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Abstract
 
Foreign direct investment (FDI) has been viewed as a power aff ecting economic growth 
(EG) directly and indirectly during the past few decades. Foreign direct investment (FDI) 
in developing countries brings economic development and enhances the international 
competitiveness of domestic enterprises. It is argued in the existing literature that foreign 
direct investment (FDI) infl uences economic growth through technology diff usion, human 
capital formation, etc. FDI accounts for the largest and most important proportion of foreign 
capital  in Albania, which undoubtedly plays an important  role in the Albania’s economic 
development growth. However, as the country’ s FDI increases, and in this paper I want to 
make an empirical research how the FDI has infl uenced the economic growth of the country. 
The fi ndings revealed that there is a strong positive relationship between the FDI infl ows 
and the GDP for the studied period which covers 1995 to 2012, thus a positive eff ect on the 
economic growth.
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Introduction

  In discussion of FDI role in theory of economic growth, fi rst we must examine what 
is the source of economic growth? In macroeconomics, economic growth corresponds 
to a long-term problem. How to explain the macro-economic growth? In modern 
economics, economic growth is att ributed to three main factors: capital, labor, 
and technological progress. At the same time, we can see FDI as a foreign capital, 
therefore, from this sense; FDI promotion of economic growth in the host country has 
its theoretical foundation.
Since last century’s early 90s aft er the end of the Cold War, economic globalization 
speeded up and in this process, foreign direct investment (FDI) and economic 
globalization promoted each other; international direct investment became a link of 
economic globalization, the network of national economies are linked together by 
transnational corporations, while the economic globalization process accelerated the 
operations and direct investment of multinational corporations around the world’s 
emerging countries. At present, by seeing direct investment as main factor of speeding 
up economic globalization process, foreign direct investment have presented a number 
of notable features: (1) Most of the international direct investment fl ows to emerging 
markets from developed countries but in recent years mutual investment between 
emerging countries is also increasing; (2) the operation of foreign investment factors 
increasingly focuses on the larger multinational companies; (3) Investment directions 
are mostly inclined to labor-intensive industries and service related industries; 
(4) increasing international direct investment has become the link of increase and 
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development of international trade etc..
With transnational corporations as the main factors of foreign direct investments 
through the mobility and integration of fi nancial, technical, personnel, management 
methods etc, and host country’s economy accelerated changes to the scientifi c and 
technological progress and industrial structure. On the other hand, in recent years 
of global fi nancial crisis, transnational corporations based on profi t maximization 
objectives, aiming to keep the technological monopoly, tax evasion business strategy, 
also seriously bring challenges to host country’s economic and social development 
and national economic safety.

1.1 Literatures based on FDI eff ects to host countries economic growth

In economic history, many classical theories have tried to elaborate the relationship 
between economic growth and investment and also produced a large number of 
classical literatures such as neo-classical growth etc. Later scholars used these theories 
to represent FDI as a new independent variable of international capital fl ows and 
added it to the production function in the host country on FDI and made research on 
the relationship between economic growth system and FDI. 
In overseas studies, Borensztein, Gregorio and Lee (1995) using the data from 69 
developing countries between 1970-1989 to test how OECD international direct 
investment aff ect economic growth in developing countries, and found that FDI 
is important tool for technology transfer, transnational corporations and makes a 
positive contribution to local economic growth, and contribute to economic growth 
is higher than domestic investment. Athukorala and Menon (1995) found that in 
the past 20 years, foreign direct investment in Malaysia’s export-oriented economic 
growth plays an important role.
Wang Xin (1999) according to Harrod - Domar model of economic growth made a 
research on FDI and Economic Growth in China and concluded that FDI can lead to 
increased domestic savings, and savings will translate into further investment, the 
article pointed out that since 1978, FDI of China’s economic Growth is very large. 
In addition, as Jiang (1999), Shen, Kunrong, Geng Qiang (2000), Jiang Jin Fan (2004) 
and many other well-known Chinese scholars have examined from various angles 
between FDI and economic growth in the relationship and concluded that FDI 
signifi cantly contributed to China’s economic growth.
However, some scholars believe that FDI role in promoting economic growth on host 
country is diffi  cult to determine, and sometimes even will play a negative role in 
economic growth. Miao Wang (2004) investigated the fl ow to 50 host countries (the 
text is divided into developed and less developed countries) of the FDI impact on its 
domestic investment, the results show that FDI crowds out domestic investment in 
developed countries, on the less developed countries the eff ect is not obvious; the 
cumulative impact of FDI on the developed countries is neutral, cumulative impact of 
FDI on developing countries is increasing local investments. Analyzing China in terms 
of FDI crowd into (out) eff ect to domestic investments conclusions are contradictory 
and results have big diff erence for diff erent researches.
Bo Wenguang (2005) used China’s 1980-2003 data, to fi nd out the relationship between 
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foreign direct investment, domestic investment and economic growth. Empirical 
analysis test results show that between domestic investment and FDI there is no 
existence of long-term, balanced relationship, so it is diffi  cult to determine if FDI has 
crowd in or out eff ect in domestic investment. Wang Zhipeng, Li Zinai (2004) by a 
larger sample size of the Panel data analysis pointed out that FDI in central China has 
more visible Crowd-into eff ect to local investment.

