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EXCHANGE RATE AND FOREIGN DIRECT INVESTMENT: EVIDENCE FROM PAKISTAN AND SRI LANKA Matiur Rahman, McNeese State University Muhammad Mustafa, South Carolina State University Mahmud Rahman, University of Southern Maine ABSTRACT This paper purports to examine the dynamics between exchange rate and foreign direct investment in Pakistan and Sri Lanka within a bivariate cointegration framework. Annual data from 1973 to 1993 are employed in this study. The ADF unit root test reveals nonstationarity in each variable in levels (both without and with trends) at 5 percent level of significance in both countries. But the ADF tests for cointegration fail to find any pairwise cointegration in these countries. Simple Granger causality test shows that exchange rate Granger causes direct foreign investment in Pakistan. But, no Granger causality is detected between exchange rate and direct foreign investment in Sri Lanka. I.



INTRODUCTION



An expansive body of literature exists in international trade and finance that seeks to explain the determination of exchange rates by using the purchasing power parity (PPP) theory, interest rate parity (IRP) theory, and portfolio balance theory. But scant attention has been paid to the dynamics of foreign direct investment and exchange rates in less developed countries (LDCs). A growing interest has been noticed since mid-1980s in studying the link between foreign direct investment (FDI) and exchange rates in U.S. from the home country perspectives of U.S. multinational corporations. Cushman (1985) and Froot and Stein (1991) explore the factors that might contribute to correlation between the external value of the dollar and the level of foreign investment in the U.S. They have found that modeling a link between FDI and exchange rates would require some beliefs in the long-run and short-run deviation from PPP on the cross-border investment process. Caves (1989), Froot and Stein (1991), Harris and Ravenscraft (1991) and Swenson (1993) have concluded that a depreciating dollar is associated with both higher flows of FDI into the U.S. and higher foreign takeover premia. Most recently, Dewenter (1995) re-examined this issue but could not uncover any statistically significant relationship between the level of exchange rate and foreign direct investment. As stated earlier, this issue from the perspectives of host countries (LDCs) remains under-researched. So, it is important that such an academic exercise be undertaken in the context of some LDCs that have a clear record of striving hard for attracting foreign direct investment. Foreign direct investment is enticed by a country's long-term economic outlook. Thus, when a nation's economy begins to grow, it attracts both long- and short-term capital from abroad. Long-term capital inflow occurs as a result of long-term foreign direct investment in plants and equipments. Additionally, foreign firms' local financing needs of working capital and their subsequent borrowings in local financial markets would drive up the real interest rate in the
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host country. This, in turn, would attract a larger amount of capital from abroad by offering higher returns inducing changes in portfolio composition. Thus, foreign direct investment and lending are likely to cause an increase in the demand for the currency of the recipient LDC. This will shift the demand curve of the local currency to the right, ceteris paribus, causing the LDC's currency to appreciate against foreign currencies. There is also a counter-argument that changes in exchange rates also affect the value of foreign direct investment (Lee and Sullivan 1995). The currency area theory, advanced by Aliber (1970) and Heller (1981), argues that a strong currency causes outflows of foreign direct investment and a weak currency causes its inflows. It, thus, sets a clear case of possible bidirectional causality between foreign direct investment and exchange rates. This article, therefore, seeks to explore the long-run and shortrun dynamics between nominal exchange rate and foreign direct investment in Pakistan and Sri Lanka within a relatively simple bivariate cointegration framework. These two countries have been selected for their increased emphasis on international trade, outward orientation and strenuous efforts to attract foreign direct investment by offering a wide range of fiscal and financial incentives. Furthermore, they may be used as models for a lot of other LDCs in similar circumstances. The remainder of the paper is organized as follows. Section II outlines the bivariate cointegration and error-correction methodology. Section III reports the empirical results and offers conclusions. II.



