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ABSTRACT Foreign Direct Investment (FDI hereafter) has a number of economic consequences on the capital receiving
country thats may be positive or negativiccording to the accessible literature, the positive developmental role of FDI

in general is well documented. In this paper an attempt has been made to explore the relationship between FDI and
economic performance for Pakistan by using OLS regression analysis and time seriBsedaddure of FD§ impact is
elucidated by tracing through itsfeét on GDPexport, import, per capita income, employment and manufacturing. It is
scrutinized that in Pakistan, FDIfe¢ts on domestic output, employment, exports and overall growth are positive but the
impact of FDI on imports is negative. If FDI is concentrated in import substitution industries, then it is expeded to af
imports negatively and export positively because the goods that were imported are now produced in the host country by
foreign investorsThese results advocated that FDI is complementary to local enterprises and capabilities after a certain
level of development.

1. INTRODUCTION may or may not be wholly owned by the parents.
As such, it is distinct from &€ial development
One of the most important problems confront- assistance and commercial bank loans.

ing the world today is that of underdevelopment.  According to the IMF and OECD definitions,
Many of the most potent sources of internationalit reflects the objective of obtaining a lasting in-
conflict, regarding the terrible povertiound terest by a resident entity in one economy (“di-
among the underdeveloped states in the thirdect investor”) in an entity residentin an economy
world. For this reason and others, the promotiorother than that of the investor (“direct investment
of growth and development in the third world is enterprise”)The lasting interest implies the ex-
seen as fundamentally important. In grapplingistence of a long-term relationship between the
with the problem of what forces may be usefuldirect investor and the enterprise and a signifi-
for promoting development, a considerable de-cant degree of influence on the management of
gree of attention has focused upon foreign in-the enterprise. Direct investment involves both
vestment (portfolio investment and FDI), espe-the initial transaction between the two entities
cially FDI, because of its stabilitifDI is invest-  and all subsequent capital transactions between
ment of foreign assets into domestic structuresthem and among filfated enterprises both in-
equipment, and ganizations and it measures the corporated and unincorporated.
overseas investment of transnational corporations It is generally accepted that the distinguish-
(parents) in foreign companies f{lid@ites) that  ing characteristics of FDI are its stability and ease
of services relative to commercial debt or port-
folio investment, as well as its inclusion of non-
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wealth.The motive for a foreign investment is of FDI in theAsian and Pacific region. Initially
crucial in determining that how the linkages andFDI had suged into the newly industrialized
externalities could develophere are four main economies (NIEs, that is, Hong Kong, China,
motives for investment: Korea, Singapore, afl@ipei, China) and there-
» To search for the natural resources after moved tcASEAN countries. Recentlyt
* To look for the new markets has been changing its direction to Peapké-
» Torestructure existing foreign production public of China (PRC), India, atdiet Nam.This
e To rummage around for the new strategicchanging stream of FDI flows suggests that the
assets degree of confidence building, inflows of FDI,
These can be placed into two categofié®  and the pace of economic growth seem to have
first includes the first three motives: asset ex-a positive interrelation in thsian and Pacific
ploiting, to generate economic rent by using ex-region?
isting firm-specific assetsThe second is the
fourth motive: asset augmenting, to acquire new 2. FDI AND ECONOMY’S
assets that protect or enhance existing assets. IPERFORMANCE: SOME EVIDENCES
general, developing countries are unlikely to at-
tract the second category of FDI; they primarily It is obvious from the existing literature over
attract the first categoryhe relative importance the subject that the flows of FDI have positive
of each motive partly reflects the stage of eco-short run ekect on growth, while FDI of stock,
nomic development. on the other hand, have negative long-run
The impacts of FDI on the economy of the impact? The higher productivity of FDI holds
host countryas a whole, may be positive or neg-only when the host country has a minimum
ative.According to recent empirical studies it threshold stock of human capitdlhus, FDI
depends on a number of factors like privatizationcontributes to economic growth only when a
and globalization of production, the degree ofsufficient absorptive capability of the advanced
political stability the nature of government pol- technologies that it brings is available in the host
icy, trade and investment regime, openness oéconomy The results suggest that most of the
the host countries and size of the market. effect of FDI on economic growth likely derives
Some of the empirical studies reflected afrom efficiency gains rather than an overall
positive link between higher GDP and FDI in- higher induced level of investmeht.
flows. Howeverthe link did not hold for all re- By examining relation ship between FDI and
gions. FDI produces a positivdet on econo- domestic employment with focus on two case in-
mic growth in host countries. One convincing dustries, food and manufacturing and textiles,
argument for that is that FDI consists of a pack-Hudson et al. (2005) discussed two type of FDI.
age of capital, technology management andOne is horizontal, that is used when trade barri-
market access. FDI tends to be directed at thosers, transport cost are high and firm invests in
manufacturing sectors and key infrastructuresgproduction facilities at both home and abroad.
that enjoy actual and potential comparative ad-Second is vertical FDI that is employed to take
vantage. In those sectors with comparative adadvantage of facterost diferencesThey ob-
vantage, FDI would create economies of scaleserved diferent results between two sectors when
and linkage décts and raise productivitfFor ~ the motivations of horizontal and vertical FDI
FDI, repayment is required only if investors are considered. It is concluded that textile and
make profit and when they make profit, they apparel production are more labor intensive than
tend to reinvest their profit rather than remit food manufacturing, the labor that is required is
abroad. likely more skilled for textiles. For food manu-
Another benefit of FDI is a confidence build- facturing tarif structures are more complicated,
ing effect. While the local economic environ- transport costs are higher and local dietary cus-
ment determines the overall degree of investtom and demands make vertical FDI less appeal-
ment confidence in a counfrinflows of FDI  ing. It is agued that the impacts of FDI on do-
could reinforce the confidence, contributing to mestic employment are @ifult to generalize.
the creation of a virtuous cycle thafesfts not  The impacts and motivations of FDI are drive
only local and foreign investment but also-for by economic fundamentals.
eign trade and productioffhis phenomenon Now the question arises that are there any
well matches the directions of historical flows productivity spillovers from FDI to domestic
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firms, and if so, how much should host countries 3. METHODOLOGY AND DATA
are willing to pay to attract FDIPo examine
these questions Haskel et al. (2002) used a plant- The first step at the formal level of this em-
level panel covering UK manufacturing from pirical investigation is to check the stationarity
1973 through 1992 cross a wide range of speci- and the investigation of stationarity (or non-
fications, they estimate a significantly positive stationarity) in a time series, thattissts for unit
correlation between a domestic plasi¥Pand  roots. Existence of unit roots in a series denotes
the foreign-diliate share of activity in that plast’  non-stationarityFor testing whether a series is
industry This is consistent with positive FDI stationarythe Dickey Fuller test (DF) aiig-
spillovers.They do not generally find significant mented Dickey Fuller test (ADF) tests are em-
effects on plant FPof the foreign-diliate share  ployed. The ADF test for unit roots indicates
of activity in that plans regionTypical estimates whether an individual series is stationary by run-
suggest that a 10 percentage-point increase ining an OLS regression.
foreign presence in an UK industry raisesithe If the variables are stationery in level then the
of that industrys domestic plants by about 0.5%. Ordinary Least Square (OLS) regression analy-
They also use these estimates to calculate the pesis is used for empirical analysis. Regressien er
job value of these spillover$hese calculated rors in all the estimated equations are tested for
values appear to be less thanjoérincentives  autocorrelation with the help of Durbillatson
governments have granted in recent high-profile(D-W) test. If correlation is found in an equa-
cases, in some cases several times less. tion, it is estimated by Iterative two-steps Least
Zahir (2003) analyzed the attractiveness ofSquare (ILS) method for auto regressidh(1),
(FDI) in Pakistan with special emphasis on theAR (2) or moving average MA (1) specification.
cost of capital element infetting the rate of All the regression equations are specified in
return and the internal cash flow for investmentdouble log formsThe general log form of re-
of the investing firms by using the gensors  gression equation is given below:
Neo-classical Investment Modeélhis study logY = a + b log XWe are to observe the
elaborated fiscal provisions and their implica- interdependency of dependent variables in the
tions on the investment environment specifically following way:

