438 HOBUHU CBITOBOI HAYKU

Serhan Ciftgioglu', Behdad Etemad’

DO NET INFLOWS OF FOREIGN DIRECT INVESTMENT AFFECT
ECONOMIC GROWTH? A PANEL DATA ANALYSIS

In this study we apply panel data analysis to investigate quantitative and qualitative nature of
the impact of net inflows of foreign direct investment as a percentage of GDP (FDI) on economic
growth in selected emerging market economies as a group. In theory, FDI is expected to have pos-
itive impact on the long-run growth rate of GDP. We test this hypothesis by running a growth regres-
sion based on the annual panel data on the sample of 10 emerging market economies. QOur growth
equation, in addition to FDI, includes the rate of domestic investment, inflation rate and the degree
of trade openness (proxied by the share of exports in GDP) as explanatory variables.

Keywords: foreign direct investment; economic growth; GDP; inflation rate; trade openness.
Cepxan Yudriunormy, bexnan Ereman

YU BIJIMBAE YUCTUH ITPUTLINB IMTPAIMMUX IHO3EMHUX
THBECTUIIIN HA EKOHOMIYHE 3POCTAHHSA?
AHAJII3 TAHEJIBbHUX JTAHUX

Y cmammi 3acmocoeano anaaiz naneavHux danux 04s 00CAiOHceHHs KiabKicHoOT i AKicHOT
npupoou énaugy wucmozo0 npunaugy npamux inozemuux ineecmuuii (I111) sx eiocomxa BBII na
eKOHOMIYHEe 3DOCMAHHSA 6 eKOHOMIUL 0esAKUX Kpain, wo po3eusaromocs, K 6 okpemii epyni. Y
meopii ouikyemocs, wo I11I maromo nozumuenuii 6naué Ha 008620CMpPOKOBUIL Pi6eHb 3p0OCHAHHS
BBII. T'inomesa nepegipena memooom 3acmocy8anHs pezpecii 3pOCMAaHHsA HA OCHOBI PIMHUX
naneavHux oanux 0o eubopku 3 10 punxosux exonomix, w0 possueéaromvcs. PieHanus
3pocmanns, okpim IIII, exarouac pieenv emympiwnix ineecmuuii, pigensv iHghaauii i mipy
6iokpumocmi mopzieéai (npedcmaséieny nokazHuxom uacmiu excnopmy y BBII) sk
NOACHIOBAAbHI 3MIHHI.

Karouoei caosa: npsami inozemnui ineecmuuii; exonomiune 3pocmarnus; BBII; pieenv inghaauii;
gi0Kkpumicms mopeieai.

Cepxan Yudrnunorty, bexgax Dreman

BJIMAET JIN III/ICTI)II/JI ITPUTOK ITPAMBIX THOCTPAHHBIX
NMHBECTUIINN HA DKOHOMMWYECKUHU POCT?
AHAJIN3 ITAHEJ/IbHBIX JTAHHBIX

B cmamve npumenen anaau3 nameabHvIX OAHHBIX 0451 UCCAC008AHUSL KOAUMECHIBEHHOU U
KauecmeenHol npupoobl GAUAHUS HUCHIO20 NPUMOKA NPAMbBIX UHOCMIPAHHBIX UHEeCIuuui
(IIHH) kax npoyenma BBII na s3xonomuueckuii pocm 6 3K0HOMUKe HEKOMOPbIX PA36UBAIOUUXCS
cmpan kaxk 6 omdeavHoil epynne. B meopuu oxcudaemcs, umo IITUH oka3viearom
noaoxcumeavHoe 6ausHue Ha 00a2ocpounsvlii ypoeenv pocma BBII. ITunomesa nposepena
Memoodom npuMeHeHUsA PeePeccull pOCa Ha 0CHO8e 20008bIX NAHEAbHBIX 0AHHBIX K 6bLo0opKe u3 10
PA36UBAIOWUXCSL PHIHOMHBIX IKOHOMUK. Ypaenenue pocma, nomumo ITHHU, exarouaem yposenso
GHYMPEHHUX UHBECMUUUL, YPOBEHb UHMAAUUU U CMeneHv OMKPbIMOCHU MOP2068aU
(npedcmasaennyto nokazameaem doau 3xcnopma ¢ BBII) kak nosicnaroujue nepementole.

