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ABSTRACT 

The study examined the empirically relationship between Foreign Direct Investment

(FDI) and Economic Growth (EG) in Pakistan, from 1975-2013, the study employed

Autoregressive Disttrubted Lag Approach (ARDL), the study used Augmented Dickey

Fuller (ADF) and Phillips Perron test (PP) to check the presence of unit root and found

out that all the variables are stationary at first differencing except Inflation was

stationary at level they are mixture of 1(1) and 1(0). We also used bound test to check the

cointegration of the model equation, which reveal the presence of cointegration long-run

relationship between economic growth and other selected macro economic variables

(Trade Openness, Total Debt, Inflation, Domestic Saving and Gross Capital Formation).

The main aim of the study was to examine the relationship between Foreign Direct

Investment (FDI) and economic growth, either in long-or short-run effects, also the

highlight the relationship status between the variables included in the model and granger

causality between FDI and economic growth in Pakistan. On the basis of the empirical

results acquired, Policy proposals are advised to attract FDI in Pakistan. Foreign Direct

Investment (FDI) is essential for economic growth in developing countries. FDI allows

transfer the transfer of technology, uplift in the domestic competition in the domestic

input market, contributes to human capital development.

Keywords: Foreign Direct Investment, ARDL Approach to cointegration, Economic

growth, Granger causality
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ÖZ

Bu çalışma, 1975-2013 yılları arasında Pakistan'daki Yabancı Sermaye Yatırımı ile
ekonomi arasındaki ilişkiyi deneysel olarak açıklamaya çalışmıştır. Çalışmada ARDL,
ADF ve birim kök için Phillips Perron testi kullanılmıştır. Enflasyon dışında bütün
değişkenler 1. Türev sonrasında durağan çıkmıştır. Ayrıca ekonomik büyüme ve diğer
değişkenler arasındaki uzun vade ilişkisini ölçmek için bağlı test kullanılmıştır.
Çalışmanın esas amacı Yabancı Sermaye Yatırımı ile ekonomik büyüme arasındaki
ilişkinin uzun vadede veya kısa vadedeki etkisini ortaya çıkarmaktır. Ayrıca değişkenler
arasındaki ilişkiyi ve Yabancı Sermaye Yatırımı ile ekonomik büyüme arasındaki
nedensellik ilişkisine vurgulanmıştır. Elde edilen deneysel sonuçlar doğrultusunda
Pakistan'a Yabancı Sermaye Yatırımını çekmek için politika tasarısı tavsiye edilmiştir.
Gelişmekte olan ülkelerde, ekonomk büyüme için Yabancı Sermaye Yatırımı gerekli bir
araçtır. Yabancı Sermaye Yatırımı, teknoloji aktarımına, yerel piyasada yerel rekabeti
kalkındırmaya ve insan sermayesinin gelişimine katkıda bulunmaktadır.

Anahtar kelimeler: Yabancı Sermaye Yatırımı, eşbütünleşme için ARDL yaklaşım,
ekonomik büyüme, nedensellik
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CHAPTER! 

INTRODUCTION 

1.1 Background of the study 

Nowadays, Foreign Direct Investment (FDI) has been a important subject in the field

world economics. In an era of volatile flows of international capital, the solidity of FDI

and its materialization is a significant source of foreign capital for developing countries,

has transformed interest in its relationship with sustainable economic growth. Indeed, for

developing economies, net inflows of FDI have increased almost five times from an

average of 0.44 % of GNP in the period of 1970-74 to 2.18 percent of GNP in the period

1993-97. FDI now forms a major component domestic investment activity in developing

economies accounting for more than 8% of Gross Domestic Investment (GDI) in the mid

1990s up from 2% of GDI in the early 1970s. This dramatic development has taken

place simultaneously with a substantial growth in international trade. Finally, FDI is now

the pre-eminent source of capital flows in the mid- 1990s up from approximately 18% of

flows in the 1970-74 period (UNCTAD, 2000, 2004 and 2006). The massive increase in

the volume of FDI during the last twenty years provides a strong incentive for study on

this phenomenon.