BIVARIATE COINTEGRATION AND ERROR-CORRECTION METHODOLOGY



The cointegration approach that has been applied in this paper is briefly outlined as follows: [1] formula omitted where x(t) = dependent variable, y(t) = independent variable, and z(t) is the stochastic error term. x(t) and y(t) are cointegrated of order d [i.e., I(d)] if the time series data on x(t) and y(t) have to be differenced d times to restore stationarity. For d = 0, x(t) and y(t) are stationary in levels and no differencing is necessary. Again, for d = 1, first differencing is needed to restore stationarity. At first, following Engle and Granger (1987) the time series property of each variable is examined by the ADF unit root tests. For unit root tests, the following equations are considered: [2] formula omitted [3] formula omitted Each time series has non-zero mean and non-zero drift. That is why the estimation should include both a constant term and a trend term in each specification. The relevant null hypothesis is that...(Greek omitted)...against the corresponding alternative hypothesis that ...(Greek omitted).... A failure to reject the null hypothesis would imply that each time series is nonstationary at the level and stationarity can be restored by the first or higher order differencing of the level data.



http://www.sbaer.uca.edu/research/1998/SRIBR/98sri188.txt



5/7/2004



Page 3 of 7



Next, to search further for cointegration the following ADF regression that corresponds to equation [1] is considered: [4] formula omitted The ADF test is applied on A to accept or reject the null hypothesis of no-cointegration. The null hypothesis is rejected if the calculated pseudo t-value associated with A is greater than its critical value, provided in Engle and Yoo (1987) at various levels of significance (1, 5 and 10 percent). If x(t) and y(t) are cointegrated, there must exist an errorcorrection representation which may take the following form: [5] formula omitted In this equation, time series on x(t) and y(t) are cointegrated when Beta(1) is not zero. It captures the short-run influence of long-run dynamics. Again, if Beta(1) is not equal to 0, then movements in y(t) will lead those in x(t) in the long run. If...(Greek omitted)...are not all zero, movements in y(t) will lead those in x(t) in the short run. If alpha(1) can be obtained from equations [1] so that z(t) can be cointegrated individually, the remaining parameters in equation [5] can easily be estimated. Then the usual t test can be applied to examine the short-run or/and long-run dynamics between x(t) and y(t). The error-correction model (ECM) was first introduced by Sargan (1964) and subsequently popularized by numerous papers [i.e., Davidson et al. (1978), Hendry, Pagan and Sargan (1984)]. It has enjoyed a revival in popularity due to the recent work of Granger (1986,1988), and Engle and Granger (1987) on cointegration. If all the regressors are integrated of order zero, i.e. I(0), then the preferred test statistic is X(squared) (chi-quare) with a specific number of restrictions. If instead the regressors are integrated of order one, I(1), two alternative situations have to be considered as follows: (i) existence of cointegrating regressor(s), and (ii) absence of cointegration. For stationary or I(0) regressor(s), the usual F-test will have a standard limiting distribution. Again, for I(1) or nonstationary regressor(s), the relative F-test will have a non-standard limiting distribution (Sims, Stock and Watson 1988). If the series are both integrated and cointegrated, standard F-tests can be applied to assess the hypotheses of both short-run and longrun causality. If, on the other hand, the series are integrated but not cointegrated, the causality tests can still be performed provided the distributional problems are taken into account. Nevertheless, in this case it is difficult to rationalize the existence of a long-run causal connection between noncointegrated series (Corradi, Galeotti and Rovelli 1990). Still model [5] can be used to test for simple Granger causality. But it requires to be estimated with the exclusion of the errorcorrection term (Bahmani and Payesteh 1993). The nominal annual data have been collected from various issues of International Financial Statistics. The sample period is from 1973 to 1993. This period has been considered to account for the flexible exchange rate regime. III.



