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This study aims to investigate the literature's findings regarding the 

connection among trade openness, financial inclusion, institutional 

quality, and environmental quality through channel of foreign 

direct investment (FDI) in the framework of both developed and 

developing economies. The current theoretical and empirical 

literature on the subject is studied and précised in this paper. The 

environmental quality of institutions, financial inclusion, and trade 

openness through the channel of foreign direct investment (FDI) 

are first summarized for Panel A, lower-middle-income countries 

(LMIC), and upper-middle-income countries (UMIC). Secondly, it 

identifies literature by using empirical and theoretical insights 

found in the published literature. This article also make clear 

theoretical perspective that describes how and why they operate. 

Third, this paper recommends three useful areas for further study. 

This paper advances the fields of environmental quality, institution 

quality, financial inclusion, and sectoral growth by systematically 

analyzing and integrated current theory and research in this field. 
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Introduction 

The growth of local businesses through industrialization has significant effect on economic 

development (Anjum, Rahman, & Idrees, 2026). From a literary perspective, trade expansion 

presents both opportunities and challenges (Kwakwa et al. 2014). Trade openness is a measure of 

how much countries trade with each other. It is calculated by looking at imports and exports as a 

percentage of gross domestic product (Huang, Rahman, Meo, Ali, Khan, 2024). Capitalists are 

better able to get business information about foreign markets through trade and by investing in 

assets abroad. Tight trade policies also make default risk lower (Zafar, Rahman, Ahmad, & Idrees, 
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2025). Trade deals can directly lead to cross-border financial flows like trade credits, export 

insurance, and payment facilitation. The link between trade openness and economic growth is 

always there (Song, Rahman, Anees, Ali, 2024). According to the research, the most important 

things that affect the Internationalizations of trade are: These research have found a number of 

factors, such as, but not restricted to economic development (Quising et al., 2005) (Zartashia et al., 

2022), financial growth (Ibrahim et al., 2018), exchange rates (Pacheco et al., 2017), foreign direct 

investment (Abdella et al., 2018), political stability (Dang et al., 2018). 

The primary purpose the study is not to identify the key determinants of flourishing trade openness; 

rather, it is to explore new information that addresses the question, "Do institutional quality and 

environmental quality influence trade openness, with FDI serving as a mediating factor?" This 

base of this study on the empirical findings of the existing framework of previous studies (Qadri, 

Shi, Rahman, Anees, Ali, Brancu, & Nayel, 2023).  

On the base of what I know, this study presents the first empirical model for investigating 

environmental quality (EQ) and institutional quality (IQ) within a single equation-model to assess 

their effect on trade openness (TO) (Afzal, Rahman, & Aslam, 2025). This paper proposed that EQ 

and IQ would have both direct and indirect effects on TO in earlier research. Several empirical 

research have applied the interaction variable (EQ*FDI and IQ*FDI) within their equations to 

measure the mediating purpose of macro basic principles (Qamruzzaman, 2020; Zakaria, 2019). 

The empirical calculation would include interaction variable (EQ*FDI, IQ*FDI) to examine the 

unintended impact of EQ and IQ (Shen, Rahman, Hafiza, Meo, & Ali, 2024). 

 In the absence of conflicting evidence, it is prudent to anticipate, scholar intend review the factors 

affecting trade openness (TO) within the empirical framework. Significant corpus of empirical 

literature (Abdouli, 2020) has examined the relationship among environmental quality and foreign 

direct investment (FDI), indicating that enhancements now environmental standards can increase a 

nation's appeal to foreign investors, thereby facilitating stable and sustained FDI inflows. 

