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ABSTRACT. This paper explores the theoretical foundations underpinning

the formation of Foreign Direct Investment (FDI) strategies, specifically analyzing

how inflation and exchange rate  volatility  influence  investment  decisions.  Using

descriptive  statistical  analysis  of  global  trends  and qualitative exploration of  ten

economic  theories  including  the  Eclectic  Paradigm,  Internalization  Theory,  and

Institutional  Theory the study finds  a  clear  relationship between macroeconomic

stability and FDI inflows. High inflation and exchange rate instability consistently

discourage investment, as confirmed by global FDI trends. The results underscore

the importance of stable macroeconomic conditions and institutional predictability in

formulating  effective  FDI  strategies,  emphasizing  policy  actions  to  enhance

investment attractiveness.
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INTRODUCTION

Foreign Direct Investment (FDI) has emerged as one of the key drivers of

globalization, economic growth, and structural transformation. In the modern global

economy, the movement of capital across borders facilitates not only the creation of

new industries but also the diffusion of advanced technologies, managerial expertise,

and global  supply  chain  integration.  According to  the  World  Investment  Report
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2024, global FDI flows were estimated at $1.37 trillion in 2023, showing a modest

recovery  despite  persistent  geopolitical  risks  and  macroeconomic  uncertainties

(UNCTAD,  2024).  1However,  FDI  flows  remain  18%  below  the  pre-pandemic

average,  reflecting  structural  changes  in  global  investment  patterns  (UNCTAD,

2024). 

Figure 1. Global FDI Inflows, Inflation, and Exchange Rate Volatility

(2008-2023)

Figure 1 provides descriptive statistics on global Foreign Direct Investment

(FDI)  inflows,  average global  inflation  rates,  and exchange rate  volatility  across

selected  years  (2008–2023).  The  data  clearly  illustrates  a  negative  relationship

between macroeconomic instability and global investment levels. Specifically, high

inflation years such as 2008 (6.4%) and 2022 (8.7%) correspond to reduced global

FDI  inflows  of  $1.89  trillion  and  $1.29  trillion,  respectively,  marking  notable

declines  compared  to  periods  of  lower  inflation.  Similarly,  periods  of  increased

exchange rate volatility (e.g., 2020: 15.2%) also experienced significantly lower FDI

inflows ($0.96 trillion), demonstrating investors' sensitivity to currency fluctuations.

Overall,  the table  underscores  that  stable  inflation and predictable  exchange rate

conditions positively influence global  FDI inflows,  reinforcing theoretical  claims
1 UNCTAD. (2024). World Investment Report 2024: Investing in Sustainable Value Chains. United Nations 
Conference on Trade and Development. https://unctad.org/webflyer/world-investment-report-2024
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about  the  importance  of  macroeconomic  stability  in  international  investment

decisions.

Developing  and  implementing  an  FDI  strategy  requires  more  than  policy

intent  it  demands  a  clear  conceptual  framework  grounded  in  economic  theory.

Traditional approaches, such as neoclassical theory, emphasized the movement of

capital from capital-rich to capital-poor countries based on marginal returns. Over

time, more refined theories emerged, including Dunning’s eclectic paradigm (OLI

model),  which integrates  Ownership,  Location,  and Internalization  advantages  to

explain  the  motives  of  multinational  enterprises  (Dunning,  1980)2.  Additionally,

internalization theory addresses why firms prefer direct investment over licensing by

minimizing transaction costs in foreign markets (Buckley & Casson, 1976). Beyond

firm-level  motivations,  macro-level  factors  also  play  a  critical  role  in  shaping

investment attractiveness. Research by the World Bank suggests that countries with

effective legal systems, strong governance, and low levels of corruption can attract

20–40% more FDI compared to those with weak institutions (World Bank, 2023)3.

