	account	balance	
on FPI. Gabor (2011) studied the effect that emerging market stock returns 
have on FPI for three emerging economies; Turkey, Hungary, and Poland, 
for different time periods. The results of the study showed that emerging 
market	stock	returns	have	a	positive	effect	on	FPI	for	three	countries.	Yıldız	
(2012) examined the variables that affect foreign portfolio investments by 
using multiple regression models for the time period of 1999–2009. The 
results of the study showed that stock returns for Borsa Istanbul and Dow 
Jones have positive effects on FPI. Hooper et al. (2007) investigated the 
effects of the opacity of the recipient countries and GDP on FPI. The results 
showed that opacity and GDP have positive effects on FPI. 

5. Inward and Outward FDI 

FDI can be classified as outward FDI and inward FDI. Outward FDI is 
when domestic investors seek investments outside of the country to acquire 
foreign resources. However, when it comes to developing countries, outward 
FDI is not attractive because of the negative effects that outward FDI has on 
the host country. Additionally, FDIs are categorised into four types: “mergers 
and acquisitions”, “horizontal FDI”, “vertical FDI”, and “greenfield FDI”. 
Greenfield FDI is the most beneficial out of the 4 types of FDI. Greenfield 
FDI increases production facilities in the host country and expands the 
existing production facilities through the introduction of new technological 
advancements. Moreover, it increases employment in the host country and 
research and development activities (Mucuk, 2011). Mergers and acquisitions 
are when foreign investors purchase domestic companies in the host country. 
Horizontal FDI is when investors set up a company in a foreign country, but 
the newly established company is similar to the ones they have in their home 
countries. Vertical FDI is when a multinational company obtains an operation 
in a foreign country that aids the company in the supply and distribution 
aspects of the business. The tendency of FDI to a country depends on multiple 
economic factors, which are market growth, market structure, market size, labour 
productivity, labour cost, wages, human resources, trade restrictions, FX rates, 
inflation, cultural factors, tariffs, growth rate, openness, costs of transport and 
communication, investment tax, investment incentives, domestic investments, 
and	 infrastructure	 (UNCTAD,	 2006;	 Kok	 and	 Ersoy,	 2009).	 Additionally,	
the factors that make countries appear attractive and increase FDIs are: a 
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cheap labour force, a large market, incentives provided by public authorities, 
stable currency, a stable inflation rate (which diminishes economic uncertainty 
and risk), a high amount of skilled labour supply, affordable energy, natural 
resources, and geopolitical advantages. Based on this, the advantages of FDI 
are as follows: a strong balance of payments, economic growth, employment 
and wage growth, productivity growth, advancements in technology, and a 
decrease in the poverty rate. On the other hand, FDI does have negative effects 
on the host country, which are cultural changes, technological dependency, 
intervention in national issues, reduction of tax revenues, balance of payment 
issues, and environmental pollution (Mucuk, 2011).

5.1. Global inward and outward FDI

The effect that inward FDI has on the host country’s economy comes 
primarily from the foreign investor’s transfer of technology into the host 
country by means of capital flow; the increase in product and service quality; 
and the overall price of the products decrease due to the increased competition 
in the market. This results in an increase in consumer prosperity. Moreover, 
inward FDI increases the capital stock of the host country while simultaneously 
increasing the total output of the host country. Recent studies have shown 
that domestic investments have been replaced by capital inflows. Additionally, 
foreign-owned firms attract highly qualified workers, because foreign-owned 
firms have the ability to pay higher wages compared to domestic-owned firms, 
which results in lower-quality workers working in domestic firms. In this 
context, the amount of total output declines in the host country, which has a 
detrimental impact on its economy (Lipsey and Sjoholm, 2005). As countries 
began expanding internationally in the 1990s, privatisation, international 
capital movements, and mergers and acquisitions are increased, and those 
factors had a positive impact on FDI, as shown in Figure 1 (Yukseler, 2005).