Additionally, recent studies have focused more on how the institutions quality affects foreign 

direct investment (FDI) inflows (Yakubu, 2020; Aziz, 2018). These studies show that one of the 

best ways to get foreign investment is to make money safer by having stable politics, good 

governance, and rules that work (Shahzadi, Sheikh, Sadiq, & Rahman, 2023). When institutions 

improve, investors feel safer, and trade between two countries can grow more easily. The research 

utilizes Principal Component Analysis (PCA) to develop a complex institutional quality index, 

which functions as a surrogate for institutional quality in the empirical model (Dawood, Rahman, 

Majeed, Umair, & Idrees, 2023). Standard empirical estimation methods usually show 

relationships in a linear and aggregate way, which hides any differences in the effects of key 

variables that might be due to their distribution or direction (Qayyum, Ali, Rahman, & Khalid, 

2025). The growing recognition of these limitations has led to an increased application of 

asymmetric modeling techniques, particularly following the introduction non-linear frameworks by 

Shin et al. (2014). Since then, different real-world studies have used asymmetric specifications to 

model nonlinear dynamics in economic relationships (Bildirici et al. 2017; Shahbaz et al. 2017; 

Qamruzzaman et al. 2020). 

Current evidence regarding the FDI and trade openness relationship is inconclusive, despite 

numerous empirical investigations. People who think that FDI helps free up trade say that it makes 

it easier for countries to export, connects host economies to global value chains, and makes it 

easier for businesses to get into international markets (Aizenman, 2006). Conversely, alternative 

studies indicate that FDI may replace trade, consequently impacting trade openness negatively 

(Vijayakumar, 2010). We structure the paper as follows: After the introduction, the Literature 
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Review section goes into excellent detail about the studies that have already been done on how 

environmental quality, institutional quality, foreign direct investment, and trade openness are 

totally related (Aziz, Rahman, Saeed, Islam, & Younas, 2025). The methodology section. Lastly, 

the Conclusion section goes over the main findings and talks about what they mean for policy 

(Zahra, Nasir, Rahman, & Idress, 2023). 

Literature Review 

Free trade- Environment Quality 

Environmental degradation gain significant attention over the world during the past few decades 

(Chen, Rahman, Abdullah, Ali, & Khalid, 2024). Thus, the impact of trade in environmental 

degradation is a growing phenomenon of increasing significance in trade policy, as indicated by 

the numerous of empirical research that have investigated the association among free trade and 

environmental quality (A. Cole et al., 2003). 

Contrary to this, Zarsky (1999) foreign direct investment inflow in the country reveals that foreign 

companies taking improved technology and environmentally friendly product processes increase 

the condition of the environment in the host country (Iqbal, Rahman, S. Idrees, Ijaz, & Javed, 

2025). Purpose of this research is to establish the connection among foreign direct investment and 

environment by Won W. Koo (2009). This research was done in india and China over the period of 

time from 1992 to 2007. The ARDL methodology is used to regulate the long- and short-run 

effects. Outcome of this research was to demonstrate that developed countries favored 

underdeveloped countries where there were low taxes and lax environmental limitations (Shazad, 

& Rahman, 2025).  

The authors of the article claim that they analyzed Pollution haven or halo effect in 

underdeveloped countries and developing countries (Zakia benzerrouk et al., 2021). This research 

involved time period (1980 2010), 100 developing countries and 31 developed countries, this 

research used Generalized Moments Method (GMM), Pollution heaven hypothesis to developing 

countries and pollution halo hypothesis to developed countries (Ullah, Rehman, Raman, 2023). 

The empirical results specify that FDI and trade openness are play significant role of CO₂ now 

developing countries that confirm the heaven hypotheses (Liang, Rahman, Shafaqat, Ali, Ali, & 

Khan, 2024).  

In developed nations raise FDI and trade openness with the halo hypothesis in favor. Jungho elat 

(2009) use the ARDL method toward determine long-run besides short run association among FDI 

and the environment. In china there was a significant and positive correlation between CO₂ and 

FDI within both the long run and short run. In china FDI inflow deteriorates quality of 

environment, furnishing indirect evidence of the pollution haven hypothesis. As Thai-Ha Le (2016) 

investigates the connection between environmental and trade openness (Hafiza, Rahman, Sadiq, 

Manzoor, Shoukat, & Ali, 2023). Use penal data of 98 countries. The empirical result 

demonstrated that higher trade openness has an influence quality of the environment. However, 

within high-income country trade, it only influences the quality of environment, but in low-income 

countries and middle-income countries, it is detrimental. In past research, two lines of accessible 

content can be used to describe the correlation between Environments (Adnan Afzal, Rahman, 

Kamran, Iqbal, & Rasheed, 2025).  