Moreover, global surveys conducted by the Organisation for Economic Co-operation

and  Development  (OECD)  in  2023  report  that  65% of  multinational  firms  rank

policy  stability  and  institutional  trust  as  primary  considerations  when  choosing

investment destinations (OECD, 2023).4

Furthermore, global FDI trends are increasingly influenced by technological

shifts, the rise of sustainable finance, and global supply chain reorganization. These

changes  demand  that  FDI  strategies  move  beyond  traditional  incentives  and

incorporate  data-driven,  conceptually  sound  approaches  that  align  with  global

investor expectations and economic transitions. This article explores the theoretical

and  conceptual  underpinnings  of  FDI  strategy  development.  It  analyzes  how

classical and contemporary theories — supported by empirical evidence and global

trends  — can  serve  as  a  foundation  for  building  comprehensive,  effective,  and

2 Dunning, J. H. (1980). Toward an eclectic theory of international production: Some empirical tests. Journal of 
International Business Studies, 11(1), 9–31. https://doi.org/10.1057/palgrave.jibs.8490593
3 World Bank. (2023). World Development Indicators. https://data.worldbank.org
4 OECD. (2023). International Investment Perspectives: Policy Uncertainty and Investment Decisions. OECD 
Publishing. https://www.oecd.org/investment/
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sustainable FDI strategies. By drawing from established models and integrating up-

to-date global data, the study provides a roadmap for decision-makers seeking to

enhance national investment competitiveness.

LITERATURE REVIEW

In Foreign Direct Investment: Theory, Evidence and Practice, Imad A. Moosa

offers  a  comprehensive  exploration  of  the  conceptual  frameworks,  empirical

patterns, and policy implications of FDI. The book examines major theories such as

internalization, eclectic paradigm, and market imperfections, while also providing

statistical  evidence  and  real-world  case  studies  to  analyze  FDI  behavior  across

countries  and  sectors.  Moosa  critiques  conventional  economic  assumptions  and

highlights  the  interplay  between  political  risk,  economic  incentives,  and

multinational corporate strategies. With a practical orientation, the work bridges the

gap between theory and application, making it relevant for academics, policymakers,

and investors.5

In their 2019 article, Nazmi Zeqiri and Hykmete Bajrami explore the interplay

between Foreign Direct Investment (FDI) theories and the role of human capital,

particularly  in  transition  economies  like  Kosovo.  The  authors  argue  that  human

capital is not just a complement to FDI but a prerequisite for attracting the right kind

of  investment.  They  review  perfect  and  imperfect  market  theories  of  FDI,

highlighting that  imperfect  market  theories  better  account  for  the role  of  human

capital.  The study emphasizes the importance of aligning education systems with

FDI  strategies  to  boost  productivity,  innovation,  and  long-term  economic

development.6

Vintilă Denisia’s article, Foreign Direct Investment Theories: An Overview of

the  Main  FDI  Theories,  offers  a  comprehensive  review  of  the  major  theories

explaining the motivations and behavior behind FDI. The paper outlines key models,

including the production cycle theory, exchange rate theory, internalization theory,

5 Moosa, I. A. (2002). Foreign direct investment: Theory, evidence and practice. Palgrave Macmillan. 
https://doi.org/10.1057/9781403907493
6 Zeqiri, N., & Bajrami, H. (2019). Theories of foreign direct investment (FDI) and the significance of human capital. 
International Journal of Business and Management, 7(1), 11–24. https://doi.org/10.20472/BM.2019.7.1.002 
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and  the  eclectic  OLI  paradigm  by  Dunning.  Denisia  emphasizes  that  no  single

unified  theory  fully  captures  the  complexity  of  FDI,  especially  across  different

economic contexts. The article traces how evolving market conditions, technological

changes,  and  firm-specific  advantages  shape  multinational  investment  strategies,

making FDI a multidimensional and dynamic economic phenomenon.7

METHODOLOGY

This study adopts  a mixed qualitative and descriptive quantitative research

approach  to  analyze  the  theoretical  foundations  underpinning  Foreign  Direct

Investment  (FDI)  strategy  formation,  emphasizing  the  role  of  macroeconomic

variables - specifically, inflation and exchange rate volatility.

Firstly,  a  Descriptive Statistical  Analysis  was employed to examine global

FDI inflows alongside inflation rates and exchange rate volatility. Secondary data

from authoritative international sources - including the United Nations Conference

on Trade  and  Development  (UNCTAD, 2024),  the  International  Monetary  Fund

(IMF, 2023), and the World Bank (2023) - were collected for selected years (2008–

2023). The data was systematically summarized in tables and visually represented

through  line  graphs  to  clearly  illustrate  trends  and  correlations  between

macroeconomic variables and global investment flows.

