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Abstract

In global economy, Foreign Direct Investment (FDI) is considered an imperative indicator for
economic growth. Pakistan is a developing state and FDI is an important element of human
capital development, technology transfer, and tax revenues. This paper investigates the role of
money supply as moderator in this relationship between economic growth and FDI in Pakistan.
The impact of economic growth on FDI is tested and money supply taken as moderator utilizing
the data of twenty two years (1995-2017). The secondary data is collected from the World Bank
and analyzed by running the statistical tests of correlation and regression. The results indicate
that money supply plays a positive role in strengthening the relationship of economic growth and
FDI. Consequently, it is implied that if the money supply is increased, there will be economic
growth and it will lead to attract the foreign direct investment from the foreign countries in

Pakistan.
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INTRODUCTION

In the longer term, Foreign Direct Investment (FDI) has financially viable spillover effect on an
economy. The FDI is an important indicator of showing economic growth enhancement in a host
country. It is considered as a measure of ownership of assets by a foreign investing country. It is
an investment in a business of a country either in existing company or by forming a new
company (Bilgili, Tuluce, & Dogan, 2012). Extensive research work has been done on checking
the effect of foreign direct investment on economic growth in developing as well as developed
countries of the world. Before entering into a developing economy, an investing country will
must see the economic growth of the host country and other conditions having an impact on the
investment to avoid the future losses. On the other hand many researchers have proved that
FDI inflow improves international trade, upgrade management technique and technological
spillovers results in increasing the economic growth (Tang, Yip & Ozturk, 2014; Agbloyor, Abor,
Adjasi & Yawson, 2013; Hassaballa, 2014).

Pakistan is a developing economy and FDI is an important element of human capital
development, technology transfer, and tax revenues. There are many issues like corruption,
political instability, economic instability and quality of institutions that can hinder the investment
to come into Pakistan. But on the other hand, the developing economies offer cheap labor, new
unexploited markets, access to natural resources and other direct or indirect incentives to attract
the international investors (Albuquerque et al. 2005; Asiedu 2002; Reece & Sam, 2012).

Money supply has got an attention in monetary economics field in recent years. There is
a relationship between money stock and economic growth in Nigeria. By decreasing the money
stock and increasing the interest rate will lower the gross national product (Alwoda, 1993). The
economy reaches the stage of develop and process growth when the economy becomes
matured (kuttner, 2001).Many economists have varied opinion of impacting money supply on
economic growth and some says that money supply is an important determinant of economic
growth (Handler, 1997).

The main objective of this study is to investigate the role of money supply in
strengthening the relationship between economic growth and foreign direct investment in

Pakistan.

LITERATURE REVIEW

There are different macroeconomic variable that can affect the economic growth of a country.
Economic growth of a country is usually measured through the gross domestic product (GDP)
growth rate. Different researches have checked the effect of different macroeconomic variables

on GDP growth. Economic growth is an important factor that can attract the foreign direct
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investment. Economic growth can have positive impact the FDI or it can have negative impact
the FDI or it may have no impact on FDI. Different researches have shown different results.

Foreign investors are attracted by the economic growth due to many reasons. When
many industrial countries were in depression in 1980s then there was increase in FDI (Jensen,
2003; Katrakilidis et al. 1997). Economic growth can lead to the profitability which is an incentive
to the investors. Increase in Economic growth rate results in increase in demand leads to
increasing the profits that can attract the investors to invest (Lim, 1983 & Zhang, 2001).
Economic growth indicates the larger market and economies of scale results in efficient scale of
production enabled by the larger market (Agosin & Machado, 2007; Carstensen & Toubal,
2004). Some researches mentioned that, the economic growth has a negative impact on FDI. In
case of developing countries economic growth has a negative impact on FDI (Wint & William,
2002; Buchanan et al. 2012). A negative impact can cause increase in FDI. For instance if there
is country who is experiencing low economic growth due to less capital but has plentiful natural
resources and labor at low rate. In such cases a country may find an opportunity to earn profits
by investing in those countries to utilize the resources. So decrease in economic growth can
attract FDI.

The determinants of FDI inflows have been examined in Turkey and quarterly time series
data from the year 1988 to 2012 was used with regime switching model. Results was that the
determinants of FDI i.e. GDP growth, imports, exports, energy prices, labor cost and country

risk significantly affect FDI flows in Turkey (Bilgili, Tuluce, & Dogan, 2012).