The primary aim of the research by Nathaniel et al. (2020) is to investigate environmental problem 

of the coastal Mediterranean nations. Time period of 1980 to 2016. Those nations do not have a 

destructive association between FDI and environment policy. These nations continually compel 
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environmentally friendly FDI inflow and detrimental impact on the local manufacturing in the long 

run (Rahman, Shafqat, Ali, & Khan, 2024).  

A number of additional studies that explore how trade openness can influence the environment. In 

this study, under three approaches—fixed effect model, random effect model, and GMM—Nguyen 

Van Tran (2020) determines, role of trade openness and how they take effect in under-developing 

countries. 66 under developed nations over dated 1971 to 2017. The most important result of this 

article was a 1% improvement in trade openness. 2% improvement in CO₂ emission. This paper 

postulated unfavorable effect of trade openness on the environment (Wang, Rahman, Zulfiqar, Ali, 

Khalid, & e Ali, 2025).  

Economic growth was cause to increase of pollution in the environment; therefore, trade openness 

was major reason of environmental degradation (A. Harrison, 1995) (Rock, 1996). The reported 

trade openness effect on environmental quality, both negatively or positively, varies in various 

ways and is reported related extent industrialization and globalization within economy (Destek and 

Sinha 2020). Pollution haven hypothesis (PHH): a host economy that lacks adequate strict 

environmental regulations; the environment becomes polluted resulting from trade openness (Baek 

and Koo 2009).  

Up to his opinion, environmental damage, Roland-Holp (1997), is related to trade, yet is not the 

primary cause due to trade. Because of the measure effect (economy grow because there are more 

trade), environmental quality might become poor (Saeed, Rahman, & Sheikh, 2024). Trade may 

improve quality environment over technique impact or composition impact, trade improving, 

income leading to environmental levels and strongly regulatory system (Chaudhary, Nasir, 

Rahman, & Sheikh, 2023). Creation low pollution-intensive commodities within economy 

decreases pollution and, alternatively, causes rise pollution in the other economy via worldwide 

trade. The influence of this type of combination can be explained by two closely related 

hypotheses, namely the pollution halo hypothesis and the pollution haven hypothesis. 

Displacement hypothesis predicts openness of trade or free market form can bring about 

incrimination of pollution-intensive product manufacturing industries in the low-income countries 

since the high-income countries enacted strict environmental rules and control (Harrison, 1995; 

Rock, 1996; Tobey, 1990). The pollution haven hypothesis reported primary cause of pollution in 

the poor economies could be the potential migration of pollution-intensive manufacturing goods as 

a result of low environmental levels (Antweiler et al., 2001; Cole and Elliott, 2003).  

There is no significant difference two hypothesis regarding relative advantage under trade 

worldwide. Foreign direct investment facilitates technology transfer in poor economies; this 

technology may lead to decrease in environmental pollution in the area of easy trade policy has 

pros and cons influences on the quality of the environment (Zubair, Rahman, Sheikh, & Zafar, 

2024). 

Nexus between FDI and trade openness  

Empirical evidence suggests a close relationship between economic growth, foreign direct 

investment (FDI) inbounded flow, and trade openness (Khan, Rahman, Fiaz, 2023). With open 

trade policies, economies are likely to receive an increased amount of foreign investment that 

consequently facilitates economic growth. FDI is also associated with growth in terms of 

technological innovation and enhancement of production as well as integration of the domestic 

economies into the global economy (Shahid, Rahman, Sheikh, & Allahrakha, 2024). Subsequently, 

FDI and trade openness are both major drivers of economic performance. Increased involvement in 

global trade is linked with increase within GDP, increase number of jobs, financial liberalization, 
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and capital accumulation. Felbermayr et al. (2011) have stated that the presence of imported goods 

in the domestic markets is able to enhance export performance through competitiveness (Usman, 