1.2 Analyzing sources of economic growth

The father of Economics, Adam Smith 1776, in his famous “ An Inquiry into the Nature 
and Causes of the Wealth of Nations” elaborated his theory of economic growth: 
wealth growth comes mainly from three elements combined together: productive 
labor (infl uenced by division of labor), labor productivity and capital accumulation. 
Keynes (1936) in his famous “general theory of Employment, Interest and Money,” 
stressed capital role to economic growth, noting that capital eff ect in country’s income 
growth depends both on investment demand but also by consumer’s demand change. 
There exists multiplier eff ect between economic growth and investment changes. 
Keynes pointed out that increased investment is the principle of promoting economic 
growth: a new investment will increase society’s economic relevant sectors income 
and individual’s income, thus promoting increased consumer spending, which will 
grow consume demand in other economic sectors and infl uence individual income 
and consumption, this growth in investment demand and consumption demand 
prompted the dual role of investment’s multiplier eff ect in the growth of national 
income.  The growth of national income in a certain period of increased investment 
increased several times. Conversely, aff ected by decline in investments, national 
income will decrease several times. In fact, this theory is based on Keynesian demand 
management of economic growth theory, in essence, it can explain the scope of short-
term economic fl uctuations and growth relationship with economic cycle but on the 
analysis of economic growth in the long run there is no obvious role. 
British economist Harold (1939) and American economist Domar (1946) made some 
signifi cant amendments to Keynesian theory. They made connection between growth 
and time facrs in account savings - investment model analysis, enabling changing of 
analysis methods from static to dynamic. According to their model, while capital-
output coeffi  cient remains the same, the higher savings rate are, more investment 
occur, economic growth is higher too, so the savings rate decides the speed of economic 
growth. Therefore, the most fundamental means of aff ecting economic growth is to 
increase the savings rate. But Harrod - Domar model of economic growth is unstable 
growth, because their model is eff ective only when the actual savings rate, income 
growth rate that satisfi es entrepreneurs and population growth rate are all equal as 
the only way to achieve full employment and balanced growth and this possibility is 
very small
In mid 20th century, some Western scholars on a study for relationship between 
the economic growth, capital accumulation and savings rate, found that Harrod- 
Domar models is unstable because this model implies that Capital and labor cannot 
fully substitute each other and they made an amendment to this assumption, they 
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proposed a new classical economic growth theory, with Solow (1956) as the main 
representative of this new classical model of economic growth.
Solow (1956) growth model assumes that: the whole of society produces only one 
product; savings S is a function of national income Y, S = sY, where s is a constant 
and 0 <s <1; there is no technological progress and capital depreciation; labor grows 
according a fi xed rate of growth; production of constant returns to scale. Under these 
assumptions, Solow derived neoclassical growth model derived the basic equation:
  sf (k) = k+nk
Where k is the ratio between capital and labor, showing average capital; f (k) shows 
output per capita; sf (k) shows savings per capita; k shows growth rate per capita; n is 
population growth. Based on the above equation, Solow thinks that there is economic 
and social stability and balanced growth of a way. From long term prospect, economic 
growth rate is equal to labor force growth rate, no matt er how much it is the initial 
capital per capita, economic activity always tends to a balanced growth path. Solow 
economic growth model is regarded as exogenous, means that, the natural population 
growth rate changes bring changes to economic growth.
In late 20th century, aft er 80’s, Romer, Lucas and others economists made amendments 
to neoclassical growth theory, on the basis expanding the capita concept including 
technological progress, human capital and knowledge aff ect economic growth as 
endogenous variables which aff ect long-term economic growth, so they proposed 
new growth theory which made a huge impact. In essence, endogenous growth 
theory focuses on impact of technological progress which can explain key factors such 
as: “learning model”, “R & D model” and other well-known models of endogenous 
growth theory.