Secondly, the study utilized a Qualitative Theoretical Analysis, focusing on an

extensive literature review of ten key economic theories relevant to FDI, inflation,

and  exchange  rates.  The  theories  analyzed  include  the  Neoclassical  Investment

Theory,  Eclectic  Paradigm  (OLI  Model),  Internalization  Theory,  Institutional

Theory,  Currency  Risk  Theory,  Behavioral  Theory  of  the  Firm,  Real  Options

Theory, Product Life Cycle Theory, Portfolio Diversification Theory, and Dynamic

Capabilities  Theory.  Peer-reviewed  academic  literature,  foundational  theoretical

texts, and scholarly journal articles were critically reviewed and synthesized. This

theoretical  framework  was  essential  to  contextualize,  explain,  and  interpret  the

empirical  patterns  identified  through  the  descriptive  analysis.  The  combined

7 Denisia, V. (2010). Foreign direct investment theories: An overview of the main FDI theories. European Journal of 
Interdisciplinary Studies, 2(2), 104–110.
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methodological  approach  effectively  integrates  empirical  trends  with  theoretical

perspectives, offering robust insights into how macroeconomic stability shapes FDI

strategy formulation.  The methodology aligns clearly with the study's objectives,

ensuring reliability, validity, and theoretical coherence of the research findings.

RESULT AND DISCUSSION

The theoretical analysis, examining ten fundamental economic and strategic

theories,  offers  robust  explanations  for  these  observed  statistical  patterns.

Neoclassical Investment Theory clearly emphasizes that investors prioritize stable

macroeconomic  environments  due  to  predictable  returns.  The  Eclectic  Paradigm

(OLI model) and Internalization Theory strongly reinforce the notion that inflation

and  exchange  rate  stability  serve  as  crucial  determinants  of  location  and

internalization  advantages,  respectively.  Both  theories  underscore  that

macroeconomic instability diminishes the attractiveness of investment destinations.

Analyzing  the  relationship  between  Foreign  Direct  Investment  (FDI),

inflation,  and  exchange  rates  necessitates  grounding  the  analysis  within  diverse

theoretical  frameworks.  Ten  influential  theories  elucidate  these  complex

interactions:

1.1 Neoclassical Investment Theory

Neoclassical  investment  theory asserts  that  international  capital  mobility  is

driven primarily by the pursuit of higher marginal returns. Under this framework,

inflation undermines investor returns by introducing price instability, reducing real

profits, and increasing economic uncertainty. Additionally, exchange rate volatility

affects  expected  profits  due  to  currency  value  fluctuations,  further  discouraging

investment. Thus, from a neoclassical perspective, maintaining stable inflation and

predictable  exchange  rates  increases  the  host  country's  appeal  by  improving

perceived returns and reducing risk premiums (Solow, 1956).8

1.2 Eclectic Paradigm (OLI Model)

8 Solow, R. M. (1956). A contribution to the theory of economic growth. The Quarterly Journal of Economics, 70(1), 
65–94. https://doi.org/10.2307/1884513
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Dunning’s  Eclectic  Paradigm (Ownership,  Location,  Internalization)  argues

firms  will  invest  abroad when these  three  conditions  simultaneously  exist.  High

inflation rates erode location advantages by increasing operating costs, complicating

financial  planning,  and  diminishing  purchasing  power.  Volatile  exchange  rates

similarly  undermine  locational  appeal,  elevating  financial  risk  and  operational

uncertainty. Hence, economic stability strengthens locational advantages, positively

influencing investor decisions (Dunning, 1980).9

1.3 Internalization Theory

Internalization  theory  suggests  firms  internalize  foreign  operations  to

minimize  transaction  costs  arising  from  market  imperfections.  Inflation  raises

transaction and operating costs by causing unpredictable price fluctuations, while

exchange  rate  volatility  inflates  hedging  and  currency-conversion  expenses.  In

response,  firms  increase  internalization  to  manage  risks  directly.  Thus,

macroeconomic  instability  often  drives  firms  toward  wholly  owned  subsidiaries,