Rahman, Shafique, Sadiq, & Idrees, 2023). Besides earning foreign exchange and increasing the 

industrial activity, international trade facilitates knowledge spillovers and diffusion of technology, 

which is beneficial to the local firms. Moreover, it is discovered by Egyir et al. (2020) that with 

augmented trade openness, inflow foreign currency increases short-term and medium-term in the 

form of FDI, remittances, and foreign aid (Ali, Rahman, & Anser, 2020). Nonetheless, foreign 

investment that is concentrated in non-productive lines of investment can lead to an undesirable 

impact on economic growth. Seyoum et al. (2014) tested correlation among FDI and trade 

openness in 25 Sub-Saharan African nations during 1977-2009 by using the Granger non causality 

approach and found that there was evidence to support the bidirectional nature association among 

the two variables (Bint Raza, Sheikh, & Rahman, 2024). Findings of their research indicate that a 

stream of constant FDI inflow is important in terms of the increased involvement of domestic firms 

in international markets. Equally, Chiappini (2011) demonstrates that FDI channeled to its 

domestic commercial activities have positive effect on its export development (Sarwar, Ali, Bhatti, 

& Rahman, 2021).  

Main research question addressed by Babatunde Sundayel (2024) was impact of climate strategy 

indecision on trade openness and foreign direct investment. Time period analyzed in the U.S. was 

1990 to 2020 and Residual Augmented Least Squares (RALS-EG) was used as the primary finding. 

It was the FDI and openness to trade effect produced by the climate uncertainty policy (Hassan, 

Sheikh, & Rahman, 2022). To discover the significance of trade openness to attract the FDI, time 

period, 1990 to 2008 and under developing nation, G. Liargovas (2012) searched 36. Fixed effect 

model implanted by researcher in research. Foreign direct investment and trade openness showed 

positive and significant connection. Increase foreign direct investment incoming increases in the 

event of trade openness (Shahzadi, Hafiz, Idrees, Sheikh, & Rahman, 2024). Second category 

consists pull factors, which are internal recipient countries and encompass financial development, 

socio-political stability, institutional quality, and regulatory frameworks, including macroeconomic 

vulnerability (Rahman, Chaudhry, Meo, Sheikh, & Idrees, 2021). 

Theoretical framework this research work demonstrates trade openness is an important factor 

influencing trade (Kosteletou and Liargovas 2000). It was proposed foreign direct investment and 

trade openness also negatively connected to each other when economies have a transition mode, 

indicating that trade openness and FDI have a complex relationship (Markusen and Maskus 2002). 

Impact of trade openness on FDI in the setting of the ASEAN area. The test Fixed Effect (FE) 

Modeling has been applied in the study, and the robustness check is done by the use of 

Generalized Least Square (GLS). Key result of this research on trade openness is playing 

significant role in attracting the FDI inflow (Raza, Sheikh, Rahman, Warriach, & Zaidi, 2024). 

Under the transaction cost hypothesis, countries that have low transaction costs are more likely to 

receive foreign investment because they are likely to have high returns in terms of expected returns 

on the investment. Along with Gottschalk (2006), Fernandez-Arias and Montiel (1996) divide 

factors of foreign direct investment observed by two broad groups. Former one is the first group of 

push factors that are exogenous to host economies and consist of global economic fluctuations, 

structural attributes, irreversibility of investments, and agglomeration spillovers (Rahman, Ali, 

Idrees, Ali, & Zulfiqar, 2022). The second category is the pull factors that are domestic to recipient 

countries and include financial development, socio-political stability, institutional quality, and 

regulatory frameworks such as macroeconomic vulnerability (Syed, Arshad, Rahman, & Sheikh, 

2024). Sakyi and Egyir (2017) posit that the international flows of capital, especially to the 

developing economies, have become a very crucial tool for encouraging economic growth. It is 
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through foreign investment that the gap between investment and saving is bridged and contributes 

to economic growth through the spread of new ideas, reinforcement of financial management 

practices, and enhancement of physical infrastructure (Zhu, Fang, Rahman, & Khan, 2021). 