1.3 Host country’s ability to use FDI for economic growth

Many theoretical analyses made for the relation between capital and economic growth, 
show that investment is one of the determinants promoters of economic growth. The 
total investment in the host country is divided in two kinds: domestic investment and 
foreign investment (FDI), the interaction of both of them in host country’s economic 
development play an important role.
On a study about relationship between host country’s FDI and economic growth, 
Chenery & Strout (1966) proposed a “two-gap” model which had great infl uence in 
academic circles. In this model it is suppose that total demand is equal to consumption 
C, investment I and the export  EX, the total supply is equal to consumption C, savings 
S and import of IM  and we write country’s GDP  formula, as below:

C+I+EX+C+S+IM, so  I+S+IM+EX
In the formula above, in the left  side diff erence between domestic investment and 
savings, which are also domestic savings gap; and the right side the gap between 
import and export in host countries, especially developing ones are usually face with 
short-term capital (savings gap) and development of export-oriented economy, so 
the sides equation under normal circumstances is diffi  cult to be equal, so two gaps 
can’t be equal usually. At this time, FDI from abroad can come to fi ll this gap, making 
more effi  cient use of domestic local labor, land and other resources to expand the 
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productive capacity of the whole community and promote local economic growth. 
“Two-gap” model provides a more reasonable theory for developing countries to 
explain FDI ability.
Furthermore, studies from diff erent scholars show that FDI can stimulate domestic 
investment in the host country, thereby promoting local economic growth, FDI 
investment in the local investments has crowd into eff ect,: FDI infl ows inside the 
country lead to domestic investment increases, the total increased is greater than 
the increase in FDI amount, so FDI promotes  domestic investment. Lubitz (1966) 
on a study for Canada FDI to domestic investments eff ect, used data from 1950 to 
1962, the results show that 1 U.S. dollars of foreign direct investment entry in Canada 
leads to 2- 2.5 U.S. dollars increase to Canada’s fi xed capital amount, so it has crowd 
into eff ect to domestic investments. Borensztein, Gregorio & Lee (1998) established 
endogenous growth model of FDI infl ux eff ecting technology diff usion, and took 
data from 69 developing countries from 1970 to 1979 and from 1980 to 198 to test 
the theoretical model. The results showed that FDI stimulates domestic investment; 
it leads to increase of 1.5 to 2.3 USD in total of fi xed assets of host countries per each 
1usd increase of amount of FDI infl ows so it shows that FDI infl ows have “crowding 
in” eff ect to domestic investment. Some chinese scholars also made empirical study 
on FDI eff ect to domestic investment on domestic investment. Wang Xiaolu and Fan 
Gang (2000) study showed that the multinational corporate investments in China’s 
capital had a signifi cant crowding into eff ect to domestic investments; Aurel Koroci 
(2008) in an empirical research for FDI eff ect to domestic investments in China got 
the same conclusion. 
The above analysis shows that host country can indeed use FDI to promote rapid 
growth of national economy, the infl ows of FD to host country can lead to local 
integration of a variety of production elements and so it improves its ability to 
develop its economy. This has been the case for many developing countries including 
China which confi rms practically FDI ability to improve the economy.

