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Abstract

This study aims to examine the effect of China’s FDI on Malaysia’s economic growth in the
short-run as well as in the long-run from 1987-2009, in which Malaysia’s trade openness and
financial development are incorporated in the estimations. Besides, the determinants of
China’s FDI outflows into Malaysia such as market size, human capital development and
exchange rate are being examined. The causality between China’s FDI outflow and
Malaysia’s economic growth is also being studied. By employing the technique of co-
integration (ARDL approach), our result shows that China’s FDI outflow into Malaysia plays
a vital role in local economic growth, though Malaysia’s trade openness and financial
development also influence domestic economic growth. It is also important to emphasize that
China’s FDI exerts a significant effect on the growth performance of Malaysia via its
interaction with financial development other than the direct contribution. Hence, domestic
absorptive capacity in transferring the benefits embodied in China’s FDI outflows into higher
Malaysia’s economic growth is vital. Our results also provide further empirical evidence that
the relationship between China’s FDI and Malaysia’s economic growth is without uncertainty
through domestic financial development. Perhaps, the strongest result to emerge from our
study is the crucial role played by China’s FDI in our country’s growth process. On the other
hand, it was also concluded that Malaysia’s market size, human capital development, and
exchange rate serve as important factors in attracting China’s FDI. Current policies aimed in
attracting FDI will have to be revisited in terms of selecting the specific type of investment
that is required. Governments have to emphasize on the economic reform policies and the
shift towards a free market which able to continue to help the economy to reallocate its

resources efficiently.

xi



The effect of China’s foreign direct investment (FDI) on the Malaysian economic performance

CHAPTER 1: INTRODUCTION

1.1 Overview

Foreign direct investment (FDI) is an activity in which an investor resident in
one country has a lasting interest in, and a large influence on the management of an
entity resident in another country (OECD, 2003). It involves either ‘greenfield
investment’ or merger and acquisitions (M&ASs). The former represents generating a
wholely new enterprise and it exerts more positive effects, while the latter represents
amending the ownership of existing enterprises and it has a lower positive effect or
even a negative externalities. FDI can also be defined as other kinds of financial
transactions among enterprises, such as reinvestment of the earnings of the FDI

enterprise or other transfer of capital.

There are various forms of FDI, in which one of them is the ownership of the
full penalty of the shares of the national firm or possession of the project before the
acquisition of the foreign investor. Joint venture is another form of FDI, in which a
company is being set up in the host country with the collaboration of local partners.
Due to the partnership and the experience of the local market, this form is generally
preferred. Another reason that makes it less risky is that foreign partner is not given
the right to fully intervene over the operation of the project. In addition, FDI could be
in the form of setting up new subsidiaries or branches of foreign parent companies, as

well as marketing goods in the host country (Madura, 2006).

FDI consists of the establishment of mobile and huge equipments like aircraft
and oil; construction activity, exploration or extraction of natural minerals; acquisition
of real property by foreign investors; retained profits, which accelerate capital
accumulation; investment property rights, which are the funded projects and the
setting up of companies and factories in which investor is a direct partner with shares
atleast 10% of the total property rights (Abdel Ghaffar, 2002).

There are determinants of FDI in the recipient country, despite its benefits.
First of all, the economic determinants are separated into three components: (i) the

economic determinant related to investments that seek to market along with
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abundance and growth of per capita income and size of the market as well as the free
areas. (ii) the economic determinants related to those investment that are making
production efficient, and (iii) involving those investments that seek the resources and
assets, having plenty of primary natural resources, infrastructure, and most of the
investment involve horizontal integration in seeking investment in the market. In
addition, there is also a factor called policy framework that determines FDI in the host
countries. It consists of institutional framework and economic policies that have an
impact on investment in the host country’s political stability, law and legislation,
exchange rate and others. Another determinant is related to business facilitation, i.e.
the particular facilities to assist management of investors, the promotion of
investment, building reputation, investment incentives, administrative and

bureaucratic practices, as well as the provision of social services (Chung et al., 1999).

According to Choong and Lim (2009), the choice of models for economic
development determines the channels through which FDI influence economic growth.
For example, a great impact of FDI on economic growth which can be observed via
the production function is theorized by the endogenous growth models. In particular,
foreign capital inflows (FCIs) have a significant impact on domestic capital formation
or accumulation, in which it either has a crowding-out or a crowding-in effect on local
investment. If foreign capital complements domestic capital, FDI will have greater
influence on output growth. On the other hand, if FDI expand the variety of
intermediate and capital goods, then the productivity level of the recipient country can
be enhanced. Moreover, FDI reduces unemployment by creating job opportunities
(Borensztein et al., 1998).

FDI is important in the sense that it provides investible funds and foreign
exchange earnings, in which foreign exchange can be used to import raw materials
(Wong & Jomo, 2005). Both elements enlarge the resource availability of a country,
thus enhance savings and investment, and in turn promote economic growth.
Therefore, it will help developing countries to eventually achieve self-sustained
growth. This is because higher investment and growth rate with foreign capital
supplement are in turn also increase the domestic saving rate. Most developing
countries do not have enough capital goods to meet the desired investment level and

required inputs have to be imported by using foreign exchange. FDI makes up for any
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foreign exchange shortage by bringing in foreign exchange to pay for the necessary
imports of capital and intermediate goods. Besides, it brings in new technology,
technical assistance and expertise, scarce managerial skill, international marketing

connection, marketing know-how etc.

Foreign direct investment played a crucial role in Malaysian economy since
last few decades. Through both micro and macro levels, FDI can affect a recipient
country (Choong & Lim, 2009). In micro level, via labor training, technological
transfer, and positive spillover effects, multinational corporations (MNCs) can bring
in technical and management efficiency to local firms. While for the latter case, FDI
may affect both the ‘financial’ variables (like balance of payment (BOP), inflation,
interest rate, and foreign exchange rate) and ‘real’ variables such as import, export,

employment, economic growth and domestic investment (Levine, 1997).

According to Choong and Lim (2009), it cannot be denied that the
significancy of FDI is greater in diffusing or transferring technology know-how
embodied in human capital such as organizational arrangements, new management
practices, skill acquisition, and training. All of these will promote greater economic
growth through higher level of efficiency and productivity in labor. On the other
hand, by raising the technological level in the recipient country, FDI can bring
technological change equally to both labor and capital. In this case, via a learning-by-
doing process, economic performance can be influenced by FDI. In particular,
expertise in fully occupied factor endowments of the recipient country, new
managerial and organizational techniques, international marketing connections,
product design and production methods can be diffused by FDI (Dunning, 1995).
Imitation is therefore important. FDI is also favorable to the productivity of local

research and development (R&D) activities.

In contrast, FDI may harm domestic economy. First of all, FDI may have a
substitutive effect on domestic savings. Any negative effect of FDI on the domestic
saving rate will have negative side effects on the investment rate. In addition, liberal
regulations on income repatriation, which is often considered necessary as an
investment incentive, may also adversely affect the balance of payment (BOP). If the
private capital inflows are not large enough to fully offset net dividend outflows,

meaning that the net financial contribution of FDI will be negative. The huge outflows
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of interest payments also will contribute significantly to the service account deficits,
which will in turn have negative implications for macroeconomic stability. The
danger of high import content may also deteriorate the domestic economy.
Specifically, large influx of FDI into a country may lead to huge imports of
investment and intermediate goods, which will in turn contribute significantly to
growing import bill, declining merchandise account surplus and large current account
deficit. High import content also implies low domestic value-added and limited
domestic linkages. In short, FDI may cause import propensities to increase.
Furthermore, FDI may also result in an increased industry concentration, which is
equivalent to high degree of market power for a few large firms, resulting in high
barriers to entry for other small firms. To the extent that large firm is MNCs, a
crowding out of local firms can be assumed to have taken place (Wong & Jomo,
2005).

FDI is also conventionally seen as a critical source of capital accumulation of
a country from the perspectives of standard neoclassical growth models (Solow-type)
(Choong & Lim, 2009). Specifically, there is no disparity between oversea and local
capital in stimulating output growth. It is also suggested that FDI significantly affect
growth only in the short term, but not in the medium or long term, given the

assumption of diminishing return to capital (Barro & Sala-1-Martin, 1992).

In short, there are various forms of FDI and it (FDI) consists of the
establishment of mobile and huge equipments. FDI is benefical to a country’s
economic performance as well as welfare. However, there are also disadvantages that

bring harm to a nation’s economy.

1.2 Historical background of Malaysia

According to World Bank (1993), Malaysia was designated as one of the ‘East
Asian Miracles’ due to the rapid growth of its economy during the period of 1960-
1990. The steady growth rate (long lasting) attained drew a lot of attention around the

world.
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In the 1960s, the economy grew annually in an average of 6%, followed by
7.3% per annum in the first half of the 1970s, which indicated an improvement in the
growth rate. After that, it performed better by achieving higher growth rate (GDP) at
8.6% per annum until 1980. However, in 1981-1985, the growth rate slowed down to
5.1% annually, followed by a pick up again to 6.7% annually in 1986-1990. From
1996 to 2000, the economy grew at a slower rate of 4.6% per annum, following a
relatively faster growth of 8.7% annually in 1991-1995 (Jajri, 2009).

Based on the report, it was shown that FDI generally plays a critical role in the
economy of Malaysia (Wong, 2006). FDI has been carrying a heavy weightage in
Malaysia’s GDP. For example, it carried 23.7% in 1985, 24.1% in 1990, and even
65.3% in 1999. Over time, there was also a rise in the stock of FDI. For instance, it
was 7.4 billion U.S dollar($) in 1985, raised to $10.3 billion in 1990, and even
increased by $44 billion from 1990 to 2000. Furthermore, in terms of gross fixed
capital formation, FDI has been carrying a high portion, that is, it carried 15.1% in
1997, 13.9% in 1998, and even 20.1% in 1999.

Since manufacturing industry has been attracting the largest amount of FDI in
Malaysia compared to other industries, we will specifically concentrate on it.
According to Yusop and Ghaffar (1994), in the development of manufacturing
industry in Malaysia, FDI plays an important role. By enhancing product quality, the
competitiveness of the manufacturing export (Malaysian) has been improving
globally. In addition, business experiences and technology know-how has been spilled
over to Malaysia when various multinational corporations (MNCSs) invest directly in
the manufacturing sector in Malaysia.

