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Abstract: The paper investigates the impact of  foreign  direct  investment  on  Growth  (GDP)  for  Pakistan.
It studies a long run relationship  between  the  foreign  direct  investment  and  gross  domestic  investment
in  Pakistan.  By  using  cointegration  analysis, we demonstrate that there exists a long run relationship
between the two variables. The GDP is taken as dependent viable while FDI is considered as independent
variables. The data used for this analysis is varying from 1980 to 2010. The result shows that there exists a long
term relationship between GDP and FDI.
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INTRODUCTION Literature Review: To Adams [3] a theoretical

Foreign direct investment (FDI) means net inflows of linked to modernization and dependency theories.
foreign investment in a country. It is the combination of Modernization theories propose that under the principle
long term and short term capital, equity capital and that capital investment is a main requirement for growth,
reinvestment of earnings. It usually entails contribution in FDI could promote economic growth. However, in
joint ventures, management, technology transfer and economic literature, the new growth theories considers
experience [1]. that technology transfer through FDI has a strong role, as

Foreign Direct Investment (FDI) and encouragement developing countries require essential infrastructure for
of foreign investors is the need of the time for solving the example political and socio economic stability, education
problems of poverty and unemployment [2]. Keeping this and liberalized financial markets [4].
in views Pakistan aims to attract foreign investment to FDI brings with it managerial and organizational
maximize growth and to solve other economic and social proficiencies and market access through the organized
problems. networks of marketing by multinational corporations,

The objectives of this paper are South Asian experience shows that, the increase in

To review some literature on FDI and GDP growth investment, showing the existence of connection between
related to Pakistan. FDI and GDP. Prior to 1980, the FDI impact on gross
To investigate long run association between FDI and domestic output growth is considered as negative, for
economic growth of Pakistan using cointegration early eighties a little positive and over the late eighties
estimation technique. and nineties it remained strongly positive [7].

We use univariate ADF  test  to  check  for of 62 countries shows that FDI alone do not play a certain
stationarity    and     bivariate     cointegration   to check role in increasing economic growth. In addition, in
for    long      run      relationship     between   two explaining FDI, human capital and initial GDP are
variables. significant  factors.   FDI   is   known   as   a   positive  and

relationship between economic growth and FDI can be

apart from technology transfer [5, 6].

FDI brings with it a multiple increase in the domestic

The threshold regression analysis based on a sample
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significant determinant of growth given that host
countries have better human capital and level of initial
GDP [8].

The role of FDI in contributing economic growth
cannot be determined; unless and until it’s financial
system is strong [9]. Countries having well developed and
organized financial markets grow significantly from FDI
[10].

In case of SAARC countries, with the only exception
of Nepal, FDI from countries other than the region is more
significant. So it has an important impact on GDP of these
countries [11]. Fig. 1: FDI as a Percentage of GDP

Economic development depends on conduciveness
of economic climate. FDI may not be productive in the
absence of such a climate; it may damage rather than
promote growth [12].

The examination of impact of FDI on trade such as
imports and exports of Pakistan shows that both in short
and long run, FDI has positive impact on real demand for
imports. On the other hand, the results for export model
showed that in short run, FDI has a negative relation
while it impacts positively real exports in the long run [13].

The new endogenous growth is also used in case of
Pakistan to study the FDI impact on Economic growth
(GDP) [14]. It is concluded that there exists a negative but
statistical insignificant relationship between economic
growth and foreign direct investment inflows in Pakistan
[15].

Debt servicing and economic growth had statistically
insignificant impact on FDI inflows in case of Pakistan.
Foreign direct investment is considered as a very
important mean of getting foreign reserves to fill both
saving investment gap and also export import gap, in
Pakistan [16].

The literature review suggests that FDI and GDP
relationship is an important relationship and it may be
strong and weak depends on various factors. After
reviewing literature we have to establish the long run link
between FDI and GDP growth in case of Pakistan which
is a basis for further analysis.

Data and Empirical Analysis: For the purpose of
investigation of the impact of foreign direct investment on
economic growth, the following empirical model is used:

GDP =  + FDI

The empirical analysis  employs  annual  data on
GDP and FDI for Pakistan over the period of 1980-2010.
The data are  obtained from  the  database  of  the  World

Table 1: ADF test for individual series

Level First difference

FDI -2.545** -4.751**
GDP -2.550** -3.510*

Notes: ADF Augmented Dickey-Fuller test, where lag length is chosen
based on the Akaike information criterion. Sample covers 1980 to 2010.*
and **Indicate significance at 5% and 1% levels, respectively.

Bank.  All   the    variables    considered    in   the model
are  expressed  in  natural   logarithms.   Figure 1 shows
the total amount of FDI as a percentage of GDP for
Pakistan.

In  2010,  foreign   direct   investment,   net  inflows
(% of GDP) in Pakistan was 1.14. Over the past 30 years,
its highest value was 3.90 in 2007 and its lowest value was
0.1 in 1983.

In 2010, the value for GDP, PPP (constant 2005
international $) in Pakistan was 418,508,000,000. The value
for this indicator, over the past 30 years has varied
between 418,508,000,000 in 2010 and 98,523,620,000 in
1980.

As regard to estimation, first, the time series
properties of the data are checked using unit root test: the
Augmented Dickey and Fuller (ADF) test. The results are
summarized in Table 1. The unit root tests confirm that
FDI and GDP are not stationary at levels, they are first
difference stationary. Thus, we can use cointegration
analysis for the existence of a long run association
between the two variables. If both the variables are
cointegrated, there exists a long-run relationship between
them. On the other hand, if the variables are not
cointegrated, there exists no long-run relationship
between relevant variables.

We now test for cointegration between the FDI and
GDP by applying   Johansen’s  methodology  [10, 11].
Our benchmark model is a finite order Vector Auto-
Regressive (VAR) of the form:
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Table 2: Cointegration tests
Variable Lag Trace stat Critical values (95%) Critical values (99%) Result
r=0 1 29.093 19.96 24.60 Cointegration exists
r=1 1 13.148 9.24 12.97 Cointegration exists
Source: Calculated by author

Table 3: Estimated cointegrating vector
FDI 1.000
GDP 2.066
Constant -23.688
Source: Calculated by author

where x  = ( , µ )’ is a vector of nonstationary variablesi t t

containing the FDI,  and the GDP growth, µ , A  is a 2 Xt t i

2 matrix of parameters and  is a 2 X 1 vector of residuals.i

This unrestricted VAR can be written as

where and  If the coefficient

matrix II has rank equal to 1,  and µ  are cointegrated andt t

II is decomposed as II= , where  and  are 2 X 1
vectors,  contains the adjustment parameters in the
vector of error correction model and  contains the
conintegration vector. 

The  cointegrating  relationship  between  FDI and
the GDP is examined by Johansen’s [17, 18] trace and
maximum  eigenvalue tests. We use the Akaike
information  criterion      and     the    Schwarz
information criterion  to  select  the  lag  length of the
VAR [19]. The results of the cointegration tests are given
in Table 2.

Co integration test shows that, there exists a long run
relationship between the variables FDI and GDP.
According to these results, at 5% and even at 1% level
series are co-integrated. It shows that there is a long run
relationship between them.

Finally, Table 3 presents the estimated cointegration
relationship for FDI. GDP is more likely to increase when
FDI is high.

CONCLUSION

The relationship between FDI and GDP has important
implications not only for theory but also for empirical
modelling  and policy in macroeconomics and
international   finance.    This    article     studies    the

long-run  relationship between the FDI and GDP in
Pakistan.  We demonstrate by  using cointegration
analysis that  there exists a long run relationship between
the two variables.
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