2. A description of FDI in Albania and the empirical test

Albania has signifi cant opportunities to att ract foreign direct investment, among them 
its geographic position (ports in the Adriatic and the Ionian Seas); natural resources; 
an educated labor force; and competitive salaries. All of these are att ractive elements 
to foreign investors. Consequently, our country will gain great economic benefi t from 
FDI. FDI into Albania has been rising steadily since the early 2000s. Today, FDI stock 
has reached nearly 50% of the country’s GDP. These investments are essentially in the 
oil, metal ore, infrastructure, construction and telephony sectors.
Albania has set up reforms to boost FDI. The State has adopted a tax reform that is 
advantageous to foreign investors and aims at reducing corruption and administrative 
diffi  culties, which can be discouraging to investors. The long-winded procedures to 
obtain operating licenses in the trade, construction and tourism sectors have slowed 
down investment progress. In addition, investments continue to suff er from the lack 
of infrastructure and poorly defi ned property law.
In the context of the global economic crisis, foreign direct investment in Albania 
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strongly decreased aft er 2009, mainly due to the decline of remitt ances from Albanians 
living abroad (-27%), which represent 15% of the country’s GDP. In 2013 FDI reached 
USD 1.2 billion. This trend has since continued and should remain unchanged, 
due to the general European context and particularly the diffi  culties faced by the 
Greek economy. Albania, a formerly closed, centrally-planned state, is making the 
diffi  cult transition to a more modern open-market economy but in the last few years 
has achieved more success than its neighbors, this because it has bett er geografi c 
position, younger population and much more natural resources than all other 
neighbour countries together. Macroeconomic growth averaged around 6% between 
2004-08, but declined to about 3% in 2009-10, still performing much bett er than all its 
neighbours. Infl ation is low and stable. FDI is low in the region, but the government 
has embarked on an ambitious program to improve the business climate through 
fi scal and legislative reforms and has reached a lot of results and that is why Albania 
FDI utilization ability has increased and showing bett er off  than its neighbors. on the 
table we can see the data of GDP and FDI in Albania.
.Tab. 1 Data of GDP and FDI in Albania

Year
Nominal 
GDP
(Euro mn)

FDI
(Euro mn) FDI/GDP

1995 2,109.80 19.5 0.01 
1996 2,343.10 30.2 0.01 
1997 2,759.00 41.7 0.02 
1998 2,928.30 45.3 0.02 
1999 3,216.70 56.9 0.02 
2000 3,314.90 78.2 0.02 
2001 2,325.00 97.3 0.04 
2002 2,717.20 138 0.05 
2003 3,424.70 185 0.05 
2004 3,639.80 152.5 0.04 
2005 4,065.30 207.3 0.05 
2006 4,444.80 135 0.03 
2007 5,694.00 178 0.03 
2008 7,303.40 341.8 0.05 
2009 8,156.10 264.5 0.03 
2010 9,082.60 306.7 0.03 
2011 10,841.40 389.4 0.04 
2012 12,681.80 343.9 0.03 

2.1. Analysis on FDI infl ows eff ect to economic growth in Albania
On the basis of the relevance analysis above-mentioned, with the consideration of 
the probability of data sequence heteroscedasticity, we use the logarithmic regression 
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model to give a deeper analysis on the ability of the economic growth by FDI 
Introduction in Albania. 
The econometric model for our analysis as follows: 

εβα ++= LNFDILNGDP     (2)
α and β  are the parameter measurement equation to be estimated, ε is random error 
data. By the regression analysis of the data from 1991 to 2008 (tab 4.2), the result as 
follows: 
   (3)
      LNGDP= 15.08+0.43LNFDI
 (14.29) (6.28)
In the regression equation, AFDI coeffi  cient passed the T test, which means that the 
variation of the FDI per capita has an important infl uence on GDP per capita. And for 
the other parameter: Adjusted 2R =0.69, that means the equation has a high goodness 
of fi t on the whole. Overall, the regression result suggested that the FDI introduction 
improved the growth of national economy.
In addition, with the general inference of study on FDI, if we assume that the form 
of FDI infl ows are cash in Albania, promptly, we think FDI infl ows as part of total 
domestic demand, and then we can use FDI/GDP (Known as foreign investment rate, 
or dependence on foreign direct investment, in some of the literature) to measure the 
direct contribution of FDI to GDP growth of the year. From fi g.4.7, during 1996 to 
2008, the foreign investment rate has endured a fi rst rose and then decrease process, 
the contribution of FDI to the economic growth in Albania tends to decrease, but still 
with a stable level more than 0.02%. 

Conclusions

As we see from result, we can see that FDI helps on the country’s economic growth 
of Albania. this can be explained because FDI has performed active and important 
role and is having an extensive and far-reaching impact on Albania’s  economic 
development and Albania  through its ability to use FDI performance leads on 
economic growth, foreign trade, technological progress and eff ects of industrial 
restructuring and upgrading. FDI has brought more investment in export and re-
export sector(increasing international trade and employment), it has brought bett er 
techniques and management, internal businesses learn techniques and management 
from foreign ones which bring new expertise and management, bringing more 
competition in market, therefore bett er allocation of resources, new technology 
brought in by foreign businesses bring technology advancement and upgrade and all 
of this eff ects positively the GDP growth.
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