Nexus between Money Supply and Economic Growth

Money supply can play an important role in economic growth of a country. Money supply is the
total amount of money that is in circulation of a country (Anyanwu, 1993). Monetarists say that it
can have an effect on prices but not on GDP. But Keynesian say that change in money supply
can result in changes in prices and real output. Many studies have been done to check the
relationship between money supply and GDP. Economists have different view point that money
supply can have an impact on economic growth and some consider money supply an important
determinant of economic growth. Increase in demand results in inflation that can be controlled
by decreasing the demand through decreasing the money supply growth resulting in reduction
of prices and wages growth (Griffiths, 1976). The countries who studied a behavior of money
supply over a period of time hardly saw much variation in the economic activities (Handler,
1997). An economy may not grow in the absence of suitable money supply level and generally
suitable financial conditions (Steve, 1997; Domingo, 2001). There is a strong relationship

between money supply and real GDP in Czech Republic (Bednark, 2010). Increasing the supply
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of money by SBP negatively affect the economy of Pakistan because of increasing inflation rate
(lhsan & Anjum, 2013). Money supply has not a significant effect on GDP growth as it cannot
explain the real GDP growth (Ogunmuyiwa & Ekon, 2010). Bahera (2016) found the linear
combination in long run so the relationship of long run equilibrium exists in the research model
suggesting that GDP growth of the economy is positively affected by the money supply. On the
other hand the study conducted by Srithilat and Sun (2017) revealed that economic
development will be negatively affected if the money supply stock changes. So the money
supply and per capita GDP has a negatively significant relationship.

Ahmed and Afzal (2016) investigated the relationship between monetary policy and
economic growth by applying the autoregressive distributive lag model. He found a positive
relationship of money supply and economic growth as money supply has a positive impact on
economic growth. Other researchers found the same result. Like Hussain and haque (2017),
examined the relationship between money supply and gross domestic product per capita in
Bangladesh by applying cector error correction model. They found that the money supply
significantly affects the growth rate. Chokethaworna Chaiboonsrib and Kahounkhalaxc (2015)
also found positive relationship between money supply and economic growth by using
autoregressive distributive lag.

Some of the studies found insignificant relationship between money supply and
economic growth. Gatawa, Abdul Ghafar and Olarinde (2017) used VCEM to analyse money
supply and economic growth and found that money supply has a negative impact on economic

growth.

Nexus between Money Supply and FDI

Money supply is an economic variable and some studies have been done to check the effect of
money supply on FDI. Keynes has identified macroeconomic variable that can affect the FDI.
Those macroeconomic variables include gross domestic product, interest rate, uncertainty,
exchange rate, credibility, inflation, institutional factors, political factors and government
expenditure. Aslamand Ghafoor (2018) investigated the relationship between monetary policy
and economic growth. Correlation matrix is used to see the association between variables and
results shows significant relationship between foreign direct investment and broad money.

In Malaysian financial system increase in money supply results in increasing the
capitalization of listed companies of domestic market that build the confidence of international
companies (Mugableh, M. I., 2015). In the process of money supply, inflation mechanism plays
its role, inflation can depreciate the local currency and exchange rate will appreciate can result

in increasing the exports and economic growth the will lead to foreign direct investment.
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Increase in money supply by the central bank will result in demand of money that will result in
increase in inflation that will cause the exchange rate to increase leads to depreciation in
exports and it will increase the FDI (Khan, N. U., & Ullah, M. A., 2015).

METHODOLOGY

In this paper, the economic growth is taken as an independent variable and foreign direct
investment is a dependent variable. The role of money supply as moderator is checked, in order
to know that, what role this moderator plays and whether it strengthens or weaken the
relationship of independent and dependent variable. Moderator variable is “a qualitative or
guantitative variable that affects the direction and/or strength of the relationship between an
independent and predictor as a dependent or criterion variable” (Baron & Kenny 1986). The

following sections further explain the methods and techniques used in this study.

Models
There are different models that have been tested and can clarify the relationship between

economic growth and foreign direct investment. The simple model of this research is:
FDI, =, +a,EG, + 1, 1)
Where @ is intercept term, EG represents the independent variable Economic Growth, FDI

represents the dependent variable Foreign Direct Investment, and H error term.
To check the moderation impact on money supply variable an interaction term is created and

the model 2 is created as:
FDI, = g, + BEG, + B,(EG*MS) +v, (2)

Whereﬁ is intercept, EG is economic growth, MS is money supply, FDI is foreign direct
investment, MS.EG is interaction term created by multiplying money supply by economic growth
and Y is error term. This model describes that moderator variable has an impact on dependent
variable is through the independent variable.

To check the effect of money supply as independent variable on the dependent variable foreign

direct investment another model is designed as;
FDI, =y, + 1, EG, + 7,MS, + 7,(EG*MS) + ¢, (3)

Where” is intercept, EG is economic growth, MS is money supply, FDI is foreign direct
investment, MS.EG is interaction term created by multiplying money supply by economic growth

and ¢ is error term
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Data

Data used to test this model is time series data and is taken from the World Bank development
indicator. Time series data selected from 1995 to 2017. The reason for selecting twenty two
years of data is to cover the economic indicators that have changed over a period of time. The
economic indicators include changes in economic growth / policies, natural and man-made
disasters, and paradigm shift in political regime. For this purpose, EViews software is used to
run the tests. Therefore, this research will investigates that how the selected variable has
behaved in the chosen time frame.