One of the major strategies of the policy makers is to open foreign investment
projects which can enlarge the country’s resource availability and potentiality,
diversify investments or activities and promote economic development through
contribution of capital, skilled jobs creation, and technological transfer (Jajri, 2009).
Attracting FDI was one of the Malaysian government’s key approaches to stimulate
growth. The country always favored a ‘welcome’ policy on investment and trade
since the 1980s. Obviously, FDI has a crucial role in the formation of capital and thus,
the economic development. In the 1980s and 1990s, Malaysia was very participative

in deregulating its investment regime in the manufacturing sector compared to other
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countries under the Association of South East Asian Nations (ASEAN). We can
observe a significant progress when Mahathir Mohamad, our former prime minister,
launched the new joint venture projects (especially with Korea and Japan) with the
state-owned enterprise (SOEs). For instance, Malaysia received large inflows of FDI
accompanied by better expertise and technology due to the promotion of the
Investment Act in 1986. In particular, various incentives like the establishment of
Free Trade Zones (FTZs), export promotion by having tax deduction, tax allowances
for projects expansion, investment expansion, tax holidays, pioneer status and other

kinds of incentives to attract FDI were being provided.

In the late 1980s, Malaysia continued to pursue trade liberalization by
deregulating the barriers over capital ownership of MNCs, which in turn raised its
FDI inflows. Over the years, the rates of tariff in Malaysia have gradually decline
because FDI is needed to take entrepreneurial risks in order to make profits, at the
same time to enhance the host country’s productivity. Despite the importance of other
determinants, the strategic location of Malaysia is the main factor that attracted

foreign investors to invest in the domestic markets (Jajri, 2009).

As a result, Malaysia has been receiving vast amount of FDI during 1980s and
1990s. However, since the early 1990s, total foreign investments had been slowed
down in several periods, though it has generally been increasing over the years.
Specifically, a decrease in investments from Taiwan and Japan, the major source of
investments led to a substantial decrease in FDI in 1993. The drop in investment can
be attributed to the lacking of competitiveness in terms of labor cost as compared to
other South East Asian countries like Indonesia and Vietnam. On the other hand,
investments that are not much affected by the rising labor cost (relatively) in the
manufacturing sector such as investments in petroleum and petroleum related

products sector by US were relatively stable.

Asian Financial Crisis in 1997-1998 which affected most of the South East
Asian countries is another key reason to the decrease in investment to Malaysia.
Nonetheless, the substantial depreciation in ringgit Malaysia (RM) against US dollar
led to an increase in the value of investments by General Electric, Boeing and other

US-based huge MNCs. Therefore, local consumers were benefited from a positive

Undergraduate Project Page 6 of 68 Faculty of Business and Finance



The effect of China’s foreign direct investment (FDI) on the Malaysian economic performance

effect of the influx of the US investors in terms of after-sales service and follow-up

services, which are highly valued by Malaysians (Jajri, 2009).

In short, due to the successfulness in the adoption of economic policies,
programs and strategies, Malaysia’s economic performance has been spectacular from
the late 1980s (Karim & Ahmad, 2009). Nevertheless, its distribution gap of
economic growth among states has to be filled. As a consequence, the government
continues to prioritize the distributional affairs in its national development plans. In
order to decrease the imbalances of social welfare between states (less and more
developed), a poverty alleviation program was adopted in its regional development
plan. During the Third Outline Perspective Plan (OPP3) period (2001-2010) which
was under the National Vision Policy, agricultural, services, and manufacturing
sectors are being determined to facilitate a more rapid economic growth under the
program. Specifically, in the manufacturing sector, foreign and domestic firms were
given incentives to diversify their activities across all states. In this case, liberal equity
policies, tax incentives, and different types of investment options were provided in

order to attract FDI inflows into Malaysia.

Figure 1.1: Malaysia’s foreign direct investment (FDI), net inflows from
1970 to 2008.

Foreign direct investment, net inflows (BoP, current US$)
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Source: World Bank.
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Figure 1.1 illustrates the trend of Malaysia FDI inflows from 1970 to 2008,
where the X-axis represents time period in year while the Y-axis measures FDI net
inflows in thousand of US dollar. From the period of 1970 to 1982, although
Malaysia’s FDI inflows shown an increasing trend (gradual), it was quite inactive due
to the lack of knowledge, unpopularity in this area, as well as restrictive government
policies which in turn will result in less mobility of capital between countries. In 1982
to 1987, there was a slight decrease in Malaysia’s FDI inflows before it raised
dramatically in 1987 from approximately US$0.5 million to about US$5 million in
1992. This was due to the Japan’s currency appreciation, Japan’s and Asian newly
industrialized economies’ (NIEs) trade friction with the US and European Union (EU)
countries, as well as Japan’s and NIEs’ rising wage rates in the mid-1980s (Wong,
2006).

In addition, the equipped necessary infrastructures for investment need and
incentives (monetary and fiscal) provided by the government led to the increment of
Malaysia’s FDI inflows. Another reason that causes the increase of Malaysia’s FDI

inflows is the pool of disciplined and well-trained workers with relatively low wage.

To further encourage investment activities in manufacturing industries, the
Investment Act 1986 was introduced. The introduction of this act reflected Malaysian
government’s active efforts in stimulating private sector investment since the mid-
eighties, that was when the country facing its worst recession. As a result, there were
more foreign investors, especially from China switching their capital (investing) into
the country. After that, the trend of FDI inflows was decreasing from 1992 to 2001,
followed by an increasing trend from 2001 to 2007, before it decreased in 2008. In

conclusion, Malaysia’s FDI inflows were fluctuated from 1970 to 2008.

1.3 Problem statement

Although Malaysia received FDI from China, it has to contend with China
(one of the emerging economies) for oversea funds and facing domestic constraints
and structural weaknesses simultaneously. Specifically, these limitations include high

cost of doing business, inappropriate public delivery system and lack of skilled labors.
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In addition, Malaysia was relatively low in terms of production cost competitiveness
compared to other countries, and Malaysia’s capital outflows trend has generated a
few issues. One of them is the chances that deteriorating FDI will lower the country’s
potential output, given falling private investment. Another concern is about a loss in
domestic investors’ confidence in the country which is resulted from capital outflows.
In short, Malaysia is still lag behind in “ease of doing business”.

For a developing country like Malaysia, the issue of job creation is very
important. According to Abor and Harvey (2008), although FDI is related to
technological unemployment, it does play a critical role in job creation. FDI inflows
from China are associated with large-scale and mass production and thus there is a
need for large amount of domestic labor force to maintain the high production. In
short, China’s FDI serves as an alternative engine of growth to Malaysia. Besides
increasing domestic investments, it improves the ability of foreign technology
absorption, contributing to technology transfers and helping in innovation, promotes
international trade integration, and thus brings our country to a competitive situation
(Ghosh & Wang, 2009).

Figure 1.2: China’s FDI outflows to Malaysia from 1987 to 2009

foreign investment
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Figure 1.2 depicts the trend of FDI outflows from China into Malaysia over
1987-2009 through annual flows and its share in total China’s FDI outflows to
Malaysia in ringgit Malaysia (RM). Since the late 1980s, it shows a small fluctuation
in trend of Malaysia’s inward FDI from China with a relatively stable and low
amount (amount not deviate too much). During the 1990s and early 2000s, the stable
trend showed that China has opened up its economy to international trade and this in
turn lead the amount of Malaysia’s FDI receipts from China increased. In 2006, we
can see that there is a dramatical increase in trend due to China’s heavy investment in
Malaysia’s big steel project in Terengganu in producing flat irons, slabs, billets, hot
rolled coils, and the former also involved in the mega project of Penang’s second
bridge. However, after the peak in 2007, there was a sharp decline in amount of
Chinese investment which was mainly attributed to 2007/08 global financial crisis.

China played a major role in the expansion of intra-regional trade and vertical
specialization which are becoming increasingly important. According to Zebregs
(2004), China carried 32 % proportion of Asian’s total export growth. The rising
intra-regional trade among the Asian high-performing countries was significantly
affected by spectacular outward-oriented growth performance of the Chinese
economy. The vertical specialization in the case means China imports raw materials
or intermediate goods from Malaysia and to produce final products which will be
exported back to Malaysia. In recent years, China’s trade has became more vertically
specialized and China’s exports contain a large proportion of imported goods from

other Asian countries including Malaysia (Rumbaug and Blancher, 2004).

Besides that, China is guaranteed to be continuously affect the growth trends
of Malaysian economy due to the former’s rapid economic growth, openness and size
of economy. China became an example of autonomous liberalization as it became the
biggest liberalizer of the local economy. China and other Asian high performing
countries pursued free trade among themselves to the World trade organization.

Furthermore, an increasing number of Malaysia’s capital goods and
investment, components and sub-assemblies, parts, as well as primary products have
been absorbed by China. In this short time period, a wholely new investment and
trade pattern has occurred. Malaysian economy has been influenced both directly and

indirectly by China’s investment and trade, in which the indirect influences came
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from the method in which China’s investment and trade manipulate Malaysia’s
economic condition; while the direct effects came from China’s bilateral trade and
investment relationships with Malaysia. In short, it is clear that a major economic
change in Malaysia has been caused by China.

In addition, China also becomes increasingly crucial to Malaysia because of
upgrading technology base reasons. According to Das (2008), China managed to
absorb a wide range of industrial technologies, and was proven to be superior to other
emerging market economies in doing so over the previous two decades, which were
also the period when China was gradually becoming the world’s number 1
manufacturer of high-volumed industrial products. The trend was due to its extra
focus on science and technology education, the admittance of the private sector into
the provision of tertiary education, wide-based education adjustments, and the low-
wage, but acceptable skilled and flexible workers. Because of huge and increasing
investment, the life span of equipment and plant was reduced to seven years (Das,
2008).

In a nutshell, since China’s outwards FDI is extremely important to our
nation’s economy (and even important to the rest of the world), it is worthwhile and
beneficial for us to study its impact on our country’s economic growth. Furthermore,
the factors that determine China’s FDI are crucial in the field of economics, and thus

this motivates us to shed some light on them.

1.4 General objective of the study

The research question and problem statement give us an insight and
motivation to analyze the relationship between China’s FDI and Malaysia’s economic
growth, in which China’s outwards FDI and Malaysia’s GDP serve as the respective
proxies. Our research will be able to serve as a significant contributor to the efforts in
stimulating Malaysia’s economic growth as well as the field of development

economics.
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1.5 Specific objectives of the study

(1) To examine the effect of China’s FDI on Malaysia’s economic growth

from 1987-2009.
(2) To examine the determinants of China’s FDI outflows in Malaysia.

(3) To investigate the short-run dynamic linkage between FDI outflows
(China) and economic growth (Malaysia).