Foreign direct investment is thus capable of making a significant contribution to the development 

endeavor through the enhancement of domestic savings, firm formation and expansion, good 

integration toward global economy (Rahman, & Bakar, 2019). Further, FDI helps in  transfer of 

technology and also improves productivity, forms local supplier and service networks, and also 

improves human capital by offering training and skills development (Dupasquier et al., 2003) 

(Anyanwu, 2006). Similarly, it can be said that economies can lure foreign capital flows through 

economic diversification, responsible exploitation of natural resource endowments, and investing 

in sustainable infrastructures. In line with this perspective, Adhikary (2011) holds the opinion that 

FDI can trigger long-term economic growth (Idrees, Awan, Arslan, Hussain, Razzaq, Haris, & 

Rahman, 2023). 

Sajid et al. (2020) research work describe connection among trade openness and FDI and 

institutional performance on environmental quality in OIC countries. The period of time studied 

was 1991-2016. The study employed a unit root test and dynamic correlation effect to analyze the 

data (Li, Bai, Yu, Meo, Anees, &. Rahman, 2022). This research discovered that FDI inflow 

contributes to environmental degradation due to trade openness. It is environmental degradation 

due to trade openness (Younas, Idrees, & Rahman, 2021). 

Institutional quality and trade openness  

Since institutions have a wide scope of effects on economic activity, institutional quality can result 

both direct and indirect impact incentives of agents to trade. Other than its immediate effect, the 

performance of the institutions also influences other economic conditions that are likely to deter 

trade activities (Arshad, Joseph, Rahman, Idress, S., & Shahid, 2024). The positive impact of 

institutions on trade also arises from their influence on the expected returns of international 

exchanges. Weak institutions or weak institutions are likely to add more costs to the cross-border 

transactions, which discourage the trade flows. Likewise, strict regulations and bureaucracies, 

which are very strict, are also non-tariff barriers that impede international exchange (Rahman, 

Bakar, & Idrees, 2019). In addition, poor contract enforcement adds to uncertainty and transaction 

risk, which is a soft form of tariff even to risk-neutral traders and which further deters trade. This 

point of view is supportive of the conclusions of Anderson and Marcouiller (2002), who point out 

significance of institutional failures in increasing the cost of trade and inhibiting international trade 

(Khoula, Rahman, Idress, 2022). Although there is a lot of literature that has investigated the 

association between institutional quality and trade openness, there is still inconclusive evidence on 

this matter. However, a growing body of literature now suggests a close relationship between 

institutional strength and increased economic freedom. Properly functioning institutions promote 

trade liberalization to enable a stable and predictable economic environment, which is necessary in 

the long run to achieve financial development. Countries need to facilitate the operational 

circulation economic assets and enhanced financial intermediation to productive branches of the 

economy in order to achieve success in expanding international trade and draw foreign investors 

(Qamruzzaman et al., 2016).  

In addition to this, institution quality and trade openness have a positive contribution to FDI. Sabir 

et al. (2019) to enhance quality of institution and drive the flow FDI in urbanized nation. Authors 

Busse and Hefeker (2007) justified significance institutional factors playing a crucial role 

appealing foreign direct investment inflow in emerging nations (Mukhtar, Shahid, Razzaq, 

Rahman, 2023). 
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Methodology 

In given work, the study adhered to the principles of the literature review process. To gather and 

critically examine the relevant literature, a systematic literature review (Jesson, Matheson, and 

Lacey, 2011) will be used. Complete a critical analysis, the researcher constructs a critical review 

form toward review some of the main ideas of the earlier research, specifically the focus paper, 

bibliographic fine points, philosophy use (where relevant), study philosophy (Zikmund, Babin, 

Carr, and Griffin, 2013), key outcomes, methodology, description FDI, FDI field, investigation 

background, topographical site study, theoretic and applied review, and further conclusion and 

reported limitations (Amin, Rahman, Khalid, & Idress, 2024). To carry out the critical review of 

study, researcher observed literature from November 1995 - April 2025. In order recognize the 

most significant FDI papers thinkable, following the documentation papers, the researcher 

performed thorough exploration evaluation of the applicable papers downloaded to Economics 

journals clarivate analytics (The Master Journal List 2025 and JCR report 2020); Complete records 

(Business Source Premier by Ebsco and Scopus). To select the literature this literature review, the 

researcher designs  literature variety principles basis of the following characteristics, e.g., paper 

don’t address FDI, and likewise not being experiential or theoretical (like books, explanations, 

conference report summary, abstracts and keywords, executive summaries, editorials, and 

literature reviews, newspaper/magazine articles). Overall, following the repetition identification, 

the scholar located nearly 30 research paper. Scholar reviewed the abstract, title, and methodology 

of each paper to establish its relevance (Parveen, Hanif, Rahman, & Sheikh, 2023). 