reducing reliance on external markets (Buckley & Casson, 1976).10

1.4 Institutional Theory

Institutional  theory  highlights  how  robust  institutions  foster  predictable

environments favorable to FDI. Inflation and exchange rate instability reflect weak

institutional  governance  and  policy  unpredictability.  Investors  interpret  stable

macroeconomic  indicators  as  signs  of  effective  governance,  transparent

policymaking, and secure property rights.  Hence, economies with stable inflation

and exchange  rates  possess  institutional  credibility,  enhancing  investor  trust  and

attracting long-term, high-quality investment (North, 1990).11

1.5 Currency Risk Theory

Currency risk theory emphasizes the costs  and uncertainties  introduced by

fluctuating exchange rates. Firms investing abroad face direct financial risks related

to foreign currency earnings and profit repatriation. Volatile exchange rates elevate

9 Dunning, J. H. (1980). Toward an eclectic theory of international production: Some empirical tests. Journal of 
International Business Studies, 11(1), 9–31. https://doi.org/10.1057/palgrave.jibs.8490593
10 Buckley, P. J., & Casson, M. (1976). The Future of the Multinational Enterprise. Macmillan.
11 North, D. C. (1990). Institutions, Institutional Change, and Economic Performance. Cambridge University Press.
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the  costs  of  currency  hedging,  prompting investors  to  demand higher  returns  to

offset this risk. Therefore, stable exchange rates considerably lower risk premiums,

encouraging foreign investors to commit long-term capital (Shapiro, 1999).12

1.6 Behavioral Theory of the Firm

According to the behavioral theory of the firm, managerial decision-making is

heavily influenced by risk perception and uncertainty avoidance. Persistent inflation

and exchange rate volatility magnify managerial uncertainty, causing firms to delay

investment decisions or  reduce their  foreign exposure altogether.  Firms therefore

exhibit  conservative  behavior,  choosing  investment  destinations  with  stable

macroeconomic  indicators,  and  thereby  favoring  economies  with  predictable

inflation and exchange rate conditions (Cyert & March, 1963).13

1.7 Real Options Theory

Real  options  theory  views  investment  as  exercising  an  option  under

uncertainty. High inflation and unpredictable exchange rate movements significantly

increase  economic  uncertainty,  enhancing  the  value  of  delaying  investment

decisions.  Investors  opt  to  "wait  and  see,"  postponing  investments  until

macroeconomic stability is restored. Thus, policy stability concerning inflation and

exchange rates reduces uncertainty, decreasing the value of waiting and stimulating

immediate investment commitments (Dixit & Pindyck, 1994).14

1.8 Product Life Cycle Theory

Vernon's product life cycle theory explains FDI as a strategy firms adopt at

different  product  maturity  stages.  High  inflation  and  exchange  rate  fluctuations

distort competitive advantages related to cost management and pricing strategies.

Firms  may  thus  alter  their  timing,  location,  and  entry  modes  for  international

investment based on macroeconomic conditions, strategically shifting production to

markets offering stable economic environments. Stable macroeconomic indicators

12 Shapiro, A. C. (1999). Multinational Financial Management (6th ed.). Wiley.
13 Cyert, R. M., & March, J. G. (1963). A Behavioral Theory of the Firm. Prentice-Hall.

14 Dixit, A. K., & Pindyck, R. S. (1994). Investment Under Uncertainty. Princeton University Press.
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attract firms during the early and growth stages of a product's life cycle (Vernon,

1966).15

1.9 Portfolio Diversification Theory

Markowitz’s  portfolio  diversification  theory  suggests  investors  diversify

international  investments  to  minimize  portfolio  risk.  Inflation  and exchange  rate

instability heighten risk exposure in specific markets, prompting firms to diversify

geographically  to  balance  their  risk  profile.  Thus,  stable  macroeconomic

environments become highly attractive as core investment targets due to their ability

to  offset  risks  incurred  elsewhere,  positively  affecting  FDI  inflows  (Markowitz,

1952).16

1.10 Dynamic Capabilities Theory

Dynamic  capabilities  theory  argues  firms  gain  competitive  advantages  by

rapidly  adapting  to  external  economic  changes.  Firms  possessing  dynamic

capabilities effectively adjust their strategies in response to inflationary pressures or

exchange rate volatility. Those firms strategically manage macroeconomic volatility

by  restructuring  their  foreign  operations,  entry  strategies,  or  hedging  practices,

thereby maintaining their  competitive  edge.  Economies  facilitating  adaptive  firm

behavior through stable macroeconomic policies and predictable environments are

better positioned to attract sustainable and dynamic FDI flows (Teece, Pisano, &

Shuen, 1997).17

Institutional  Theory and Currency Risk Theory both further  elucidate  how

stable  governance  and  financial  predictability  enhance  investor  confidence.