1.6 Significance of the study

Most of the empirical literatures in examining the relationship between FDI
and economic growth were too general. The rapidly emerging economies in China
who is able to provide huge investment funds, provided the recipient country is
fundamentally strong in terms of macroeconomics and financial system have not been
studied specifically. Thus, through our research, we may able to solve the problem by
filling the gap resulted from past researchers. It is a very important study as it may
suggest the rationality and suitability of further employing FDI (especially from
China) as an engine of growth for Malaysia. As such, it might prevent waste of
resources as the government can certainly allocate funds to appropriate areas for

economic development and economic growth.

In addition, the study on the determinants of China’s FDI (outward) might
suggests some appropriate factors in attracting China’s outward FDI, which will in
turn enhance the efficiency and effectiveness in the efforts or process of attracting
China’s FDI into Malaysia. Therefore, the study may assists policy makers in their
decisions to enlarge or enhance certain promising areas, for example market size and
human capital development in order to attract China’s FDI into Malaysia, and thus

stimulate economic growth.

In short, by conducting this study, we will be able to provide more robust
results on the impact of Malaysia’s trade openness, financial development, and most

significantly China’s FDI on Malaysia’s economic growth. The relationship was
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seldom being analyzed by previous researchers. Note that FDI is important to
stimulate private investment as well as to create job opportunities. In addition, after
the study, we can clarify the determinants of China’s FDI outflows, specifically the
relationship between Malaysia’s market size, exchange rate, human capital
development (all are independent variables), and China’s FDI outflows (the
dependent variable). Lastly, the causal relationship between China’s FDI and
Malaysia’s economic growth can also be justified after the study. All three aspects
being mentioned above are crucial in assisting policy makers to implement sound and
wise policies, strategies as well as programs. Therefore, we hope that our research
could contribute to the society as well as the nation as a whole in the expansion and
development of our country in order to achieve 2020 Vision and become a developed

nation.

1.7 Organization of the paper

The remaining sections are organized as the followings: section 2 represents
literature review, followed by section 3 which illustrates the data description and
methodology being employed. Our empirical results and interpretation are in section 4

before we conclude in section 5.
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CHAPTER 2: LITERATURE REVIEW

2.1 Reviews on the impact of FDI on the economic growth

Foreign Direct Investment (FDI) has been an additional source of capital for
most of the countries. In general, economists agreed that FDI leads to an increase in
economic growth and helps in capital formation, though there are some arguments
from others.

Majority of the researchers found that FDI affects economic growth positively
but in different extent, depending on various factors and countries. (See: Lensink &
Morrissey, 2006; Tvaronavi¢iené¢ & Grybaité, 2007; Batten & Xuan, 2009; Brock,
2009; Wang, 2009; Chee & Nair, 2010; Ghosh & Wang, 2009; Wijeweera et al.,
2010). FDI has contributed substantially to the productivity and economic growth,
and it is a mover of production efficiency and a shifter of the production frontier in
the host country which will lead to a growth in GDP (See: Marwah & Tavakoli, 2003
on ASEAN countries; Yao et al., 2008 on China). Besides, some researchers found
that FDI’s positive spillovers can stimulate national welfare and growth. It is
generally accepted that the positive impact of FDI is driven by FDI transferring assets
related to productivity improvement or spillover effect and efficiency of FDI, as well
as the interaction with that country’s absorptive capability (See: Mencinger, 2003;
Choong et al., 2005 on Malaysia; Wang, 2009 on Asian countries). The positive
impact of FDI is smaller than the domestic investment because FDI still concentrates
in some industries with low value added. The effect seems to be very different across
economic sectors with most of the beneficial impact concentrated in the secondary
industries. (See: Vu et al., 2008 on China and Vietnam; Oladipo & V&quez Galan,
2009 on Mexico). On the other hand, Tang et al. (2008) indicated that FDI has
complementary effects on domestic investment, and long-term economic growth is
positively associated with FDI. His finding was being reinforced by Baharumshah
and Almasaied (2009) who found that FDI has a positive and significant effect on
economic growth, but its effect is of lesser magnitude than that of domestic

investment.
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In contrast, some empirical studies obtained a negative relationship between
FDI and economic growth (See: Nwala, 2008 on ASEAN 4 countries; Bezuidenhout,
2009 on Southern Africa). In other words, when the amount of FDI inflows increases,
economic growth will decrease. For example, according to Nwala (2008), if FDI
complements domestic investment, it can enhance growth; otherwise, the former will
crowd the latter out, and decreases domestic savings, which will in turn lead to a
slowdown or decrease in economic growth. This can be attributed to the type of FDI
that flows into the region.

Interestingly, there were also some researchers produced mixed results on the
impacts of FDI inflows on economic growth. (See: Wang & Wong, 2009; Farshid et
al., 2009). For instance, according to Vita and Kyaw (2009), FDI has a positive effect
on economic growth only in developing countries with lower middle and upper
middle-income, but this is not the case for developing countries grouped within the
low-income classification. Furthermore, Ang (2009), who had done a research in
Thailand, stated that although FDI’s indirect effect through financial sector
development seems to have a positive impact in stimulating economic development, it

has a negative influence on output in the long run.

2.2 Determinants of China’s foreign direct investment (FDI)

2.2.1 Reviews on market size

Larger market size should receive more FDI inflows compared to smaller
countries that have smaller market size. Market size is generally measured by Gross
Domestic Product (GDP), GDP per capita income and size of the middle class
populations. Besides, we know that the larger the market size, the better the
opportunity for foreign investors to reduce entry costs and to attain economies of
scale (Li et al, 2008). Many empirical studies documented a positive and significant
relationship between market size and FDI (See: Vijayakumar, 2010 on BRICS
(Brazil, Russia, India, China and South Africa) countries; Asiedu, 2006 on Sub-
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Saharan Africa (SSA) countries; Faeth, 2009; Gast & Herrmann, 2008 on OECD
countries; Ladyeawa, 2009 on Russia; Leit&, 2009 on Greece; Leit&® & Faustino,
2010 on Portugal; Mateev, 2009 on Central and South eastern European countries;
Oladipo, 2008; Sinha, 2008 on India) .

In contrast, Kang (2009) captured market size as an insignificant determinant
of China’s FDI ourflows. In addition, we can see that different countries may have
different market size which play a significant role on the economic growth where it
attracts more FDI. Hence, market size of host country and market size of home
country are particularly important positive location factors of FDI (Vogiatzoglou,
2007).

Based on the previous studies, we can see that the caveat is that the small size
of a country may require many countries to be included in a coalition in order to
achieve a market size that will be large enough to attract foreign investors (Asiedu,
2006). When a country expands the size of its market in terms of middle class
population increment and GDP per capita income, it will lead the region to become

more attractive for FDI.

2.2.2 Reviews on human capital

Countries that require FDI can attract it also by developing resources like
human capital. Corporations seek out societies with a skilled, educated, and
productive workforce. In other words, investors increasingly target countries where
the quality of human capital is high, for example: education (Bhaumik & Dimova,
2009; Fork et all, 2008; Suliman & Mollick, 2009; Wong 2006; Amal et al, 2009) is
the most prominent component in human capital development, in which it positively
and significantly improves FDI. Human capital is also a fundamental element of
increasing per-worker labor productivity (Rodriguez & Pallas, 2008) . Moreover,
widespread respect for human rights facilitates the ability and enhances the
opportunity for the host country’s citizen to attain higher level of education and
training (Blanton & Blanton, 2007). Therefore, the interaction between human capital
and FDI is important for both short and long-term growth process (See: Baharumshah
& Almasaied, 2009; Sinha, 2008).
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However, in eastern China, education has a statistically non-significant
positive direct effect on FDI (Li et all, 2008; Nasser, 2007). In America, the state
endowment of human capital suggested state specific programs to human capital
within a state because near perfect factor mobility is not helping in attracting more
FDI to that state (Brock, 2009), and thus human capital is not significant in affecting
FDI.

In short, we believe that education and labor skills are not a major constraint
to attracting investment and we have provided evidence that education does matter for
output growth or productivity, where the study found that higher level of education is
an important determinant of employment in the labor market. So far, our analysis has

proven this argument to be true by reviewing on the previous studies.

2.2.3 Reviews on exchange rate

Exchange rate is also an important determinant of FDI in our study. As we
know, in finance, exchange rate is known as foreign-exchange rate between two
currencies, specifying how much one’s currency is worth in terms of other. It is the
value of a foreign nation’s currency in terms of the home nation’s currency.

Recent empirical research on FDI and exchange rate uncertainty has
highlighted the ambiguous effect of exchange rate volatility on FDI. A changes in the
exchange rate will not only affect foreign trade, instead, it also will influece the
MNCs or FDI (Bunch and Kleinert, 2008).

There are evidences that exchange rate volatility has a positive and significant
effect on FDI (Chowdhury & Wheeler, 2008 on Canada, Japan and United Stated;
Bunch & Kileinert, 2008; Vita & Abbott, 2007 on UK), which means a real
appreciation of the local currency with respect to the foreign currency implies an
increase of FDI flows into the country. In contrast, there were also studies shown that
exchange rate volatility has a negative impact on FDI (Wong, 2006; Song & Zhen,
2007; Zheng, 2009; Wei & Zhu, 2007, Vita & Abbott, 2007 on UK; Gottschalk &
Hall, 2008 on South-East Asia), which means a real appreciation of the local currency

with respect to the foreign currency implies a reduction of FDI inflows to the country.
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In most of the papers cited above, the location choice of multinational firms is
between home and foreign country. A firm either chooses producing in the home
country and exporting to the foreign market or producing in a foreign country and sell
in the home market (Gottschalk & Hall, 2008). We can see that government can play
a significant role in managing exchange rates in the global world as well. The
policymaker will take certain actions to ensure their stability of currency. By
decreasing the value of their own currencies, the demand of the countries may
increase. Now we can see the importance (to world trade) on how the changes in

currency exchange rates will affect global business.