Karoueesvie caoea: npsmvie unocmpanuvle uneecmuyuu; sxoHomuyeckuil pocm; BBII; yposenb
UHGAAYUU; OMKPLIMOCIb MOP2OBAU.
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1. Introduction. Normally foreign direct investment (FDI hereafter) has two
forms: greenfield investments and acquisitions (or merging). Greenfield investments
are those investment activities which involve establishing new operations and facili-
ties in a foreign country. On the other hand, acquisitions refer to the purchases of at
least 10% of the voting stock of foreign firms with the intention of acquiring lasting
management interest in the corresponding business enterprises. Acquisitions can
sometimes be the preferred form of FDI simply because they are faster to execute,
easier and less risky relative to greenfield investments and foreign firms can believe
that they can increase efficiency of acquired firms by injecting capital, management
skills or technology. 'New Growth Theory' has predicted that economic growth is
likely to be positively affected by FDI due to introduction of new types of inputs,
technologies, organizational and managerial changes, as well as likely increase in the
rate of accumulation of human capital (Romer, 1986, 1990; Grossman,
Helpman,1991; Marino, 2000).

Some of the past empirical research reporting positive effects of FDI on eco-
nomic growth (as predicted by 'New Growth Theory') include Li and Liu (2005),
Blomstrom et al. (1996) and Shan et al. (1997). However, the findings of some others
have not confirmed this theoretically expected positive effect. For example,
Ciftcioglu, Fethi and Begovic (2007) have applied panel regression analysis to inves-
tigate the nature of the effects of FDI on economic growth and unemployment rate
for the sample of transition economies in CEE over the period of 1991-2003. Their
estimation results have been in sharp contrast to those who reported positive effects;
net inflows of FDI (as % of GDP) have been found to be negatively associated with
both growth rate of GDP and unemployment rate. These results are consistent with
the earlier findings of Mencinger (2003) who reported similar results for the effects of
FDI in transition economies of Eastern Europe. One possible explanation of these
theoretically unexpected negative effects of FDI (on economic growth and unem-
ployment) could be related to the fact that FDI inflows (in transition economies),
most of the time, have taken the form of acquisition of fixed assets, public enterpris-
es and banks instead of additions to productive capacity. And furthermore the pro-
ceeds from the sales of these assets to foreign investors have been (to a great extent)
used to finance additional consumption and imports instead of investment in pro-
ductive assets (Mencinger, 2003). In addition to Mencinger, Townsend (2003) is
another example of those studies which have either reported a negative causal rela-
tionship, or been unable to detect a positive relationship between FDI inflows and
economic growth.

The main focus of the past literature on the effects of FDI has been exclusively
limited to the investigation of the nature of the effects of FDI inflows which, by def-
inition, does not include FDI outflows. In this study we chose to analyze the nature
of the relationship between net inflows of FDI (as % of GDP) on economic growth
measured as growth rate of GDP. Our methodology is based on panel regression of a
growth equation which, in addition to FDI variable (described above) includes sever-
al other explanatory variables that are theoretically expected to be associated with
economic growth in the long run. It is important to note that our main goal is to test
the hypothesis that FDI is positively associated with economic growth and not to
attempt to identify and estimate the best possible specification of a growth equation
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in terms of explanatory variables. Our panel data set is made up of annual data (of the
dependent and independent variables) on 10 selected emerging market economies
listed in the next section.

The organization of the rest of the paper is a follows: section 2 is devoted to a brief
explanation of not only the empirical methodology and source of the data but also dis-
cussion of theoretically expected sign of the coefficient of each independent variable we
have chosen to include on the right hand side of our growth equation. Section 3 pres-
ents and interprets the estimation results based on our panel regression. The last section
concludes with a brief summary and policy implications of the results.

2. The Empirical Methodology. The general specification of the model we used
for panel regression of economic growth is known as classical pooled regression
model which is given by the equation (1) below:

Yii =80 +b" Xj +&; (D
where i =1,...,n (n — the number of countries);

T =1,...,T (T- the number of periods);

Vi — growth rate of GDP for country i in period #

x;; — the vector of k regressors (independent variables);

t
b — the vector of k coefficients;
a, — common intercept for all the countries;
g; — error term for each observation distributed normally with "0" mean and

constant variance.
The independent variables (regressors) that we include on the right hand side of
equation (1) are listed below in Table 1.