Institutional stability reduces risk premiums demanded by investors, a  key factor

confirmed by descriptive trends in global FDI. Behavioral Theory and Real Options

Theory  similarly  confirm  that  macroeconomic  stability  reduces  managerial

15 Vernon, R. (1966). International investment and international trade in the product cycle. Quarterly Journal of 
Economics, 80(2), 190–207. https://doi.org/10.2307/1880689
16 Markowitz, H. (1952). Portfolio selection. The Journal of Finance, 7(1), 77–91. https://doi.org/10.2307/2975974  
17 Teece, D. J., Pisano, G., & Shuen, A. (1997). Dynamic capabilities and strategic management. Strategic 
Management Journal, 18(7), 509–533. https://doi.org/10.1002/(sici)1097-0266(199708)18:7<509::aid-
smj882>3.0.co;2-z
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uncertainty and the perceived value of investment delays, thus promoting timely and

robust investment flows.

Additionally,  the  Product  Life  Cycle  Theory  and  Portfolio  Diversification

Theory  provide  strategic  insights,  indicating  firms  adapt  their  international

investment  patterns  and  diversification  strategies  to  align  with  stable  economic

conditions. This strategic adaptation is further supported by Dynamic Capabilities

Theory,  suggesting  firms  capable  of  adjusting  rapidly  to  inflation  and  currency

fluctuations maintain strategic advantages and contribute positively to sustainable

investment patterns. Ultimately, the synthesis of descriptive and theoretical analyses

reveals  that  maintaining  stable  inflation  rates  and  predictable  exchange  rate

conditions  significantly  influences  investor  decisions,  supporting  sustainable  and

robust  FDI  inflows  globally.  These  results  strongly  imply  that  strategic  policy-

making aimed at macroeconomic stability and institutional predictability constitutes

a core element of effective FDI strategy formulation.

CONCLUSION

This  study  has  examined  the  theoretical  foundations  underpinning  the

formation of foreign direct investment (FDI) strategies, with a specific emphasis on

the influence of inflation and exchange rate volatility. The analysis, drawing from

descriptive statistics and detailed qualitative exploration of ten established economic

theories,  conclusively  demonstrates  that  macroeconomic  stability  significantly

shapes  investor  behavior  and  investment  flows  globally.  Descriptive  statistical

evidence  clearly  showed  that  global  FDI  inflows  decline  during  periods

characterized by high inflation and heightened exchange rate volatility, supporting

theoretical  propositions  presented  throughout  this  analysis.  Specifically,  theories

such as the Eclectic Paradigm (OLI Model), Institutional Theory, and Currency Risk

Theory  emphasize  the  critical  role  of  stable  macroeconomic  environments  in

enhancing  investor  confidence  and  reducing  financial  risks.  Likewise,  the

Behavioral  Theory  of  the  Firm  and  Real  Options  Theory  indicate  that

macroeconomic  uncertainties  lead  investors  to  delay  or  reconsider  investments,

________________________________________________________________

"Экономика и социум" №5(132) 2025                                      www.iupr.ru



further  reinforcing  the  negative  impacts  of  inflationary  pressures  and  currency

instability.  The  study  concludes  that  maintaining  predictable  inflation  rates  and

stable exchange rate conditions significantly enhances countries'  attractiveness as

investment destinations. Consequently, policymakers should prioritize institutional

reforms aimed  at  achieving  macroeconomic  stability  and  transparency.  Effective

inflation  targeting,  clear  monetary  policies,  currency  stabilization  strategies,  and

robust  governance  frameworks  are  strongly  recommended.  Implementing  these

policy measures will bolster investor confidence, reduce perceived risks, and create

sustainable environments conducive to long-term foreign direct investment.
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