RESULTS AND DISCUSSION
Augmented Dickey-Fuller Unit Root Test results
This study applied unit root ADF test to check that the data is stationary or not. It is found that
the data is stationary at 2" difference. EG shows P-value=0.0000, FDI P-value=0.014 and MS
P-value=0.001.These P-Values are less than 0.05 so we reject the null hypothesis by seeing
these results. Null hypothesis is; Hyo= Data is not stationary.

The data is stationary to apply other test. P-values for dependent, independent and

moderating variables are shown in the table as follows:

Table 1: Regression Analysis

Variables Level of stationary P-value
Foreign Direct Investment Stationary at 2" difference 0.0000
Economic growth (EG) Stationary at 2™ difference 0.0014
Money supply (MS) Stationary at 2™ difference 0.0001

Model 1:
For regression analysis least square is run as it's the standard approach. Results shows that
there is insignificant relationship between FDI and EG. The probability is 0.3926 that is higher
than the 0.05 so we are unable to reject the null hypothesis that is:
Ho= Economic Growth (EG) don't effect Foreign Direct Investment (FDI).
This result supports Wint and William (2002), and Buchanan et al. (2012).

To overcome this problem we run another test Breush-Godfrey Serial Correlation LM
Test. The result of this test shows that there is a significant relationship between EG and FDI at
probability of 0.0002 that is lesser than the 0.05. Durbin Watson Stat is 2.396593 that are

greater than 2 showing negative correlation between dependent variable and independent
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variable means if there is increase in one variable than there will be decrease in other variable.
So, the null hypothesis is rejected and these results also supported by Lim (1983) and Zhang
(2001) studies.

Model 2:
This model checks the moderation effect of money supply (MS) by creating the interaction term.
For regression analysis of model 2 least-square is run. Results show that there is insignificant
relationship between FDI and the interaction term. The probability is 0.5491 that is higher than
the 0.05 so we are unable to reject the null hypothesis that is:
Ho= the relationship between economic growth (EG) and foreign direct investment (FDI) does
not become more positive as the money supply (MS) increases.

To overcome this problem another test is run, the Breush-Godfrey Serial Correlation LM
Test. The results of this test shows that there is a significant relationship of MS with EG at
probability of 0.0007 that is lesser than the 0.05. Durbin Watson Stat is 2.380423 i.e. greater
than 2 showing negative correlation between dependent variable and interaction term means if
there is increase in money supply then the relationship between EG and FDI will be

strengthened. So, the null hypothesis is rejected.

Model 3:
This model checks the moderation effect of money supply as well as the impact of money
supply as independent variable on dependent variable. For regression analysis of model 3 least-
square is run. Result shows that there is insignificant relationship between FDI, EG, MS and the
interaction term. The probability is EG= 0.3323, MS=0.3064 and MS*EG=0.2408 that is higher
than the 0.05 so we are unable to reject the null hypothesis that is:
Ho= the relationship between economic growth, money supply and foreign direct investment
does not become more positive as the money supply increases.

To overcome this problem another model is run, Breush-Godfrey Serial Correlation LM
Test. The result of this test shows that there is a significant relationship of money supply with
economic growth at probability of 0.0018 that is lesser than the 0.05. Durbin Watson Stat is
2.299556 that is greater than 2 showing negative correlation between EG, MS, FDI and MS*EG
means if there is increase in money supply then the relationship between MS, EG and FDI will
be strengthened. So, the null hypothesis is rejected and results also supported by Khan, N. U.
and Ullah, M. A, (2015).
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CONCLUSION AND RECOMMENDATIONS

The role of money supply plays an important role in the relationship between economic growth
and FDI in Pakistan. The economic growth is a major factor for FDI inflow and it strengthens or
weaken the relationship with money supply. The data of variables that is examined is from 1995
to 2017. So we reject the null hypothesis. That is, the relationship between economic growth
(EG) and foreign direct investment (FDI) does not become more positive as the money supply
(MS) increases.

In the process of money supply, inflation can depreciate the local currency and
exchange rate will appreciate, which resulted into increasing the exports and then, economic
growth will lead to foreign direct investment. So, policy makers should consider money supply
as an important factor having an impact on economic growth as well as foreign direct
investment. In Pakistan, due to political instability and unlawful situation, it has created many
hurdles to attract FDI and ultimately effect economic growth. So, Government should channelize
the cash flow for foreign investors to invest there. Furthermore, the policy makers should
practice diversification policy rather than depending upon FDI. Therefore, Government should
invest and strengthened the capacity of domestic markets, in order to have the long term

positive and spillover effects on the economy of Pakistan.
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