The ongoing processes of integration of the worldwide economy and liberalization of the

economies in many developing countries have led to a ferocious competition for inward

FDI. The attitude towards inward FDI has changed significantly over the last couple of

decades, as majority of the countries have liberalized their policies to magnetize

investments from foreign MNCs. Both developed and developing countries have

practiced enlarged inflows of FDI, with some fluctuations over year to year. Developed

countries have attracted bulk of FDI since mid1970s but on the other hand the

developing countries remain unsuccessful to create an enabling atmosphere for foreign

investors (UNCTAD, 2004).
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According to UNs conference report in (2002), FDI has contributed to economic growth

which includes: potential transfer of technology, creating job opportunities, knowledge,

enhances competitiveness and private enterprise.

UNCTAD (2006) asseıts that FDI have the ability to generate employment

opportunities, increased productivity, transfer foreign skills and technology, enhance

exports and contribute to the long-term economic growth of the world's developing

'countries. Moreover, over some 64000 foreign affiliates of Transactional Corporations

(TNCs) generate 53 million jobs. FDI is the largest external finance of developing

countries, and inward stock of FDI in the year 2000 amounted to around one-third of

their GDP, as compared to just 10 percent in 1980.

According to UNCTAD (2000), the average annual inflow of FDI increased from an

amount $159 billion over 1986-91 to $865 billion in 1999. FDI inflow as a percentage of

domestic capital formation in the world grews from 2.3 percent in 1980 to 11. 1 percent

in 1998. Therefore, the contribution of multinational companies (MNCs) in the world's

GDP was 25 percent in 1997. Approximately 90 percent in trade in technology and

technology intensive products and three-quarters in Research & Development are

conducted by Multinational Companies.

It has been argued that economic growth depends on technology transfer and FDI can

play a key role because it encourages technology diffusion. Zhang (2001) has

experienced that FDI is likely to be an engine for the host country's economic growth

because (i) it intakes FDI, creates capital formation and jobs opportunities (ii) FDI

encourages or boost up to promote manufacturing exports (iii) FDI bring bulk of

resources opportunities to the host country like: man power skills, skilled labor from

international markets and management skills e.t.c. (iv) FDI may encourage technology

transfer and spillover effects.

Historically, FDI inflows in developing countries followed irregular paths at the

beginning of 1980s and gradually started increasing in the successive period. This inflow
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has jumped from $10100 million in year 1986 to 87124 million in the year. The volume

of FDI has been varied significantly across countries. Specifically, China received

maximum 31 percent of the entire FDI while Brazil received 13 percent and last India

and Venezuela received almost close to three (03) percent. The inflow of FDI in Pakistan

was approximately $ 11 O 1. 7 millions in year 1995-96 and was jumped to $1524 at the

end of 2004-05. Currently it was round about$ 4020.2 million.

Despite of the growing volume of these inflows to developing countries, this resulted in

the gap between FDI flows to develop and developing countries and it has broader in the

mid years 1980s. This was largely due to three factors, firstly the continuing economic

complexities faced by several developing countries and these difficulties have made

them less attractive for trans-national corporations. Secondly the growing importance of

technologically intensive instıuments favoring locations in other developed countries

and thirdly the fear of a rise in protectionist forces in the European Community and in

the United States UNCTAD (2006).

Vast body of literature proposes that FDI is related with economic situation of the host

country. From the foreign investors' point of view, FDI is justified by essential

differences in production costs due to factor productivity and payment differentials

across countries Aggarwal (1980). Consolidating the market shares overseas also

stimulates FDI. From the recipient economic point of view, FDI is attractive and

important for a numeral of reasons, varying from growth enhancement via capital

accıual and deepening to technological improvement (Kokko et al, 1996). FDI is also

projected to incorporate domestic firms in international production and investment

networks, which is likely to increase efficiency and output growth. In addition to this,

FDI comprises an excellent source of present account financing and Balance of

Payments (BOPs) relief, particularly if it is export-oriented and saving-enhancing. In an

international economy, macroeconomic unsteadiness and policy-induced alterations in

goods and capital markets tend to minimize the location advantage of a host country in
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the competition for inward FDI and capital inflows (Lim, 1983).