Table1. Independent Variables

FDI Net inflows of FDI as % of GDP
INV The share of domestic investment in GDP
IR Inflation rate

EXP The share of exports in GDP

Now, we briefly discuss the theoretically expected nature of the relationship
between the independent variables and economic growth as measured by the growth
rate of GDP(GR):

As discussed in the first section, theoretically one would expect FDI to be positive-
ly related to GR. However, as the mixed nature of the past empirical research has sug-
gested, this hypothesized positive relationship between FDI and GR may not be univer-
sally true and may depend on a variety of factors overlooked previously. Some of these
factors include (i) the dynamic effects of FDI on sectoral composition of output and
employment in terms of tradables vs. non-tradables sectors, (ii) the extent of increase in
the volume of profits transferred by foreign investors (from host countries) to their home
countries in the years following FDI and (iii) the nature of the effect of FDI on current
account balance in the future years. If a given FDI changes the sectoral composition of
output and employment in favor of sectors producing non-tradables, this could nega-
tively affect the long run growth rate of the economy through its possible adverse effects
on total factor productivity growth (Gehrels, 1991). Similarly, if foreign investors tend to
transfer the profits they earn from their investments in host countries to their home (or
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other) countries, this will negatively affect the volume of (domestic) financial savings
available for domestic investment. And this is likely to exert negative impact on the rate
of accumulation of physical capital and therefore economic growth. Similar adverse
effects of a given FDI on the rate of accumulation of physical capital (and therefore eco-
nomic growth) could be possible if it leads to rising current account deficits in case it
leads to sustained increase in the volume of imports. Under these conditions, financing
higher current account deficits may require higher rate of external borrowing and/or
decrease in the stock of net international reserves of central bank which may increase
both the perceived risks associated with a currency crises and future interest and princi-
pal payments (debt servicing) on accumulated stock of external debt. And both of these
are likely to affect rate of domestic investment and financial stability negatively
(Desphande, 1997).

The points raised above suggest that the issue of whether or not a higher rate of
FDI leads to higher rate of economic growth is ultimately an empirical matter. And
this is the main motivation of this study.

The neoclassical growth theory suggests that the rate of investment can possibly
affect the rate of output at least in the medium term (Foryen, 1998). On the other
hand, lower inflation rate is likely to improve total factor productivity growth as it
enables agents to perceive the actual prices correctly so that they can make rational
investment decisions (Harberger, 1998). Similarly, degree of trade openness (as meas-
ured by the share of exports in GDP or the share of sum of exports and imports in
GDP) can positively affect economic growth through various channels ; producing
relatively larger share of domestic output for global markets and increased availabili-
ty of a range of imported products can raise total factor productivity growth both
through competitive pressure on domestic firms for improvements in efficiency and
higher rate of technological progress (Grossman and Helpman, 1991).

Finally we conclude this section by noting that the source of our (annual) panel
data is the World Bank database’ and made up of the data set of 10 emerging market
economies that include Argentina, Bolivia, Brazil, Chile, Colombia, China,
Indonesia, South Korea, Malaysia and Singapore.

3. The Empirical Results. The statistical results of estimation of growth equation
based on the classical pooled regression model and 300 units of observations (coming
for 10 different countries for the period 1979-2008) are summarized below in the form
of equation (2). We note that in order to deal with possible problem of heteroskedastic-
ity we applied white heteroskedasticity consistent covariance estimator so that the
resulting standard errors and t-statistics are respectively heteroskedasticity-robust and
heteroskedasticity-consistent. As specified in the previous section, the dependent vari-
able of our estimated growth equation is the (annual) growth rate of GDP (GR).

GR* = -0.026 + 0.06 FDI + 0.30 INV - 0.0008 IR - 0.001 EXP 2)

(-3.53)** (0.72) (10.98)** (-2.86)** (-0.14)
R-squared = 0.34

*values in parenthesis under the coefficient estimates are the respective heteroskedasticity-con-

sistent t-statistics.

** significant at the 1% level

2 The World Bank database : http://devdata.worldbank.org/dataonline.
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As the estimation results reported in (2) show, even though the sign of the esti-
mated coefficient of FDI is positive, it is statistically insignificant. In other words, for
the average country in our sample, we have been unable to obtain statistical support
for the hypothesis that “increases in FDI are positively associated with higher growth
rate of GDP in the long run”. The coefficient of “trade openness” variable (EXP) is
not only statistically insignificant, but also has the opposite sign of what is theoreti-
cally expected. In other words, the hypothesis that trade openness (as measured by
the share of exports in GDP) is positively associated with the rate of GDP growth is
rejected by the data for the average country in our sample.

The estimated coefficients of INV and IR variables (0.30 and -0.0008 respec-
tively) not only are statistically significant but also have the correct (theoretically
expected ) signs ; the estimated coefficient of INV variable (0.30) suggests that a given
1% increase in the rate of investment is likely to be associated with (on average) 0.3%
increase in the growth rate of GDP in the long run. And negative sign of the coeffi-
cient of IR variable (-0.0008) suggests that, as theoretically expected, higher inflation
has been found to be associated with lower growth rate of GDP for an average coun-
try in our sample. However, the fact that the absolute magnitude of the estimated
coefficient is very small suggest that the negative impact of higher inflation on long-
run economic growth has been very minor for the average country (in our sample)
over the sample period (1979-2008).