2.3 Reviews on the causal relationship between FDI and

economic growth

During the last decades, numbers of research had been done on the role of
foreign direct investment in stimulating economic growth. The causal relationship
should also be paid attention to because it can help to produce policies that generate
more promising economic growth to the country. Previous researchers, Hansen and
Rand (2006) appealled a question on the causality: does FDI causes (long-run) growth
and development or do fast-growing economies attract FDI flows as transnational
companies search for new market and profit opportunities? This is what we are
interested as well. They conducted the research on developing countries and found
that FDI has a significant long-run impact on GDP irrespective of the level of
development. However, Chowdhury and Mavrotas (2006) indicated that individual
country studies should be done to examine the causal relationship since FDI and
economic growth is also country specific. Therefore, Magmus and Fosu (2008)
suggested that new studies have considered possibility of several relationships

between FDI and economic growth which has been categorized at below.
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2.3.1 Growth-driven EDI

This relationship is showing that the good performance of economic growth
will drive FDI inflows into a country. With this relationship, improving the economic
growth enables the countries to generate more FDI inflows, and consequently bring
essential economic resources to facilitate the development of the host countries (Lee,
2009). In our review, several countries had been examined and we found a
unidirectional causality between FDI and growth (Elboiashi et al., 2009 on Morocco;
Chowdhury & Mavrotas, 2006 on Chile; Srinivasan et al., 2010 on Indonesia,
Philippines and Singapore; Lee, 2009 on Malaysia). For example, according to
Elboiashi et al. (2009), there were some researchers provided some recommendation
on improving economic condition in host country such as market size, the technology
gap, technology-absorbing capability, the degree of openness and the level of the
human capital development in order to attract more FDI inflows. While in Lee
(2009)’s research, it was found that FDI is important in the adjustment of GDP per
capita in Malaysia, which is consistent with the previous literature that emphasizes
FDI inflows as a source of basic economic resources to facilitate the development of
the host country. However, his empirical results indicated that FDI inflows only
explain the short-run adjustment of GDP per capita, but not the long run. So, FDI
inflows may act as positive incentives for the country, but not as an engine for
sustained economic growth because FDI may not always serve the long-run interest of

the host countries.

2.3.2 EDI-led growth

The growth effect of FDI is expected to be in two ways. First of all, by
encouraging the inclusion of new factors and foreign technologies in the production
function, FDI is hypothesized to spurs economic growth via capital accumulation in
the host (recipient) country. Secondly, through knowledge diffusion, FDI is
hypothesized to enhance the existing human capital via skill acquisition and worker
training, as well as via the promotion of alternative management practices and
organizational arrangements (Ericsson & Irandoust, 2001). In addition, in terms of

start-up, marketing, and licensing agreements, FDI may be hypothesized to stimulate
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technological upgrading. The statement is supported by Markusen and Venables
(1999) who worked out an analytical framework on the process of how FDI
establishes local industrial sectors, whereby these sectors may grow to an extent
where domestic production surpasses and crowds out FDI plants. Obviously, FDI
plays an important role in accelerating technological upgrading and industrial
development. Therefore, foreign investors may raise productivity and technological
progress in the host (recipient) nation and thus have great impact on economic growth

as well as economic development.

In contrast, there was an argument that the amount and kind of FDI inflows in
the host country are influenced by the level of economic development. According to
Caves (1996), the technological capacity of the host country has a significant
relationship with the level of FDI. If MNCs are exactly the same with local firms, it is
not profitable for the former to enter the domestic market (Markusen, 1995). Similarly
speaking, advantages in terms of technology, inputs cost, factor endowments, as well
as higher productivity of the host country should enhance the attractiveness of FDI
(Caves, 1996). All these reinforced Dunning (1993b)’s international investment
theory, in which it was suggested that for a firm to be strongly induced to invest
directly, three prerequisites must be existed, namely internationalization, ownership,

and location.

The level of macroeconomic stability and the trade policy of the recipient
country are among other factors that may have a strong linkage with FDI. As long as a
country has provided, adopted and fulfilled the following: (i) fiscal and monetary
discipline to control inflation, liberalization reforms, (ii) incentives on trade and an
appropriate property right market, (iii) necessary institutional framework for cross-
border legal and financial settlements, it will become more attractive and competitive.
All these factors can be seen as engine of growth, and the subsequent higher growth
rate may in turn attract greater FDI inflows (Ericsson & Irandoust, 2001).

In short, under the assumption that the host nation is in sound condition,
causality between FDI growth and income growth is expected to be bidirectional. This
indicates that the appropriateness of macroeconomic policies is crucial in creating an
attractive economic environment in order to induce more FDI. Moreover, FDI affects

growth via the “catch up” process in technology and via knowledge diffusion. By
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spurring growth in the host country, FDI inflows will increase and this will in turn
have extra impact on growth and economic development (Ericsson & Irandoust,
2001).

2.3.3 The two way (bidirectional) causal link

On the other hand, there were also several research indicated a bidirectional
causality between FDI and economic growth in quite similar countries. (See
Chowdhury & Mavrotas, 2006 on Malaysia and Thailand; Srinivasan et al., 2010 on
Malaysia and Vietnam; Sridharan et al., 2009 on Brazil, Russia and South Africa;
Balamurali & Bogahawatte, 2004 on Sri Lanka; Anwar & Nguyen, 2010 on Vietnam).
These will show a causal relationship between economic growth and FDI inflows of
the countries, which mean a better economic performance will attract more FDI
inflows, which will in turn increase the economic growth again. For example, Anwar
& Nguyen (2010) supported the view that in overall, there is a bidirectional causality
between FDI and economic growth in Vietnam. While the direct effect of the former
on the latter was found to be positive, the indirect effect via the economy absorptive

capacity is negative.

In the case of Malaysia, Chowdhury and Mavrotas (2006)’s as well as
Srinivasan et al. (2010)’s results showed differences with Lee (2009)’s results who
found that output only has long-run causal relationship on FDI inflows. This is
because the methods that were being employed to examine the relationship are
different among the researchers and hence produce different results. Besides, Anwar
and Nguyen (2010) found that there is a linkage between FDI and economic growth in
Vietnam, but not the case of every region in Vietnam. This implies a more specific
study in examining the relationship in such a way that region by region instead of
country by country. Nonetheless, due to the lacking of data, difficulties in considering

other variables and other limitations, our study only focus on country basis.
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2.3.4 The absence of any causal link

In the review that we had done on previous research, the absence of any causal
relationship normally is less likely to be happened in the countries because many
researchers recommend appropriate policies in generating more FDI to benefit the
growth of the country or vice versa. For instance, Chowdhury and Mavrotas (2006)
suggested to increase attention to the overall growth and the quality of growth as there
are crucial determinants of FDI. However, there are some countries under reviewed
like Brunei and Lao showed no causality between FDI and GDP (See: Srinivasan et
al., 2010).

In short, understanding the direction of causality between the two variables is
important in formulating policies that encourage private investment in developing
countries (Chowdhury & Mavrotas, 2006). Therefore, it is important for us to
comfirm the relationship between FDI and economic growth before implementing
policy since it may benefit nothing to us if there is no causal link between these two

variables.
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CHAPTER 3: METHODOLOGY

3.1 Introduction of methodology

In this chapter, we introduced the theoretical framework as well as
econometric technique that help us to estimate the relationship between China’s
(outward) FDI and Malaysia’s economic growth. With respect to theoretical
framework, we introduced two models in this research. First of all, the relationship
between China’s FDI, Malaysia’s trade openness, financial development (all of the
above are independent variable) and Malaysia’s economic growth (the dependent
variable). Secondly, we also hypothesize that Malaysia’s market size, exchange rate
and human capital development will affect China’s outward FDI. In this case, the

variables that we are going to use contain data from 1987 to 20009.

On the other hand, in terms of econometric techniques, we incorporate the
concept of cointegration which was initiated by Granger (1981) as well as Granger
and Weiss (1983) before it was extended and modified by Engle and Granger in 1987.
The notion of cointegration explains the existence of a stationary or long-run
equilibrium relationship among two or more variables (time series), though they are
individually non-stationary (Narayan & Narayan, 2004). The major benefit of
cointegration method is that it facilitates us in integrating the short-run and long-run
relationships between two or among more than two variables in a framework that is
unified. In addition, the spurious/nonsense regression problem can be partially or
totally eliminated by the existence of cointegration among the variables. Under the
notion of cointegration, we employ the Auto Regressive Distributed Lag (ARDL)

approach which is also known as the bound testing procedure.

Moreover, in order to test the short term causal relationship between the
variables, we also apply Granger causality tests. Before we proceed to cointegration
test, we employ unit root tests such as Augmented Dickey Fuller (ADF) test, and
Kwiatkowski-Phillips-Schmidt-Shin (KPSS) to examine the stationarity of the data
and confirm that the various series suit the requirement of same order of integration

with | (d) and linear combination of all variables must be I (d-b).
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3.2 Econometric model

Based on previous studies, we reinforced the model of Malaysia GDP and China’s

foreign direct investment (FDI) respectively as follow:

(1) MGDP
(2) CFDIM

=F (CFDIM, MOPEN, FD)
= F(MMS, EXR, HCD)

3.2.1 Source of data and definitions

Variable Definition Source of data

MGDP Gross Domestic Product | IFS (International
(GDP) in Malaysia Financial statistic)

CFDIM China’s  foreign  direct | MIDA (Malaysian
investment  inflows  of | Industrial Development
Malaysia (RM Billion) Authority)

MOPEN Export plus import divided | IFS (International
by nominal GDP | Financial statistic)
(Malaysia’s trade
openness)

FD M3 divided by Gross| BNM  (Bank  Negara
Domestic Product (GDP) | Malaysia)

MMS Nominal GDP in Malaysia | IFS (International
(Malaysia’s market size) Financial statistic)

EXR Yuan Renminbi per | IFS (International
Ringgit Malaysia Financial statistic)
(RMB/RM)

HCD Employment  rate in | World Bank

Malaysia (Human capital

development)
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3.3 Econometric method

In this study, we employ the time series method to estimate our research
model, whereby the method is suitable for research that focus only on one country
with a series of time periods. Furthermore, the unique of time series techniques is its
ability to decompose a trend, a seasonal, a cyclical, and an irregular component. The
most important aim of time series method is to have forecast based on economic data.
This study aims to test on how China’s foreign direct investment (FDI) affects
Malaysia’s economic performance, and determine whether what are the factors that
can attract China’s FDI into Malaysia.

There are two time series approaches that we employ in the next section:
(1) Bound Test (unrestricted error correction model)

(2) Granger Causality Tests

3.3.1 ARDL approach

To study the long-run relationship between China’s foreign direct investment
and Malaysia’s economic growth, we employ the ARDL approach advocated by
Pesaran and Shin (1995) (see also Pesaran & Pesaran 1997; Pesaran, Shin, & Smith
2001). The ARDL approach is also known as the bound testing method. The concept
of cointegration was first established by Granger (1981) as well as Granger and Weiss
(1983). Eventually, it was further extended and formalized by Engle and Granger
(1987). Cointegration illustrates the existence of an equilibrium or stationary
relationship among two or more time series, in which each of them is individually
nonstationary. Its pro is that it enables us to integrate the long-run and short-run
relationships between variables in a standardized framework. After the seminal effort
of Engle and Granger (1987), studies on cointegration techniques have been advanced
with attention is paid on determining the number of linearly independent cointegration

vectors, or the cointegrating rank, in a typical vector autoregressive process.