EMPIRICAL RESULTS AND CONCLUSIONS
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The ADF unit root test results corresponding to equations [2] and [3] are reported in table 1. A close look at the above numerical results confirm that the null hypothesis of unit root cannot be rejected for each series (both without and with trends) at 5 percent level of significance both in Pakistan and Sri Lanka. It implies that nominal exchange rate and foreign direct investment in each country are individually non-stationary in levels at the above level of significance. It has also been evidenced that each series is I(1). In other words, the first differencing of the level data on each time series restores statonarity. Next, the estimates of ADF regression [4] for cointegration between exchange rate and foreign direct investment are reported in table 2. The ADF test results reveal that there is no evidence of any long-run association between exchange rate and foreign direct investment both in Pakistan and Sri Lanka. This conclusion is drawn by comparing the associated pseudo t-value of A against the critical values at -4.07, -3.37 and -3.03 respectively at 1, 5 and 10 percent levels of significance (Engle and Yoo 1987). Despite the absence of cointegration between exchange rate and foreign direct investment, simple Granger causality can be tested by estimating model (5) with the exclusion of the errorcorrection term [z(t-1)] as stated earlier. The results are reported in table 3. The joint F-test on the basis of the F-values in the above table shows that there is no simple Granger causality between exchange rate and foreign direct investment even in the short-run in Sri Lanka. However, a short-run Granger causality is found to run from exchange rate to foreign direct investment in Pakistan. To sum up, the ADF unit root tests reveal that the time series on nominal exchange rate and nominal foreign direct investment are individually nonstationary in levels (both without and with trends) at 5 percent level of significance in Pakistan as well as in Sri Lanka. But the ADF tests for cointegration cannot find any evidence of long-run association between nominal exchange rate and foreign direct investment in Pakistan and Sri Lanka. The estimates of model [5] with the exclusion of the errorcorrection term suggest an existence of Granger causality that flows from nominal exchange rate to nominal foreign direct investment in Pakistan. In contrast, such evidence cannot be found in Sri Lanka. The implications of the above empirical findings are that inflows of nominal foreign direct investment will have no significant effects on nominal exchange rates in Sri Lanka. So, this country needs not be overly concerned about the nominal exchange rate developments as a consequence of fluctuations in nominal foreign direct investment inflows. It should rather seek to entice foreign direct investment for long-run economic growth with inconsequential effects on nominal exchange rate and hence on its exports. On the other hand, Pakistan should take into account the effects of nominal foreign direct investment inflows on
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nominal exchange rate in the short-run, although it is inconsequential in the long-run. Any nominal appreciation of Pakistani rupee against U.S. dollar due to larger inflows of nominal foreign direct investment is likely to affect its exports adversely in the short-run. This will occur because the appreciation of rupee against U.S. dollar will make Pakistani products costlier in foreign markets. As a result, the foreign demand for Pakistani products will decline. Consequently, its export earnings will fall. REFERENCES Aliber, R.Z. 1970. A theory of direct foreign investment. In The international ed. C.P. Kindleberger, 17-34. Cambridge, Massachusetts: MIT Press. Bahmani, O. Mohsen, and S. Payesteh. 1993. Budget deficits and the value of the dollar: An application of cointegration and error-correction modeling. Journal of Macroeconornics 15: 661-77. Caves, R.E. 1989. Exchange rate movements and foreign direct investment in the United States. In The internationalization of U.S. markets, ed. Audretsch and M.P. Cloudon, 199-228. New York: New York University Press. Corradi, Valentina, Marzio Galeotti, and Riccardo Rovelli. 1990. A cointearation analysis of the relationship between bank reserves, deposits and loans: The case of Italy, 1965-1987. Journal of Banking and Finance 14: 199-214. Cushman, D.O. 1985. Real exchange rate risk: Expectations and the level of direct investment. Review of Economics and Statistics 67: 297-308. Davidson, J.E.H., D. Hendry, F. Srba, and S. Yeo. 1978. Econometric modelling of the aggregate time series relationship between consumers expenditure and income in the United Kingdom. Economic Journal 88 (December): 661-92. Dewenter, Kathryn L. 1995. foreign direct investment?



Do exchange rate changes drive Journal of Business 68: 405-33.