Figure 1 Foreign Direct Investment Flows (UNCTAD, 2022)
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Although the flow of inward FDI around the world kept increasing 
from 2005 to 2008, in 2009 and 2020, a sharp decrease in inward FDI 
occurred due to the 2009 global financial crises and the COVID-19 
pandemic. However, after the crisis and the pandemic, inward FDI 
began to increase at higher rates in developed countries compared 
to developing countries due to the lower risk that investments have in 
developed countries (Table 1). For the period between 2005 and 2022, 
the three countries that led with the total number of inward FDI were the 
USA,	China,	 and	 the	United	Kingdom	 (Table	 1).	As	 for	 the	European	
Union, outward FDI has had positive effects on the competitiveness of 
EU	firms	by	increasing	productivity.	Policymakers	had	concerns	about	the	
rising level of outward FDI, mainly due to the fact that the investments 
of	 the	 EU	 countries	 were	 being	 heavily	 in	 foreign	 investments,	 which	
could depress economic activities in the host countries and decrease the 
employment	of	EU	citizens.	Additionally,	it	is	claimed	that	companies	in	
the	EU	achieve	higher	 returns	 from	their	 foreign	 investments	compared	
to	 the	 returns	 that	 investors	 achieve	 from	 their	 investments	 in	 the	 EU	
(Sunesen	et	al.,	2010).	That	is	why	a	good	portion	of	the	EU	countries	
have higher rates of outward FDI compared to their inward FDI, such 
as Germany, Denmark, Sweden, and the Netherlands (Table 1 and 2). To 
conclude, it is believed that the reasons for the increase of inward FDI to 
developed countries compared to developing countries are due to high 
degree of openness, stable economy, high quality of human resources, 
cultural similarities, ample infrastructure facilities, and technological 
development. This shows that developing countries will remain the leaders 
of inward and outward FDI (Cambazoglu and Karaalp, 2013). Outward 
FDI is when the residents of the host country invest in foreign countries; 
this includes reinvested earnings and intracompany loans, repayment of 
loans, and net receipts from the repatriation of capital. As it can be seen 
in Table 2, developed countries lead in outward FDIs because developing 
countries are the ones that are usually the recipients of FDI and are looking 
to invest in their home countries rather than foreign countries (Kim, 
2000). The countries with the highest outward FDI are the USA, China, 
and the United Kingdom; similarly, those countries also lead in inward 
FDI. In Tables 1 and 2, negative figures of FDI inflows indicate that the 
foreign investments that are coming into the host country are less than the 
foreign investments that are leaving the host country. Negative FDI net 
outflow figures mean that the foreign investments of the country bring in 
negative returns.



166 | Foreign Direct Investment Literature Review: A Specific Focus on Turkey

5.2. Inward and outward FDI in Turkey

The development of the Turkish economy should be divided into two 
time periods, which are pre-1980 and post-1980 (Karluk, 2001). During 
the beginning of the Turkish Republic, to decrease the dependency of 
the Turkish economy on foreign investments and to further improve the 
newly established country, customs tariff rates were raised. Between the 
periods of 1923 and 1950, the inward FDI in the Turkish economy was 
negligible because of the nationalisation of foreign companies that were 
given incentives. Although Turkey was not against FDI inflows, the country 
did not apply policies to incentivise or motivate FDI inflows until 1954 
(Yavan, 2006). When the new law was introduced in 1954 (No. 6224) on 
“Encouragement	of	Foreign	Capital”,	 foreign	 investors	became	willing	 to	
participate in activities that produced goods and services with the condition 
that	 no	 monopoly	 or	 special	 privileges	 could	 be	 present	 (Ercakar	 and	
Karsgol, 2011).