The bound testing approach has the underlying computed F-statistic (Wald F-
statistic), which is used to examine the significance of lagged levels of the variables

under the study in a conditional unrestricted equilibrium correction model (UECM).
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This approach has a few pros compared to others like Johansen and Juselius (JJ) tests,
Engle-Granger two-step method. One of the benefits is that regardless of the
stationarity of the independent variables (whether they are in 1(0), or 1(1), or mutually
cointegrated), the ARDL method is applicable. Therefore, due to its independency on
pretesting the variables’ order of integration, bound testing approach eliminates the
risks related to pre-testing the order of integration. Furthermore, bound testing
procedure can avoid the finite sample size problem which is suffered by JJ tests and
Engle-Granger two-step method. In other words, it is reliable to be employed in
research that involves small sample size as compared to JJ tests and Engle-Granger

two-step procedure.

In order to employ bound testing procedure, we demonstrated the Vector
Auto-Regression (VAR) of order p(VAR(p)) for China’s FDI-led growth function in
Malaysia.

P
7t =M+Zﬁi Ziité&
i=1

(1)

where z;is defined as the vector of both y; and x;, where y; is the endogenous variable
(measured by Malaysia’s economic growth and China’s FDI in Malaysia) and X;
(CDIM, MOPENNESS, FD, MMS, EXR, HCD) is the vector matrix of a set of
exogenous variables. ‘t’ is a time or trend variable. According to Pesaran et al. (2001),
y: must be 1(1) variable, but the independent variables, x; can be either 1(0) or 1(1).

VECM (Vector Error Correction Model) can be further developed as below:

p—-1 p—1
AZt == ‘u + at + ﬂ.Zt + Z )/l Ayt—l + Z )/l AXt—i + gt
i=1 i=0

()
Where A=1-L. The long run multiplier matrix as developed by Choong et al. (2005)

are now separated as:

(3)
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The crossway components of the matrix are unrestricted. Thus, the chosen

series can be either 1(0) or I(1). If Ayy < 0, then y is I (0). Contradictory, if Ayy = 0, then

yisequal to | (1).

The ARDL method involves two stages (Narayan & Narayan, 2004).
Establishing the existence of a long run relationship is the first stage. After the long
run relationship has been established, a two-step procedure is employed to estimate
the long-run relationship. To investigate whether a long-run relationship is present in
equation 1 or not, we have to estimate the following unrestricted error correction
(UEC) models:

p=1 p=2
AX, = ay+ B AX, 4 + DAY,y F Y X Y e
i=1 i=0
4)
p=1 p=2
AY, = ay + Z Bim AV, + Z PimAX, + 0,V 1+, X+ 2
i=1 i=0
)

The existence of long-run relationship is tested by using F-test, whereby the F-test
will indicate whether which variable should be normalized when there is a long run
relationship in the model (Narayan & Narayan, 2004). Besides, the null and

alternative hypotheses for the respective models are constructed as the following:

Howix= w2x=0  (no long run levels relationship)

Hi: v ix#® v 2x#0 (long run levels relationship exists)

(From equation 4)

Ho:81v=02y=0 (no long run levels relationship)

Hi1:81v#32v#0 (long run levels relationship exists)

(From equation 5)

Undergraduate Project Page 27 of 68 Faculty of Business and Finance



The effect of China’s foreign direct investment (FDI) on the Malaysian economic performance

This can also be indicated as Fx (X[|Y) for equation 4 and Fy (Y|X) for equation 5.

The F-test follows a non-standard distribution which depends on (i) whether
the UEC model is with drift and/ or a trend or not (ii) the number of exogenous
variables, and (iii) whether the variables included in the UEC model are of one order
of integration 1(1) or zero order of integration 1(0) (Narayan & Narayan, 2004). In
Pesaran and Pesaran (1997) as well as Pesaran et al. (2001), there were two sets of
critical values being reported. Unfortunately, they are not suitable for us due to our
finite sample size (23 observations only). Hence, we have to calculate critical values
based on our sample size, generated by Narayan (2005). We carried out a further two-
step procedure in the second stage, to estimate the model once a cointegration has
been established. First of all, we approached adequate lag information criteria such as
Schwartz Bayesian Criteria (SBC) to select the (optimal) order of the lags in the
model (ARDL). Then, we employed OLS method to estimate the chosen model.

In order to examine the impact of China’s foreign direct investment (FDI) on
Malaysia’s economic growth and the determinants of China’s FDI in a more specific
manner, the following unrestricted error correction model (UECM) of the ARDL
model is estimated:

AInMGDP = B,y + By,InMGDP,_, + B,,InCFDIM,_, + ,;InMOPENNESS,_,

P P
4 By InFD,_, + Z B,s AInMGDP,_, + Z B, AInCFDIM, _,

i=1 i=o

o P
+ Z B,, AInMOPENNESS, _, + Z B,s AInFD,_, + =,

i=0 =0
(6)
AINCFDIM = oy + oy INCFDIM,_; + B, InMMS,_, + B3 InEXR,_,
P P
+ B, HCD,_, + Z B, AInCFDIM,_, + Z B, AINMMS, _,
i=1 i=0
P P
+ Z‘B” AInEXR,_, + Z Bos AHCD,_, + &,,
=0 i=0
()

Where the & in equation 6 and 7 is the disturbance for the ARDL model. The
null hypothesis that test the long run relationship of the model is B11=P12=B13=P14=0

Undergraduate Project Page 28 of 68 Faculty of Business and Finance



The effect of China’s foreign direct investment (FDI) on the Malaysian economic performance

and B21=P22=P23=P24=0 for equation 6 and 7 respectively, it specifies that there is no
long run relationship. The alternative hypothesis contradicts with the null hypothesis
as it states that at least one B (j=11, 12, 13, 14) and B; (i=21, 22, 23, 24) is not equal to
zero, it means at least one variable has long run relationship. If the computed F-
statistic (Wald test) of ARDL bound test is greater than the upper bound critical value,
we can reject the null hypothesis and conclude that the model has long run
relationship. However, if the F-statistic is lower than the lower bound critical value,
we cannot reject the null hypothesis and we can conclude that there is no
cointegration in the model. Another possible outcome is that, if the value of F-statistic
is recline between the lower bound and upper bound value we can just conclude that it

is inconclusive (Narayan & Narayan, 2004).

3.3.2 Granger causality test

In order to know the short-run relationship between China’s foreign direct
investment and economic growth in Malaysia, we apply the Granger causality test. In
particular, we want to test whether the independent variable causes the dependent
variable or vice versa or whether there is no causality at all or not. By applying the
Granger causality test, we can automatically know that how well the previous
dependent variable will explain the current dependent variable, and study the
improvement of dependent variable’s expiration when introduced lagged in the
model. They are three types of causal relationship in the Granger causality: (i) either
the dependent variable (Y) Granger causes the independent variable (X) or the
independent variable Granger causes the dependent variable, (ii) bidirectional causal

relationship, (iii) and no causal relationship at all.

Granger causality test was described by Granger (1969) and a minor modification
was done by Sims (1972). The Granger causality test means only a correlation
between the current value of one variable and the past value of others; however it
does not mean the movements of one variable cause the movement of another.
Granger causality test helps us to answer the common question that “Does X causes
Y”? There are several outputs that will be produced by the Granger causality test

(Brooks, 1995):
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1. If X causes Y, lags of X should be significant in the equation of Y, no vice
versa. This means X Granger causes Y, a unidirectional causality runs from X
toY.

2. If Y causes X, lags of Y should be significant in the equation of X. It would be
said that there was a ‘bi-directional feedback’ or ‘bi-directional causality’ if
both sets of lags were significant.

3. If X is found to be Granger caused Y, but not vice versa, it would be said that
variable X is strongly exogenous in equation Y.

4. 1t would be said that the variable X and Y is independent if there is no set of

the lags are statistically significant in the equation for the other variable.

The direct way to test the Granger causality is to use the standard F-test of the

restriction if the entire variable in the VAR are stationary:

B21(1)=P21(2)=P21(3)=....=P21(p)=0

Granger causality test is different from the other econometric tests because it
assumes that all the variables are endogenous, therefore the researchers do not need to
identify whether which variable is endogenous or exogenous. It is not the same as to
test for exogeneity; it required that Y not be affected by the contemporaneous term of
Xt if Y¢is to be exogenous. Nonetheless, Granger causality test involves only the
previous values effects of X; on the current values of Y. It therefore examines
whether future values of Y can be forecasted by using current and previous value of
Xt

We estimate the hypothesis by forming MGDP as Y; and CFDIM as Y, and
the other independent variables are labeled as CFDI, MOPEN, and FD for Y3; while
MMS, EXR, and HCD for Y, The & and z; are the uncorrelated error term with white

noise.

AX, = fxu""zﬁi‘xr—l +ZJB}T:—1 + &

AV, =7o+ ) $ Kyt ) WL +Z,
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First of all, AX and AY are stationary time series, and &; and z; are uncorrelated
white noise error term. Without including the lagged Y variables, we regress X on all
lagged X terms and other variables and restricted residual sum of square (RSSg) is
figured out. Next, we include the lagged Y terms and run the regression and the
unrestricted residual sum of square (RSSur) is figured out. Then, the null hypothesis
in our research is lagged Y do not belong to the regression, that is Ho: YBi=0; while

the alternative hypothesis represents lagged Y does belong to the regression, that is
Hj_Z ZB.#O

Following that, we use F-test (which follow the F-distribution) to perform the

hypothesis testing, which is denoted as:

F= (RSSyug-RSSR)/m
RSSur/ (n-k)

Where RSSyr indicates unrestricted sum of squared residual, RSSg represents
restricted sum of squared residual; m is the number of lags; k represents the number
of coefficient involved in the unrestricted regression. As a decision rule, if F-statistic
greater than the critical value at a specific level, we can reject the null hypothesis,
otherwise do not reject it. For the former case, we can conclude that the lagged Y
terms belong to the regression. In other words, Y causes X. Finally, by including
lagged X terms, we can repeat the whole process. In the other words, we are interested

to know whether the X Granger causes Y in the model or not.