Engle, R.F., and C.W.J. Granger. 1987. Cointegration and error correction: Representation, estimation and testing. Econometrica 55: 251-76. Engle, R.F., and B.S. Yoo. 1987. Forecasting and testing in cointegrated systems. Journal of Econometrics 35: 143-59. Froot, K.A., and J.C. Stein. 1991. Exchange rates and direct foreign investment: An imperfect capital markets approach. Quarterly Journal of Economics 106: 1191-217. Granger, C.W.J. 1986. Developments in the study of cointegrated economic variables. Oxford Bulletin of Economics and Statistics 48 (August): 213-27. _____, 1988. Some recent developments in a concept of causality. Journal of Econometrics 38 (September/October): 199-211.
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Harris, R.S., and D. Ravenscraft. 1991. The role of acquisitions in foreign direct investment: Evidence from the U.S. stock market. Journal of Finance 46: 825-44. Heller, H.R. 1981. International banking in a multicurrency world. In The international framework for money and banking, in the 1980s, ed. G.C. Hufbauer, 483-509. Washington, D.C.: Georgetown University. Hendry, D.F., A.R. Pagan, and J.D. Sargan. 1984. Dynamic specification. In Handbook of econometrics 11, ed. Z. Griliches and M. Intriligator. Amsterdam: North-Holland. Lee, Pui-Mun, and William G. Sullivan. 1995. Considering exchange rate movements in economic evaluation of foreign direct investments. Engineering-Economist 40: 171-99. Sargan, J.D. 1964. Wages and prices in the UK: A study in econometric methodology. In Econometric analysis for national economic planning, ed. P. Hart et al. London: Butterworths. Sims, C., J.H. Stock, and M.W. Watson. 1988. Inference in linear time series models with some unit root. Hoover Institutions Working Paper E-87-1, Revised Version. Swenson, D. 1993. Foreign mergers and acquisitions in the United States. In Foreign direct investment, ed. K.A. Froot, 255-86. Chicago: University of Chicago Press. ______________________________________________________________________________ TABLES ______________________________________________________________________________ Table 1* Unit Root Test ============================================================================== PAKISTAN -----------------------------------------------------------------------------Variable ADF without trend ADF with trend Optimum Number of Lags -----------------------------------------------------------------------------ER -1.29882 -0.44568 4 FDI 0.63163 1.79965 4 -----------------------------------------------------------------------------SRI LANKA -----------------------------------------------------------------------------ER -0.32605 1.27216 4 FDI -1.25983 1.22967 4 -----------------------------------------------------------------------------where ER = nominal exchange rate of the host country currency against U.S. dollar, and FDI = nominal foreign direct investment. -----------------------------------------------------------------------------*Critical values at 5% level of significance are 3.410 (with trend) and 2.8600 (without trend). ============================================================================== Table 2* Cointegration Tests Based on ADF Procedures
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============================================================================== X(t) Y(t) ADF Statistics DW Adj R(squared) -----------------------------------------------------------------------------PAKISTAN ER FDI 1.975(2) 1.945 0.3149 -----------------------------------------------------------------------------SRI LANKA ER FDI -1.877(2) 1.977 0.0561 -----------------------------------------------------------------------------*The critical values of ADF statistics, reported in Engle and Yoo (1987), are -4.07, -3.37, and -3.03 at the 1, 5 and 10 percent levels of significance respectively. The optimum lag-lentgths, as determined by the final prediction error (FPE) criterion, are reported in parentheses. ============================================================================== Table 3* Estimation of Error-Correction Model Dependent Variable: Nominal Exchange Rate (ER) Independent Variable: Nominal Foreign Direct Investment (FDI) -----------------------------------------------------------------------------Dependent Constant [delta]X(t-1) [delta]X(t-2) [delta]X(t-3) -----------------------------------------------------------------------------[delta]X(t) 0.644698 -0.013116 0.141403 0.108566 (Pakistan) (0.104629) (0.335013) (0.394231) (0.367210) -----------------------------------------------------------------------------[delta]X(t) 3.49683 -0.02330 0.05544 -0.59419 (Sri Lanka) (1.20948) (0.28291) (0.28463) (0.27848) ----------------------------------------------------------------------------------------------------------------------------------------------------------Dependent Constant [delta]Y(t-1) [delta]Y(t-2) [delta]Y(t-3) -----------------------------------------------------------------------------[delta]X(t) 0.644698 0.02664 0.010057 0.010911 (Pakistan) (0.104629) (0.01390) (0.015438) (0.015759) -----------------------------------------------------------------------------[delta]X(t) 3.49683 0.003667 0.026824 -0.038161 (Sri Lanka) (1.20948) (0.020738) (0.027117) (0.027268) -----------------------------------------------------------------------------Pakistan: Sri Lanka: *Direction of Causality F-test *Direction of Causality F-test ------------------------------------------------------DFI =/=> ER 1.2791 DFI =/=> ER 1.1543 ER ===> DFI 3.5219 ER =/=> DFI 0.8176 -----------------------------------------------------------------------------Note: 1) The symbol =/= means "does not cause" in Granger Sense; 2) The critical values of F distribution are 2.73, 3.71, and 6.55 for 10%, 5%, and 1% levels of significance respectively. The critical values of t distribution are 1.76, 2.145, and 2.624 for 10%, 5%, and 1% levels of significance respectively. ============================================================================== [delta]X(t)