Discussion 

Literature gives a perfect discovery regarding openness to trade, which is highly contingent on the 

income level of a nation: The beneficial or harmless outcome of trade openness on environment, 

observed in high-income countries, but it is greatly detrimental in the middle- and low-income 

countries (Le, 2016). Haven Hypothesis (PHH): empirical finding advice that China, India, and 

100 developing countries confirmed the hypothesis that developed countries prefer to outsource 

the dirty manufacturing to countries with weak environmental regulation and low taxes (Koo, 2009; 

Benzerrouk, 2021). Pollution Halo Hypothesis: FDI in developed countries, on the contrary, can be 

linked to a reduction in CO₂ emissions. This is explained by the so-called Technique Effect when 

foreign companies bring with them ecologically friendly procedures and excellent technology 

(Zarsky, 1999; Benzerrouk, 2021).  

Synergy to Growth: Open trade policies are a pull factor that has a strong pull effect to increase the 

level of FDI (Liargovas, 2012; Albahouth, 2024). Market Integration: FDI has been reported to 

increase the export performance of home countries through the introduction of modern technology 

and better efficiency in production, which further integrates a particular country in the global 

market (Seyoum et al., 2014; Chiappini, 2011). Among the most important discoveries is 

connection among Trade and Environment is mediated by institutions quality of country: 

Transaction Costs: Better contract enforcement and less bureaucratic countries incur lower 

transaction costs, and this attracts more quality and sustainable FDI (Fernandez-Arias & Montiel, 

1996). One of the main factors that contribute to the fact that trade openness and FDI cause the 

deterioration of the environment is weak institutional performance in OIC and Sub-Saharan 

countries (Sajid et al., 2020). We need powerful institutions to ensure that trade opening leads to 

financial growth rather than environmental exploitation (Qureshi, Zaman, Rahman, Shahzadi, 

2022). Short-run vs. Long-run: Researchers have discovered that using ARDL (Auto regressive 

Distributed Lag) methods, it was found that: FDI can have short-run benefits of increasing the 

economy with regard of capital inflow (Zhao, Rahman, Afshan, Ali, Ashfaq, & Idrees, 2023). 
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Long duration, when investment is not strictly monitored and is located in nonproductive or high-

pollution industries, it will result in a permanent degradation of the environment (Jungho et al., 

2009; Nathaniel et al., 2020). 

Conclusion 

Previous research result shows that connection between trade openness, environmental quality, 

institutional quality, and foreign direct investment is intricate and circumstantial. The pollution 

haven hypothesis and the pollution halo hypothesis have empirical evidence in support of them 

dependent on income, stringency regulations, and institutional capacity of countries. The 

environmental impacts of trade openness and FDI may be beneficial depending on the quality of 

the governance and enforcement mechanisms in the economies, although they may promote 

economic growth and diffusion of technology. It is also shown that good institutions cut down on 

transactions, improve contract enforcement, and decrease investment risk, thus leading to FDI 

inflows and international trade. In the same way, financial inclusion enhances access to credit by 

the firms, participation in global markets, and the nexus of trade—FDI. However, weak institutions, 

ineffective environmental laws, and restricted financial access can counteract the potential benefits 

of trade liberalization. Through this synthesis of these strands of literature, the current research 

proves trade openness seen as result of the interplay of structural forces as opposed to an 

independent policy decision. Their results affirm the belief that sustainable trade growth needs not 

only open markets but also strong institutions and good environmental governance and strategic 

management of foreign investment. 
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