available to foreign investors in Pakistdie  Model 1: GR =f(FDI)
computed results show consistent and influencModel 2: Exp = f(FDI)
ing impact of the cost of capital on FDI inflows. Model 3: Im p = f (FDI)
It is agued that fiscal incentives are more ap-Model 4: Manf = f(FDI)
propriate in attracting FDI as these have no di-Model 5: PCl =f(FDI)
rect drain over public resources and increase th&lodel 6: Emp = f(FDI)

after tax return by availing the tax holidays and  This research consists of five variables where
depreciation allowances. It is suggested that th&DI is independent variable and total exports
emegence of globalization and a consistently (Exp), imports (Imp), manufacturing production
growing environment for international competi- (Manf), employment (Emp), per capita income
tion in resource utilization needed required ele-(PCI) and growth rate (GR) are dependent vari-
ments of acceptance. Changing perceptions, agbles. Manufacturing production is used as a
titudes and competitive outlook does change theroxy of domestic output. Data for FDI imports,
restrictive and protectionist policy stance in fa- exports, manufacturing production are obtained
vor of liberalized and outward looking policies. from theAnnual Reports of tate Bank of Paki-
The resource gap, declinindiofal inflows and  stan. Data on growth rate and employment is
technological advancement can only be achieve@btained from Pakistan Economic Survegi

by reducing public burden and by the eneour ous Issues).