4. Conclusions. In this study, we carried out the panel data analysis of the possi-
ble impact of net inflows of FDI (as % of GDP) on economic growth based on the
annual data set of 10 different countries. The panel regression results have not been
able to produce statistical support for the hypothesis that net inflows of FDI are pos-
itively associated with higher rate of economic growth in the long run. Even though
the sign of the estimated coefficient of the relevant variable is positive (as theoretical-
ly expected), it is statistically (highly) insignificant. This result suggests that the pos-
tulated positive impact of FDI on economic growth may not be generalized and taken
as universally true. To understand the economic logic behind this theoretically unex-
pected result, it is critical to note that FDI (more often than not) may take the form
of purchase of (all or part of the ownership) of domestic (private and public) enter-
prises. And the long-term dynamic effects of such purchases on economic growth
may critically depend on the variety of issues related to such inflows of capital. Some
of these issues may be captured in the form of following set of questions: (i) Are the
proceeds from the sales of domestic real assets used to finance additional investment
in productive capacity or (private and/or public) consumption?; (ii) Is the sector into
which FDI flowing a 'tradable sector’ (such as manufacturing) where total factor pro-
ductivity growth is likely to be relatively higher or a 'non-tradable sector' (such as
banking, insurance, construction and retail trade) where productivity growth has
been historically relatively lower (Gehrels, 1991)?; (iii) Is the FDI leading to an
improvement or deterioration in current account balance and stock of external debt
in the future years?; (iv) Is the FDI leading to a sustained reduction or an increase in
budget deficit of the central government?; (v) Is the FDI leading to a sustained
increase in the amount of profit income transferred (by foreign investors) out of the
host country?. All these issues are likely to affect the overall nature of the long term
dynamic effect of FDI (in addition to positive factors proposed by standard theory)
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on economic growth. And that's why as our results have shown that the issue of the
relationship between FDI and economic growth is likely to stay as an empirical mat-
ter.

Our estimation results have produced strong statistical evidence of a positive cor-
relation of domestic investment rate and economic growth. The estimated magnitude
of the coefficient of INV variable (0.30) suggested that, in the long run, a 10%
increase in share of domestic investment in GDP has been associated with 3% growth
of GDP (of an average country in our sample). These results have critical insights for
policy makers in emerging market economies (particularly for those in our sample):
Domestic investment rate (and therefore domestic saving rate) are likely to play a rel-
atively much more critical role (than FDI) in the process of economic growth for
developing countries. And therefore formulation of policies that are likely to posi-
tively affect the respective rate both domestic savings and domestic investment should
be the main focus of the policy agenda in such countries.

One other interesting policy insight of our estimation result is related to signifi-
cance (or non-significance ) of the relationship between inflation and economic
growth. The fact that the estimated coefficient of IR variable is numerically highly
insignificant (while it is statistically significant) may be taken as an indication that
possible adverse effects of higher inflation on economic growth (that may operate
particularly through worsening of allocative efficiency of investment decisions) might
not have played a critical role in determining the rate of economic growth for the
average country in our sample. And therefore for such countries, making control over
inflation a primary target of monetary and fiscal policy making may not always be jus-
tified in terms of expected benefits from lower inflation. Or alternatively one can
argue that the extent to which inflation rate is likely to have significant adverse effects
on economic growth may vary from one country to another (or from one group of
countries to another) and therefore the issue is ultimately an empirical matter for
each country's policy makers.

Finally, we note that we have been unable to detect any kind of a positive associ-
ation of trade openness (as measured by the share of exports in GDP) and economic
growth. The estimated coefficient of EXP variable is not only negative (contrary to
theoretically expected) but also highly statistically significant. In our view, this theo-
retically unexpected result could arise if the exporting sectors are highly subsidized
through various policy instruments such as directed credit programs, export subsidies,
preferential credit and tax rates, tax breaks, preferential import duties. Under certain
conditions, the negative effects of such export incentive policies on efficiency of
resource allocation may more than offset the positive effects resulting from exposure
to global competition and production of higher volumes of output (through export-
ing) on the long run economic growth. And therefore, whether or not producing a rel-
atively bigger share of domestic output for exports will have positive effects on long
run economic growth will also likely to be a controversial issue not only for academia
but also for policy makers.
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