3.4 Theoretical model

3.4.1The Relationship between trade openness and economic
growth

Trade can be decomposed into exports and imports. The nexus between

exports and economic growth has been attributed to the potential positive externalities

Undergraduate Project Page 31 of 68 Faculty of Business and Finance



The effect of China’s foreign direct investment (FDI) on the Malaysian economic performance

derived from exposure to foreign markets. In particular, there are three channels for
which exports can spur growth (Awokuse, 2008). First, the expansion of export may
accelerate output growth directly as a component of aggregate output. Second, the
growth in exports can also indirectly influence the growth via different ways like
stimulation of technological improvement, exploitation of economies of scale, greater
utilization of capacity and resource allocation efficiency (Helpman & Krugman,
1985). Exports growth allows firms to take advantage of economies of scale that are
external to firms in the non-export sector but internal to the overall economy. Third,
export growth contributes in providing foreign exchange reserves that can be used to
import raw material and intermediate goods, which will in turn enhance capital

formation, and spurs output growth (Esfahani, 1991).

On the other hand, import growth which may serve as a complement in
promoting economic performance as a whole, as compared to expanded exports
(Awokuse, 2008). It is reasonable to hypothesize that the impact of imports on
economic growth may be varying from that of exports. Besides, the technological
transfer from industrial nations to less-developed countries through imports may serve
as a crucial engine of growth. This is supported by the endogenous growth models
which postulate that import can be a channel for long-run economic growth due to the
accessibility to foreign knowledge and technology it provides to local firms (Coe &
Helpman, 1995). Imports can be considered as sources of technology-intensive
intermediate inputs of production (Mazumdar, 2001). As compared to exports,
imports may play a more important role on economic growth because it is a medium

of technology transfer.

In addition, we know that international trade may influent firm’s productivity
through many different ways. In particular, via exports to developed nations (Clerides
et al., 1998) and via imports of capital equipment and intermediate products
(Markusen, 1989), it is a first channel of technology transfer. The geographic
destinations of trade flows for both cases are very crucial. Firms importing capital and
intermediate inputs from more sophisticated market must meet strict technical
requirements to employ the sophisticated western technology. Similarly, firms
exporting to advanced markets can learn more due to stiff competition, as well as to

higher quality, to technical, safety and other standard requirements. Therefore, a
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higher propensity to trade with more developed countries may lead to a higher
productivity level and faster total factor productivity (TFP) growth (Damijan et al.,
2009).

With respect to economic literature, the impact of trade openness on economic
growth is controversial. On one hand, higher proportion of exports and imports in
GDP indicates greater trade volume and is expected to be positively related to
economic growth (Hong & St. Juliana, 2010). This is supported by various
researchers who found that trade openness positively affects GDP growth and they
have statistically significant relationship (See: Edwards, 1998; Frankel & Romer,
1999; Winters, 2004; Wattanakul, 2009; Hong & Juliana, 2010; Constant & Yue,
2010). For example, according to Edwards (1998), more open economies have in fact
experienced more rapid economic growth.The following variable is MOPENNESS
defined as Malaysia’s trade openness and we believe that export and import will bring

significant effect on the nation’s economic growth.

While several of these studies have documented empirical evidence
reinforcing the existence of a long-run relationship between trade openness and
economic growth, some others have rejected the trade openness-led growth
hypothesis. In other words, they found an extremely contradictory result, in which
trade openness negatively influents economic growth (See: Butkiewicz & Yanikkaya,
2010; Sarkar, 2008). For instance, according to Butkiewicz and Yanikkaya (2010), in
mineral dependent economies, lower growth is resulted from trade openness because

the development of domestic production is replaced by manufacturing imports.

The relationship between trade openness and economic growth may also be
depending on situation. Honkapohja and Turunen-Red (2002); Madsen (2009); as
well as Rao and Rao (2009)’s research support this argument. For example, according
to Madsen (2009), openness does not, by and large, affect growth. But once we allow
for the connection between openness and foreign knowledge, openness positively
affects growth.
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3.4.2 The Relationship between financial development and

economic growth

Most of the theoretical literature regarding financial development and
economic growth assume four different effects of financial transaction and
development on economic performance as a whole. One of them is an informational
effect, in which prior information about potential investment and capital are available
(Levine, 2004). In addition, there is a risk management effect whereby the financial
system contributes in diversifying risk (especially liquidity risk), and thus allowing
for the financing of riskier but more productive investments and innovations
(Bencivenga & Smith, 1991). Another effect is a volume effect and allocation effect,
according to which financial transaction raises resources that can be channeled into
investment while enhancing the allocation of resources devoted to investment. The
last effect related to the provision of a cheap and reliable means of payment
(Maswana, 2009).

In particular, the endogenous growth literature gives ample evidence that
financial development affects economic growth and their relationship is statistically
significant. According to theory, these two variables are linked in such a way that a
well-developed financial system play a few major roles to improve the efficiency of
intermediation by decreasing monitoring, information, and transaction costs, and thus
this will in turn spur economic growth (Maswana, 2009). Obviously, it implies that
without a sound financial system, economic growth seldom exist (Levine et al., 2000).
Similarly speaking, there is no sustainable economic growth and no efficient financial
depth if the financial system distorts the funds allocation under the circumstances of
financial repression. Recent endogenous growth literature reinforced the significance
of financial intermediaries in stimulating economic growth. Financial development
can result in increasing return to capital, and a rise in the long-run growth rate via
financial intermediation. As a result, financial development can have both the level
effects and growth effects within the endogenous growth framework (Zhicheng,
2005).

With respect to economic literature, the impact of financial development on

economic growth is controversial. On one hand, receiving considerable empirical
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support in previous studies is the positive relationship between financial development
and economic growth. In other words, an improvement in financial development will
spur growth. (See: Lensink, 2001; Calderon & Liu, 2003; Zhicheng, 2005; Liu & Hsu,
2006; Jun et al., 2007; Kar et al., 2008; Lee & Chang, 2009; Chee & Nair, 2010;
Leitao, 2010). For example, Kar et al. (2008) applied Johansen cointegration
econometric method, found that there was a positive contribution from financial

development to economic growth.

In contrast, some others have rejected the finance-led growth hypothesis. In
other words, they found a contradictory result, in which financial development does
not influent economic growth (See: Liang & Teng, 2006; Chimobi, 2010). For
instance, Chimobi (2010) employed Johansen multivariate approach, found that there
was no cointegration connection between growth and financial development (money

supply, direct credit and private credit).

There were some other researchers produced rather mixed evidence on the role
of financial development as a determinant of economic growth. In particular, the
relationship between financial development and economic growth is depending on
situation (See: Kar et al., 2010; Soukhakian. B, 2007; Soukhakian. N, 2007). For
example, Kar et al. (2010) found that there is no clear cut on the direction of causality
between financial development and economic growth for all measurements, and it is

also found that the findings are country specific.

The financial development variable is used to gauge the resilient and sound
financial system, which will in turn effective in promoting a country’s economic
performance. If there is a positive and significant coefficient of this variable, we can
conclude that financial development is effective in promoting economic growth.
However, the relationship between financial development and economic growth
remained controversial despite the fact that it had been studied by various researchers.
Specifically, there were mix results being produced by various past authors. This
phenomenon gives us a motivation to further analyze and confidently examine the
correlation between the variables, with the hope that a more robust result can be
produced.
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3.4.3 Location specific model

In the China’s foreign direct investment (CFDIM) model, the exogenous
variables that we study on are Malaysia’s exchange rate (EXR), market size (MMS)
and human capital development (HCD).

Equation 7 showed an empirical model for the CFDIM (which is the
dependent variable in the model); while equation 6 explains the relationship between
China’s FDI and Malaysia’s economic growth, in which the coefficient of the former
should be statistically significant.

In addition, for a small open economy like Malaysia, which is sensitively
affected by the changes in the world price, the fluctuation of the exchange rate is
especially important (Choong et al., 2005). In other words, exchange rate can serve as
a tool to adjust the effects of such external shocks. We believe that an appreciation of
the real exchange rate will decrease foreign direct investment (FDI). In other words, a
devaluation of currency value will cause more FDI because if the Malaysian ringgit
depreciates, this will enhance the competitiveness of the domestic commaodities, and
thus it will attract FDI and promote export (Choong et al., 2005). Henriques and
Sadorsky (1996) supported this view by indicating that with a lower Canadian dollar,
Canada has had a superior economic performance (and hence attracting more FDI)
compared with other advanced country like United State. The exchange rate (EXR)
variable is the most concerned element by multinationals firm investing in the host
country. Most of the previous studies suggested that exchange rate has negative
relationship with FDI, which means that an appreciation in the exchange rate will

decrease the FDI flows.

The following is the MMS, or GDP per capita, means an approximation of the
value of good produced per person in the country, equal to the country's GDP divided
by the total number of people in the country. So, there should be a positive
relationship between MMS and FDI. In other words, if Malaysia’s MMS is higher, the
FDI inflows should be higher as well. The hypothesis of this variable is: the greater
the MMS, the greater the business opportunity in Malaysia which will in turn attract
more FDI into the host country. We expect that the direction of this variable will be

positive and it will significantly attract China’s FDI.
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Finally is the HCD. The Malaysia’s development allocation for education and
training has increased in 8" Malaysia plan compared to the 7" Malaysia Plan. Based
on the research done by Awang (2004), improvement in human capital development
(HCD) has become one of the attractions of FDI inflows to Malaysia. HCD should
have a positive relationship with FDI inflow and it has been proven by most of the
previous researchers. However, there is a small amount of researcher found that HCD
is not significantly affect FDI inflow even though it has positive relationship with FDI
inflow. HCD consists of talent, skilled, education level, productive and managerial
know-how workforce, and all these have been concerned among the nations. We
believe that the variable’s expected sign is positive and it will significantly affect

China’s FDI (consistent with the theory employed by previous studies).
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CHAPTER 4: RESULTS AND INTERPRETATION

4.1 Introduction

This chapter presents the estimated results of the nexus between China’s
foreign direct investment (FDI) in Malaysia and Malaysia’s economic growth, as well
as the determinants of China’s FDI inflows to Malaysia. First of all, unit root tests like
Augmented Dickey-Fuller (ADF) and Kwiatkowski-Phillips-Schmidt-Shin (KPSS)
were employed in order to evaluate the properties of variables as shown in Table 4.1.
For the former case, we may reject the null hypothesis of a unit root [1(1)] when the t-
statistic is greater than the critical value, and conclude that the series is stationary. In
contrast, for the latter case, we may reject the null hypothesis of no unit root [1(0)]
when the t-statistic is greater than the critical value, and conclude that the series is
nonstationary at level form. The optimal number of lags length was selected based on
information criteria such as Schwarz Information Criteria (for ADF test) and New-
West Banwidth (for KPSS test) in order to avoid the problem of autocorrelation. In
other words, we want to ensure that the error terms are uncorrelated and enhance the

robustness of the results.