agement of private business activities in the coun-

try. 4. RESULTS OF PARAMETRIC
In more recent literature there has been re- ANALYSIS
ferred to the impact of foreign investment enter
prises on industry &€iency as foreign invest- The results oADF test show that all the vari-

ment enterprises mayfet eficiency by increas-  ables are stationary at level. It means, for this
ing productivity through their own activities and type of data co-integration techniques are not
spillover efects on domestic enterprises. suitable so for the sake of better results we ap-
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Table 1: Results of model 1
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Variable Coefficient Sd. eror t-statistic

C 1975.578 1037.092 1.904921
LFDI 0.314180* 0.048549 6.471404
AR(1) 1.162319* 0.18331 6.340682
AR(2) -0.292277 0.185765 -1.573370
R-squared 0.980861 Log likelihood -249.7438
Adjusted R-squared 0.978881 Durbin-Watson stat 2.057400
Mean dependent var 5018.630 InvertedAR Roots 0.79

S.D. dependent var 3437.378

* Indicates significance at 1%

plied OLS regression technique to analyze theions in exportsWith the p value=00 the cdef
relationship between dependent and independertient of FDI is statistically significant at all lev-
variables. If autocorrelation is found in an equa-els and has expected sign. Coming to the behav-
tion, it is re-estimated by auto regressidh(1)  ior of regression coétient, we find that the es-
orAR (2) or MA(1). The results of estimations timated codfcient do not contradict the theory
are reported below In particular the codicient of FDI suggests that
exports rises by 0.38 percent for the 1 percent
increase in FDI. Foreign direct investment gives
advantages in terms of export market access aris-
The immediate reaction of growth rate to theing either from foreign firms’ economies of scale
inflow of FDI is estimated using equation (1) as in marketing or from their ability to gain market
formulated in the preceding sectidre results access abroad. Besides their contributions thro-
are reported iffable 1 These results are consis- ugh joint ventures, foreign firms can serve as
tent with the theoretical underpinning and havecatalysts for other domestic exporters.
expected sign, for the sake of more clarification
the association between dependent variable anilodel 3: IM p =f (FDI)
independent one is very strong and positiVe.
remove autocorrelatioAR (1),AR (2) are used The results of model 3 are presenteddhle
and now Durbin-\éltson (D-W) statistic provides 3, by the end of this section and it is obvious that
no evidence of autocorrelation. P value showshe results are in accordance with the theory
that results are statistically significant at all lev- The results are statistically significant at 5-per
els. R square shows 98 percent variation of varicent level and the sign of cdiefent makes eco-
able. In particularthe co€ficient of FDI sug- nomic sense. D-W test provide no evidence of
gests that growth rate increases by 0.314 percertutocorrelationT he coeficient of FDI suggests
for 1 percent increase in the FDI. that imports decreases by 6.23 percent for 4 per
cent increase in FDI.

Model 1: GR =f (FDI)

Model 2: Exp =f (FDI)
Model 4: Manf = f (FDI)
By using the OLS witAR (1) andAR (2) the
equation has goodness of fit and the Durbin- The results of model 4 are expressetaile
Watson statistic ifable 2, shows no evidence 4 by the end of this sectiomhe results are sta-
of autocorrelation. R square shows 96% variadistically significant at all levelTo remove auto

Table 2: Results of model 2

Variable Coefficient Sd. eror t-statistic
C 3216.267 1225.636 2.624163
LFDI 0.383393* 0.071678 5.348839
AR(1) 1.276557* 0.197131 6.475664
AR(2) -0.449207 0.196373 -2.287513
R-squared 0.957815 Log likelihood -74.33214
Adjusted R-squared 0.953451 Durbin-Watson stat 1.879465
Mean dependent var 6920.067 InvertedAR Roots 0.64

S.D. dependent var 3782.361

* Indicates significance at 1%
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Table 3: Results of model 3

Variable Coefficient Sd. eror t-statistic
C 5.744123 0.498396 11.52522
LFDI -6.23E-05** 3.62E-05 -1.721495
AR(1) 1.276557* 0.197131 6.475664
AR(2) -0.449207 0.196373 -2.287513
R-squared 0.824504 Log likelihood -74.33214
Adjusted R-squared 0.645598 Durbin-Watson stat 1.879465
Mean dependent var 5.137143 InvertedAR Roots 0.75

S.D. dependent var 2.143264

* Indicates significance at 1% and

correlationAR (1) AR (2) and MA(1) are ap-

** |ndicates significance at 5% leve

has raised living standards for some or most of

plied and D-W test shows that there is no evi-world’s populationThe positive impact of FDI
dence of auto correlatioAccording to the re- on PCI in Pakistan supports the theoretical evi-
sults R square obtains 99 percent variations oflenceTable 5 shows that the results of this equa-
manufacturingThe coeficient of FDI is statis-  tion are significant at 1 percent level and R square
tically significant and has positive relationship shows 99 percent variations of per capitaincome.
with the dependent variable. It also shows thatAfter applyingAR (1) the results show that there
manufacturing production increases by 17.56is no evidence of auto correlatiofhe coefi-
percent for 1 percent increase in FDI. cient of FDI is statistically significant and is of
expected sign. It also shows that per capita in-
come increases by 0.0003 percent for 1 percent
increase in FDI.