http://www.sbaer.uca.edu/research/1998/SRIBR/98sri188.txt



5/7/2004




























foreign direct investment with heterogeneous entry costs













foreign direct investment with heterogeneous entry costs













pdf-1866\foreign-direct-investment-and-human-development-the ...













Foreign Direct Investment and Home Country Political ...













15. Foreign Direct Investment, National Security Regulations and ...













Foreign Direct Investment, Financial Development and ...













The Influence of Foreign Direct Investment, Intrafirm Trading, and ...













Foreign Direct Investment and Home Country Political ...













The Influence of Foreign Direct Investment, Intrafirm Trading, and ...













15. Foreign Direct Investment, National Security Regulations and ...













Foreign Direct Investment, Financial Development and ...













The Effects of Foreign Direct Investment on Development













Resiliency of Foreign Direct Investment in the United ...













Read PDF Selling China: Foreign Direct Investment ...













The Macroeconomics of Foreign Direct Investment in Infrastructure in ...













Home Country Effects of Foreign Direct Investment













The Impact of Financial Crises on Foreign Direct Investment Web ...













Core, Periphery, Exchange Rate Regimes, and Globalization















Exchange Rate And Foreign Direct Investment






EXCHANGE RATE AND FOREIGN DIRECT INVESTMENT: .... 17.pdf. 17.pdf. Open. Extract. Open with. Sign In. Details. Comments. General ... Displaying 17.pdf. 






 Download PDF 



















 133KB Sizes
 1 Downloads
 276 Views








 Report























Recommend Documents













foreign direct investment with heterogeneous entry costs 

Dec 2, 2008 - markets on multinational activity is reduced, because new entrants in foreign markets ... companies. Using data from 3,229 Taiwanese firms in 2003 and 2004, Figure 1 plots, as a function of firm size, what share of Taiwanese companies w




















foreign direct investment with heterogeneous entry costs 

Dec 2, 2008 - Firm size is measured by the firm sales. .... South, a firm incurs a market-specific fixed entry cost , measured in labor units, .... Austria, Belgium, Canada, France, Germany, Hong Kong, Japan, Luxemburg, Netherlands, New.




















pdf-1866\foreign-direct-investment-and-human-development-the ... 

... the apps below to open or edit this item. pdf-1866\foreign-direct-investment-and-human-develop ... vestment-agreements-routledge-research-in-intern.pdf.




















Foreign Direct Investment and Home Country Political ... 