In 1979, after the oil crisis, the Turkish economy went through 
challenging obstacles, and to solve such circumstances, radical decisions 
were put in place. In 1980, new economic policies were introduced, known 
as the “24th of January Decisions”, The newly introduced policies were 
designed to address the obstacles that Turkey experienced during the 1970s. 
The fundamental goal of those policies was to guarantee that the Turkish 
economy operates in accordance with free market principles and to integrate 
the Turkish economy into the global economy. Based on this, the import 
regime was liberalised, exports were given aid, and to make Turkish exports 
more competitive, currency rates were permitted to decline in real terms, 
which led to the growth of exports into the country (CBRT, 2002). Turkey’s 
economic policy changed from a country that depends on imports, to a 
country that aims to grow its export sector, which liberated the financial 
markets and gave more importance to foreign trade. Within the scope of 
these decisions, the “Directorate of Foreign Capital” was established under 
the Prime Minister and was regulated by the State Planning Organisation 
(DPT, 2000). Consequently, the January 24, 1980, decisions started a 
new era for the Turkish economy. Additionally, after the adoption of Law 
No. 6224, which reduced concerns about foreign capital and economic 
liberalisation policies in the 1980s, Turkey has become known for its liberal 
legislation (DPT, 2000). Due to those regulations, FDI inflows increased 
from 1980 to 1984. However, FDI inflows to Turkey were not sufficient to 
actualize regulations. In 1984–2003, FDI began to decrease in Turkey, and 
then after 2003, FDI began to increase again, which can be seen in Table 1. 
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The main cause of this increase was the introduction of the “Direct Foreign 
Investments Law,” No. 4875.

Law 6224 was not able to keep up with the demands of foreign 
investors. Because of the need for a new FDI law to incentivise foreign 
investors to invest in Turkey, “Direct Foreign Investment Law” No. 4875 
was	 implemented	 in	 2003	 (Yılmaz,	 2006).	 “The	 primary	 reason	 for	 this	
law is to protect the rights of foreign investors, regulate the principles to 
encourage FDIs, establish a notification-based system for FDIs rather than 
doing screening and approval, define investment and investor in line with 
international standards, and increase inward FDIs by implementing new 
policies” (ISPAT, 2012). After Law No. 4875, FDI inflow into Turkey 
kept increasing in annual basis until 2008, when the global financial crisis 
occurred and FDI inflows into Turkey decreased significantly (Table 1). After 
this period, extensive liquidity operations by the Turkish Central Bank and 
large-scale government interventions led to the economy recovering faster 
than anticipated. Moreover, the global economy began to recover from the 
crisis, and this improved global risk perceptions (TCMB, 2010). As a result 
of the positive developments in the Turkish economy, FDI increased by 
55% from 2009 to 2010 (Table 1). Moreover, in 2010, Standard & Poor’s 
(S&P) increased Turkey’s credit rating to BB+ for local currency and BB 
for foreign currency (TCMB, 2010). Turkey’s contribution to international 
FDI outflows seems to be insignificant. The Turkish business sector is less 
competitive than those in industrialised nations for this reason. It should 
also be highlighted that developed countries have the highest percentage of 
outward FDI (Table 2).

6. Conclusions

This paper explores the literature on foreign direct investment globally, 
with	 a	 specific	 focus	 on	 Turkey.	 Emerging	 economies	 and	 developed	
economies have been focusing on methods to increase the flow of FDI into 
the country due to its multiple benefits. FDIs are categorised into four types: 
mergers and acquisitions, horizontal FDI, vertical FDI, and greenfield FDI. 
As for the determinants of FDI, multiple scholars have examined this topic 
by using multiple variables such as GDP, market growth, market structure, 
market size, labour productivity, labour cost, wages, human resources, 
trade restrictions, FX rates, inflation, cultural factors, tariffs, growth rate, 
openness, political stability, transport and communication costs, investment 
tax, and incentives.
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Numerous studies show the benefits of FDI for host countries, which 
are a strong balance of payments, economic growth, employment and wage 
growth, productivity growth, technological advancement, and lower poverty. 
Conversely, FDI does have negative effects on the host country, which are 
cultural changes, technological dependency, intervention in national issues, 
reduction of tax revenues, balance of payment issues, and environmental 
pollution (Mucuk, 2011).

There are considerable number of studies about the determinants of FDI 
inflows in Turkey, but very few researchers have studied the effects of FDI on 
the	Turkish	economy.	Examining	the	effects	of	FDI	in	Turkey	would	be	an	
interesting research topic. Globally, further research can be made about the 
relationship between FDI and financial ratios.
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