Literature shows that the international move-
ment of capital has facilitated development ofModel 6: Emp =f (FDI)
the worlds natural resources and has been in-
strumental in transmitting the direcfext of in- The results infable 6 are significant at all
dustrial revolution from area to arddereby it  levels where p value is 0.00 and R square is 0.809
has helped to increase the quantities and variethat means 81 percent variations of employment.
ies of goods and services generally available anth this equation after applyimgR (1) the D-W

Model 5: PCI = f (FDI)

Table 4: Results of model 4

Variable Coefficient Sd. eror t-statistic
C -63497.15 44993.38 -1.41256
LFDI 26.45622* 2.715682 9.742017
AR(1) 0.397052* 0.213367 1.860883
AR(2) 0.310231 0.274047 1.132033
MA(1) 0.927885 0.453748 2.044933
R-squared 0.995896 Log likelihood -364.2918
Adjusted R-squared 0.995310 Durbin-Watson stat 1.755532
Mean dependent var 209381.6 InvertedAR Roots 0.79

S.D. dependent var 238821.3 Inverted MA Roots -0.93

* Indicates significance at 1%

Table 5: Results of model 5

Variable Coefficient Sd. eror t-statistic
C 38.88226 21.39933 1.816985
LFDI 0.000303* 0.000131 2.320058
AR(1) 0.967250 0.042620 22.69454
R-squared 0.991053 Log likelihood -32.57891
Adjusted R-squared 0.990476 Durbin-Watson stat 2.289367
Mean dependent var 29.41235 InvertedAR Roots .97

S.D. dependent var 6.769446

* Indicates significance at 1%
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Table 6: Results of model 6

Variable Coefficient Sd. eror t-statistic
C -47.09928 98.57312 -0.47781
LFDI 0.035988* 0.006603 5.449892
AR(1) 0.579293 0.17198 3.383769
R-squared 0.809436 Log likelihood 305.4588
Adjusted R-squared 0.797142 Durbin-Watson stat 359.8456
Mean dependent var -219.6673 InvertedAR Roots 0.58

S.D. dependent var 1.707376

* Indicates significance at 1%

statistics show no auto correlatidme FDI co-  tary to local enterprises and capabilities after a

efficient is positive and significant that shows certain level of developmenttr8ng local capa-

that 0.36 percent change in employment is dudilities raise the possibility of attracting high

to 1 percent change in FDThese results are value systems and of capturing skill and tech-

consistent with the theoretical underpinning.  nology spillovers from them; these capabilities
need selective policies.

5. CONCLUSION Policies of host countries have an important
influence on foreign investment decisions be-
. . cause attracting FDI may not be enough to en-
__This study has beenganized to capture the g o thata hostgcountry dyerives its full e%onomic
impact of FDI on economic performance in Pa-panafits Free markets may not lead foreign in-
kistan by measuring thefeéts of FDI on growth  yest0rs to transfer enough new technology or to

rate, imports, exports, manufacturing, per capitgyansfer it efiectively and at the depth desired by
income and employment through six models re-.

. . : : a host countryBut policies can induce investors
spectively (as mentioned in section®)e analy- 14 4¢t in ways that enhance the development im-
sis is based on annual time series data for th

| Bact by building local capabilities, using local
period of 1972-2008. ; . ; .
The results shows that jiDI efects on do- suppliers and upgrading local skills, technologi

mestic out put, employment, trade income IevelCal capabilities and infrastructure.

and over all growth are positive. Growth rate of NOTES

GDPis positively afected by FDI during 1972-

2008.The efect of FDI on economic growth is ggz deBt;?:% i:sh\?:eenlil)ﬂﬁﬁu?nedmlgﬂ ti;?ng&rl\n fggsKi?; rlz?]g-
: | - g run (negative) impact of FDI on growth.

According to the results, impact of FDI on im- *  For further details, see Borensztein et al. 1998.

ports is negative but on exports it is positive. If*  The positive developmental role of FDI in general is

FDI is concentrated in import substitution indus-, el documented in Chen 1992~

tries, then it is expected tofeft imports nega- ’ '
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