In the fast changing global economic landscape, almost every country including

developed and developing, large and small alike have required FDI to make their

development process easy. FDI is frequently undertaken with the purpose of enjoying

control over a venture rather than simply achieving an inert voice in corporate affairs.

Thus, the FDI can exercise more deep influence on country's growth; industrial

structure; employment and trade patterns than other capital flows (UNCTAD, 2004).

Hence, FDI can affect the intensity of output and trade of a country by serving as an

engine of growth and development (Meyer, 1988). This unparalleled boost in the size of

FDI in developing countries has encouraged research on FDI and economic growth

linkages, because it has intensely changed the shape and structure of the modem and

current global economy (UNCTAD, 2006).

1.2 Problem statement 

In last two (02) decades ago, FDI has been key sources of external financing for

developing countries like Pakistan. FDI is considered by different economist and

international institutions as key player for enhancing economic growth as well as solve

the problem of developing countries. Mostly FDI is defined as an investment involving

the transfer human and capital assets, including: financial capital, advanced technology,

better managerial practices etc

Empirically enormous of studies have been conducted on FDI through which it

concluded that FDI boosted up the economic growth, improve the standard of living,

reduced poverty e.t.c. However there is also evidence that FDI have negative effect,

while some evidence supported that FDI does not affect the economic growth. Some

views are that FDI accelerates economic growth.

It is in line of the above authors'ambiguity in results that this study intends to investigate

the empirical effects that FDI may have had on the economic growth of Pakistan.
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1.3 Objective of the study 

The main objective of the study is to examine the empirical relationship between Foreign

Direct Investment (FDI) and Economic Growth (EG) from of 1975-2013 using Bound

Test of cointegration approach and causality test by Granger (1969) method. To achieve

this broader objective, study is specially defined to:

• Explore the significant relationship between Trade Openness (TO), Total Debt

(TD), Inflation (INF), Domestic Saving (DS), Gross Capital Formation (GCF)

and Economic Growth (EG) in Pakistan.

• Examine the causal linkage between Foreign Direct Investment (FDI) and

Economic Growth (EG) in Pakistan.

1.4 Hypothesis of the study 

The hypothesis that this study seek to verify are as stated below:

HOa: There is no significant impact of FDI on EG.

Hla: There is significant impact of FDI on EG.

HOb: There is no significant impact of TO on EG.

Hlb: There is significant impact of TO on EG.

Hüc: There is no significant impact of TD on EG.

Hlc: There is significant impact of TD on EG.

HOd: There is no significant impact of INF on EG.

H 1 d: There is significant impact of INF on EG.

HOe: There is no significant impact ofDS on EG.

H 1 e: There is significant impact of DS on EG.

HOf: There is no significant impact of GCF on EG.

/ 
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H 1 f: There is significant impact of GCF on EG.

HOg: FDI does not granger cause EG.

Hlg: FDI granger cause EG.

HOh: EG does not granger cause FDI.

Hlh: FDI granger cause EG.

1.5 Justification of the Study 

As limited studies have been carried out to investigate the empirical relationship

between FDI and EG therefore, this study will prove an effective contribution to the

existing literature. Moreover, the study will provide an insight about 'Empirical

Relationship' between FDI and economic growth of Pakistan and its macro impact on

Pakistan economy. Furthermore, it will help the legal bodies and government authorizes

in decision making and promoting the stipulation of FDI for better and prolific
consequences.

1.6 Significance of the study 

As an attempt to add to the growing body of empirical studies on the relationship

between FDI and economic growth and to answer the question of whether or not the

selected variables influence the economic growth in the context of Pakistan, this study

will use developed econometric techniques to empirically investigate this question.

1. 7 Structure of the study 

The study is structured into six chapters. The first chapter is already discussed above

Chapter two presents the summary of existing theoretical and empirical literature on

FDI-growth interaction. Chapter three represents an overview of FDI policy in Pakistan.

Chapter four consists of data description and methodology of the study. Chapter five
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focuses on the data analysis model estimations. Chapter six comprises the summary,

conclusions and policy recommendations.