After the stationary tests had been conducted, the ARDL method as shown in
table 4.2, 4.3, 4.4 and 4.5 was employed to identify the long run relationship for both
empirical models. Then, Table 4.6, and 4.7 illustrate the results of Granger causality

tests which study the short run dynamic linkages between the variables.

4.2 Unit root test

Table 4.1 reported the results of Augmented Dickey Fuller (ADF) test and
Kwiatkowski-Phillips-Schmidt-Shin (KPSS) test at level and first differenced form,
by taking into account both the case of constant with trend and constant without trend.
The optimal number of lag length is determined by using the SIC (Schwarz
Information Criteria) and New-West Banwidth respectively. Based on the result in

Table 4.1, the t-statistics for ADF test are statistically insignificant to reject the null
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hypothesis of one unit root at 10%, 5% and 1% significance level. This shows that the
variables are non-stationary at level form, and it might contain one or more unit roots.
Therefore we have to proceed to the first differenced form. In this case, the t-statistics
for the ADF test indicated that the null hypothesis of two unit roots should be rejected

and we concluded that the series have 1 unit root or integrated of order one I(1).

While KPSS test is a complementary test for ADF test in order to confirm or
reinforce the latter’s result for the order of integration from the variables. The null
hypothesis for the KPSS test contradicts with ADF test as the former stated that (in
null hypothesis) the series is stationary, and we tend to do not reject the null
hypothesis when we are conducting the KPSS test. However, the t-statistic shown in
KPSS test is statistically significant, and the null hypothesis at 10%, 5% or 1%
significance level is rejected. Therefore, we expect that the variables might contain
one or more unit roots. Moreover, the result is consistent with the ADF test which
indicated that the variables contain a unit root. Therefore, higher order of differencing
is not required to be executed, and it was concluded that all variables in the model

contain one unit root.
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Table 4.1: Results of the Unit Roots Tests

ADF Test KPSS
Variable
Level First difference Level First difference

Constant Constant Constant Constant

With Trend No Trend With Trend No Trend
Data Period (1987-2009)
MGDP -1.5872 (0) 3.7462 (0)** 0.1602 (3)** | 0.3914 (8)
MOPENNESS 0.0631 (3) -2.8285 (0)* 0.1909 (3)** | 0.3872 (12)
CFDIM 2.3622 (2) -6.1333 (1)*** | 0.1556 (8)** | 0.3325 (13)
FD -2.1521 (1) -3.1064 (7)** 0.1648 (3)** | 0.3246 (3)
MMS -1.5872 (0) -3.7462 (0)** 0.1602 (3)** | 0.3914 (8)
EXR -1.9898 (0) -4.6489 (0)*** | 0.1486 (3)** | 0.2123 (1)
HCD -2.2730 (0) -3.7618 (8)** 0.1549 (3)** | 0.3312 (7)

Note : The null hypothesis is that the series is non-stationary, or contains a unit
root for ADF test, while the null hypothesis for KPSS test is that the series is
stationary. The rejection of null hypothesis for ADF test is based on
MacKinnon (1991) critical values, while for KPSS test is based on

Kwiatkowski-Phillips-Schmidt-Shin (1992)

Figures in parentheses () refer to the selected lag length. The number of
lags was selected based on Schwarz Information Criteria (for ADF test) and
New-West Banwidth (for KPSS test) in order to avoid the problem of
autocorrelation, that is to ensure that the error terms are uncorrelated and
enhance the robustness of the results.

*** **and * indicates the rejection of the null hypothesis of non-stationary at 1%,
5% and 10% significance level respectively.

4.3 Bound test (ARDL approach):

After using the ADF and KPSS test to examine the stationary status for all
variables, we proceeded to the ARDL (Auto Regressive Distributed Lag) models for
the estimation of long run relationship between China’s foreign direct investment and
Malaysia’s economic growth. We found that bound testing procedure is the most

appropriate econometric method to the long run relationship between China’s foreign
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direct investment and Malaysia’s economic growth with a small sample size as the
data period in our study was started from 1987 to 2009 (23 observations only). The
model advocates that the estimation and identification can be estimated by Ordinary
Least Square (OLYS) if the order of ARDL has been identified. Given that the order of
ARDL model was appropriately augmented to allow for contemporaneous
correlations between stochastic components of the data generating process included in
estimation, then the robust asymptotes on short run and long run parameters in the
model can be made under least squares estimates of an ARDL (Pesaran, et al, 2001).
Finally, the asymptotic distribution of F-statistic is non-standard under the null
hypothesis of no cointegration relationship between the examined variables,
irrespective of whether the explanatory variables are purely I (0) or I (1), or mutually
cointegrated. The order of integration of interested variables are not necessarily the
same because bound test allows the 1(1) and I(0) variables as regressors. By using
ARDL technique, we do not need a precise identification on the order of the

underlying data.

In order to study both short run and long run relationship between China’s
foreign direct investment and Malaysia’s economic growth, we applied bound test to
the model. Table 4.2 indicated the results of the relationship between China’s foreign
direct investment and Malaysia’s economic growth by using Auto-Regression
Distributed Lag (ARDL).

We used several diagnostic tests like Breusch-Godfrey Serial Correlation LM
test, ARCH test, Jarque-Bera normality test and Ramsey RESET specification test to
confirm the validity of the model against the problem of autocorrelation,

heteroscedasticity, normality and model misspecification respectively.

The results of bound cointegration test is shown in Table 4.3 and Table 4.5,

the test clearly demonstrated that the null hypothesis of the model is B;=p>=P3=p4=0,
while the alternative hypothesis stated that [317B27#B3#Bs#0.
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4.3.1 The impact of China’s FDI on Malaysia’s economic
growth (Model 1)

The computed F-statistic (Wald test) is 10.5708 for equation 1 (in Table 4.3);
it is greater than the 1 % significance level’s upper bound value (7.063). Therefore we
can reject the null hypothesis and conclude that China’s foreign direct investment,
Malaysia’s trade openness and financial development have a long run relationship

with Malaysia’s economic growth.

Based on panel 1 (Table 4.2), the high adjusted R-squared (0.7641) mirrors the
estimated model’s goodness of fit. Moreover, via a series of diagnostic checking
which includes Jarque-Bera normality test, Breusch-Godfrey Serial Correlation LM
Test, ARCH Test, and Ramsey’s misspecification test, it is shown that the variables in
estimated equation 1 are valid and robust [Panel 1(a), (Table 4.2)]. In particular, under
the Breusch-Godfrey Serial Correlation LM Test, the probability (p-value) of F-
statistic for both lagged one (0.6265) and lagged two (0.4253) are greater than 5%
significance level. Therefore, the null hypothesis of no autocorrelation has not been
rejected, and thus it is concluded that there is no autocorrelation in the model; while
under the ARCH test, the p-value for both lagged one (0.3935) and lagged two
(0.5875) are greater than 5% significance level. Therefore, the null hypothesis of no
heteroscedasticity has not been rejected, and thus it is concluded that there is no
heteroscedasticity in the model; under the Jarque-Bera normality test, the p-value
(0.5961) is greater than 5% significance level. Therefore, the null hypothesis of error
term is normally distributed has not been rejected, and thus it is concluded that the
error term in the model is normally distributed; lastly, under the Ramsey’s
misspecification test, the p-value (0.2398) is greater than 5% significance level.
Therefore, the null hypothesis of the model is correctly specified has not been

rejected, and thus it is concluded that the model is correctly specified.

The result on the relationship between Malaysia’s trade openness
(MOPENNESS) and its economic growth is quite consistent with previous research
(Winter, 2004; Pandel & Parera, 2009; Wattanakul, 2009; Constant & Yue, 2010).
The estimated results showed that MOPENNESS positively affect our nation’s

economic growth and it is statistically significant at 1% significance level.
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Another significant variable that positively affects Malaysia’s GDP (MGDP)
is financial development (FD), in which a sound and resilient financial development
in a nation plays a crucial role in allocating resources (namely funds from surplus
units to deficit units) efficiently, intensifying investment, and promoting international
trade ever is a pre-condition to attract foreign direct investment. The result is being
supported by most of the preceding researchers who employed different econometric
techniques (Calderon & Liu, 2003; Liu & Hsu, 2006; Jun et al., 2007; Kar et al.,
2008; Lee & Chang, 2009; Chee & Nair, 2010; Leitao, 2010).

Before we are going further, once again we provide the reasons why had
China’s FDI been incorporated in our model. The purpose that we constructed this
model is that we want to examine and obtain a more robust result on the relationship
between China’s FDI and Malaysia’s economic growth, and we want to know on how
the former affects the latter. This is the major issue that we are concerning and our
empirical results showed that China’s FDI positively influents Malaysia’s economic

growth and the relationship is statistically significant.

Meanwhile, most of the empirical evidence obtained similar and consistent
results. Although there were differences in the countries under studied between theirs
and ours, generally, it brings out the wide consensus or natural effect of FDI to a
country. Majority previous researchers supported that FDI positively affects a nation’s
economic growth through its complementary relationship with domestic investment,
local manufacturing sectors, resilient financial development and other domestic
factors in stimulating economic growth. Although different researchers support the
FDI-led growth hypothesis via different channels, in the end the natural effect of FDI
on growth is the same. (See: Mencing, 2003; Wang, 2009; Tang et al., 2008;
Baharumshah & Almasaied, 2009; Lensik & Morrrissey, 2006; Vu et al., 2008; Batten
& Xuan, 2009; Chee & Nair, 2010; Ghosh & Wang, 2009; Brock, 2009; Wijeweera et
al., 2010).
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Table 4.2: The Estimated ARDL Model Based on Equation (1)

Panel 1
Variable Coefficient t-statistic Probability
MGDP (-1) -1.0302 42172 *** [ 0.0056
MOPENNESS (-1) 0.4821 3.0575 *** 0.0223
FD (-1) 0.7313 3.2492 *** 0.0175
CFDIM (-1) 0.0804 5.3244 *** 0.0018
C 1.9049 47820 *** 0.0031
Adjusted R-squared 0.7641
Standard Error of Regression 0.0315
F-statistic 6.1821
Probability (F-statistic) 0.0185
Panel 1(a)

I1. Diagnostic Checking

i) Autocorrelation (Breusch-Godfrey Serial Correlation LM test)

F(1)=0.2684 [0.6265] F(2)=1.0667 [0.4253]
i) ARCH Test:
F(1)=0.7750 [0.3935] F(2)=0.5562 [0.5875]

iii) Jarque-Bera Normality Test : ¥ (2)= 1.0345 [0.5961]

iv) Ramsey RESET specification Test :

F-statistic = 2.0844 [0.2398] Number of fitted terms=2
Note: *** **and * denote significancy at 1%, 5% and 10% significance level.