Dec 18, 2008 - with business transactions to large-scale factors of instability in the political .... Brazil's leading investor over the years, accounting for 28% of the total FDI stock, .... used software developed by Byers (2003) to estimate these 




















15. Foreign Direct Investment, National Security Regulations and ... 

Foreign Direct Investment, National Security Regul ... ations For FDI Policies In India - Suyash Raiborde.pdf. 15. Foreign Direct Investment, National Security ...




















Foreign Direct Investment, Financial Development and ... 

of internal and external conflicts, basic democratic rights and an efficient law and order system ..... Following Kumar (2001) we use telephone mainlines per.




















The Influence of Foreign Direct Investment, Intrafirm Trading, and ... 

Sep 15, 2015 - We use firm-level data to examine the universe of US manufacturing firms and find that AD filers generally conduct no intrafirm ..... intrafirm trading intensity have very similar levels of vertical integration across the entire range 




















Foreign Direct Investment and Home Country Political ... 

the effect of country political risk on outward foreign direct investment, and show that countries with lower .... disadvantage: the use of data exclusively from the countries that have invested in a host country under ...... Management, 7, 59-79. 40




















The Influence of Foreign Direct Investment, Intrafirm Trading, and ... 

Sep 15, 2015 - resource-seeking, investments abroad are less likely to file AD petitions and that firms are likely to undertake vertical FDI ... No part of this working paper may be reproduced or utilized in any form or by any means, electronic or me




















15. Foreign Direct Investment, National Security Regulations and ... 

Foreign Direct Investment, National Security Regul ... ations For FDI Policies In India - Suyash Raiborde.pdf. 15. Foreign Direct Investment, National Security ...




















Foreign Direct Investment, Financial Development and ... 

on growth, financial development also affect other aspects of economic ... technological diffusion and also to some extent, through knowledge creation. These.




















The Effects of Foreign Direct Investment on Development 

The research reported here is part of the NBER program in International Studies. We thank the participants at the Conference on "Foreign Direct Investment in ...




















Resiliency of Foreign Direct Investment in the United ... 

Dec 30, 2011 - Keywords: Capital Flows, Financial Crisis, FDI, Cost of Finance. ..... we call TRADECREDIT, reflects how much credit firms receive in lieu of having to make upfront or spot ... Bureau's Center for Economic Studies. 7 ... Initial condit




















Read PDF Selling China: Foreign Direct Investment ... 

Online PDF Selling China: Foreign Direct Investment During the Reform Era (Cambridge Modern China Series), Read PDF Selling China: Foreign Direct Investment During the Reform Era (Cambridge Modern China Series), Full PDF Selling China: Foreign Direct




















The Macroeconomics of Foreign Direct Investment in Infrastructure in ... 

resource-intensive export, manufacturing, or service sectors (Barrios et al. .... large upfront cost of infrastructure investment puts substantial pressure on the ...




















Home Country Effects of Foreign Direct Investment 

mainly focused on FDI from large developed economies, such as the U.S. and Japan, to other countries. .... ingoing analysis of the data finds that Hong Kong is the number one economy of capital outflows ... management. FDI has definitely ...




















The Impact of Financial Crises on Foreign Direct Investment Web ... 

Web appendix for paper with same title published in Review of Development Economics ..... Dummy variable indicating Host country and USA share a common ...




















Core, Periphery, Exchange Rate Regimes, and Globalization 

access to foreign capital they may need a hard peg to the core country currencies ..... For data sources see appendix to Flandreau and Riviere ..... to be that the only alternatives in the face of mobile capital are floating or a hard fix such .... d


























×
Report Exchange Rate And Foreign Direct Investment





Your name




Email




Reason
-Select Reason-
Pornographic
Defamatory
Illegal/Unlawful
Spam
Other Terms Of Service Violation
File a copyright complaint





Description















Close
Save changes















×
Sign In






Email




Password







 Remember Password 
Forgot Password?




Sign In



















Information

	About Us
	Privacy Policy
	Terms and Service
	Copyright
	Contact Us





Follow us

	

 Facebook


	

 Twitter


	

 Google Plus







Newsletter























Copyright © 2024 P.PDFKUL.COM. All rights reserved.
