Figures in squared parentheses [ ] refer to marginal significance level.

For both Breusch-Godfrey LM test and ARCH test, we are testing for serial
correlation and heteroscedasticity at the significance level ranging from the
first to the fourth order.
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Table 4.3: Bound Test Based on Equation (1)

Computed F-statistic : 10.5708***

Null hypothesis: No Cointegration

Critical value
Lower Upper
1% significance level 5.333 7.063
5% significance level 3.710 5.018
10% significance level 3.008 4.150

Decision: Reject null hypothesis at 1% significant level

Note: The critical value were taken from Pesaran et al. (2001), Table CI (iii):
Unrestricted intercept and no trend.
*** **and * denote significancy at 1%, 5% and 10% significance level.

4.3.2 Determinants of China’s FDI in Malaysia (Model 2)

Another model in our study is the determinants of China’s FDI inflow to
Malaysia. Table 4.4 indicated the estimated ARDL model for the determinants of
China’s foreign direct investment inflows to Malaysia. Since China’s FDI is
important and plays a crucial role in our country in terms of growth, the determinants
of it became an important issue for us. The independent variables included in the
model are Malaysia’s market size, exchange rate and human capital development. The
computed F-statistic (Wald test) for this equation (equation 2) (in Table 4.5) is equal
to 71.2153; it is also greater than the upper bound critical value (7.063). Therefore, it
was concluded that Malaysia’s market size, exchange rate and human capital
development have long run relationship in terms of the determinants of China’s

foreign direct investment inflows to Malaysia.

Based on panel 2 (Table 4.4), the high adjusted R-squared (0.9629) mirrors the
estimated model’s goodness of fit. Moreover, via a series of diagnostic checking

which includes Jarque-Bera normality test, Breusch-Godfrey Serial Correlation LM
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Test, ARCH Test, and Ramsey’s misspecification test, it is shown that the variables in
estimated equation 2 are valid and robust [Panel 2(a), (Table 4.4)]. In particular, under
the Breusch-Godfrey Serial Correlation LM Test, the probability (p-value) of F-
statistic for both lagged one (0.8361) and lagged two (0.5249) are greater than 5%
significance level. Therefore, the null hypothesis of no autocorrelation has not been
rejected, and thus it is concluded that there is no autocorrelation in the model; while
under the ARCH test, the p-value for both lagged one (0.6343) and lagged two
(0.5754) are greater than 5% significance level. Therefore, the null hypothesis of no
heteroscedasticity has not been rejected, and thus it is concluded that there is no
heteroscedasticity in the model; under the Jarque-Bera normality test, the p-value
(0.8730) is greater than 5% significance level. Therefore, the null hypothesis of error
term is normally distributed has not been rejected, and thus it is concluded that the
error term in the model is normally distributed; lastly, under the Ramsey’s
misspecification test, the p-value (0.7444) is greater than 5% significance level.
Therefore, the null hypothesis of the model is correctly specified has not been
rejected, and thus it is concluded that the model is correctly specified.

As expected, the results indicated that Malaysia’s market size (MMS)
positively affects China’s FDI and the relationship is statistically significant. In other
words, larger domestic market size provides better opportunity for foreign investors to
invest in our nation, and thus they would be able to reduce entry cost and achieve
economies of scale. (See: Vijayakumar, 2010; Asiedu, 2006; Faeth, 2009; Gast &
Herrmann, 2008; Ladyeawa, 2009; Leit&, 2009; Leit& & Faustino, 2010; Mateev,
2009; Oladipo, 2008; Sinha, 2008).

Another variable that positively and significantly influents China’s FDI is the
human capital development (HCD). Nowadays, human capital becomes increasingly
important in attracting foreign investors to invest in domestic market. It is crucial in
the sense that it complements domestic savings and hence spurs economic growth. A
country that owns skilled, educated and productive workforce will enhance its image
and reputation globally in terms of productivity and production cost. This factor will
help a nation to consolidate its competitiveness, and hence attract more FDI as
compared to other countries. ( Bhaumik & Dimova, 2009; Fork et al., 2008; Suliman
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& Mollick, 2009; Wong 2006; Amal et al., 2009; Rodriguez & Pallas, 2008; Blanton
& Blanton, 2007; Baharumshah & Almasaied, 2009; Sinha, 2008).

Lastly, there is a doubt with respect to exchange rate (EXR) in determining
China’s FDI. This is because on one hand, based on our estimated results, it is shown
that the former positively and significantly affects the latter, and it is consistent with
the results of Buch and Kleinert (2008). However, on the other hand, most of the
previous researchers disagreed with this conclusion. Some of them pointed out that
whenever there is an appreciation in the domestic currency, relatively it will become
more expensive to invest in that particular country, and this will discourage its FDI
inflows (De Vita & Abbott, 2007; Ang, 2009; Amal et al., 2009). For example,
according to Amal et al. (2009), exchange rate volatility has a negative impact on FDI

flows into the UK, irrespective of the sector of destination of the investment.
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Table 4.4: The Estimated ARDL Model Based on Equation (2)

Panel 2
Variable Coefficient t-statistic Probability

CFDIM (-1) -1.9541 -15.5357 *** | 0.0006
MMS (-1) 2.8940 4.5875 *** 0.0195
EXR (-1) 3.8314 2.5462 *** 0.0842
HCD (-1) 2.5314 3.0972 *** 0.0534
C -245.0182 -3.0234 *** 0.0566
Adjusted R-squared 0.9629

Standard Error of Regression 0.4456

F-statistic 33.4273

Probability (F-statistic) 0.0073

Panel 2(a)

I1. Diagnostic Checking

i) Autocorrelation (Breusch-Godfrey Serial Correlation LM test)

F(1)= 0.0552 [0.8361] F(2)=1.3148 [0.5249]

i) ARCH Test:

F(1)=0.2373 [0.6343] F(2)=0.5815 [0.5754]

iii) Jarque-Bera Normality Test : ¥ (2)=0.2715 [0.8730]

iv) Ramsey RESET specification Test :

F-statistic = 0.4022 [0.7444] Number of fitted terms=2
Note: ***, **and * denote significancy at 1%, 5% and 10% significance level.

Figures in squared parentheses [ ] refer to marginal significance level.

For both Breusch-Godfrey LM test and ARCH test, we are testing for serial
correlation and heteroscedasticity at the significance level ranging from the first to
the fourth order.
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Table 4.5: Bound Test Based on Equation (2)

Computed F-statistic : 71.2153***

Null hypothesis: No Cointegration

Critical value
Lower Upper
1% significance level 5.333 7.063
5% significance level 3.710 5.018
10% significance level 3.008 4.150

Decision: Reject null hypothesis at 1% significant level

Note: The critical value are taken from Pesaran et al. (2001), Table CI (iii):
Unrestricted intercept and no trend.
*** **and * denote significancy at 1%, 5% and 10% significance level.

4.4 Granger Causality test

4.4.1 Granger causality for the Impact of China’s FDI on

Malaysia’s Economic Growth

By referring to the first row, which is also the most important equation in the
Granger-causality results reported in Table 4.6, it was suggested that there is a
unidirectional short run causal effect runs from both China’s FDI (CFDIM) and
Malaysia’s financial development (FD) to Malaysia’s economic growth respectively,
but there is no reverse causality. In other words, China’s FDI Granger causes
Malaysia’s GDP, and same thing is applied between Malaysia’s financial

development and its economic growth.

For the former case, when there is an increase in China’s FDI into Malaysia,
our country’s resource availability enlarges, and this will in turn encourage more

domestic savings and investments, and finally domestic economic growth can be
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enhanced as suggested in Keynesian model of growth. That means China’s FDI is a
major determinant that spurs growth in Malaysia. This result supports the FDI-driven
GDP hypothesis and rejects the GDP-driven FDI hypothesis.

While for the latter case, when there are systematic financial reforms and
liberalization, funds or resources can be channeled efficiently from the surplus units
to the deficit units due to stiff competition, and there are higher chances or broader
ways for firms to obtain funds for business expansion purpose. All these will in turn

promote domestic economic growth.

On the other hand, Malaysia’s trade openness (MOPENNESS) and its GDP
appeared to be independent in terms of short-run causal effect. Supposedly, when a
country liberalise its trade account, import and export occur more without high
restrictions, and hence increase national income in the form of import duties and
export taxes. However, not all firms will involve in international trade. For example,
there may be a lot of conservative firms which are not willing to expose themselves to
external shock, currency exchange rate risk and other risks associated with cross
border transactions. Therefore, they will not engage in import and export transaction
even though the government imposes less restrictions on it, and hence domestic

economic growth are less likely to be stimulated.

In addition, it was observed that China’s FDI does not Granger cause
Malaysia’s trade openness and vice versa. The same thing is applied as well between
Malaysia’s financial development and its trade openness. The results also suggest that
there is no causality relationship between Malaysia’s financial development and

China’s FDI.
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Table 4.6: Granger causality test for equation 1

AMGDP AMOPENNESS | ACFDIM | AFD ECT
(t-statistic)

AMGDP - 0.3937 35467 | 3.7316* | 0.5937
(1.4190)

AMOPENNESS | 0.2853 - 2.9090 | 0.0331 | -0.9198**
(-2.1019)

ACFDIM 14562 | 0.3598 - 0.7088 | 17.5121
(1.0445)

AFD 0.1277 | 0.4268 1.7171 - 0.3091
(0.7349)

NOTE: *, ** and *** indicate significancy at 10, 5 and 1 per cent significance level,
respectively. Figures in parentheses are calculated t-statistic.

4.4.2 Granger causality for determinants of China’s FDI

By referring to table 4.7, the most important finding is that there is a
unidirectional relationship runs from Malaysia’s market size (MMS) to China’s FDI,
but there is no reverse causality. Rapid economic growth creates huge domestic
markets and business opportunities for Chinese firms to invest in Malaysia. The larger
the market size of province, the more China’s FDI is likely to be received. Malaysia’s
moderate population, fast growing economy, coupled with its membership on World
Trade Organization, are an unbeatable combination for Chinese firms it seems. On the
other hand, Malaysia’s exchange rate does not Granger cause China’s FDI, though the

latter is found to be Granger caused the former.

In addition, it was found that there is a bidirectional causality relationship
between Malaysia’s human capital development (HCD) and China’s FDI. In other
words, Malaysia’s human capital development Granger causes China’s FDI; and
China’s FDI also Granger causes Malaysia’s human capital development. The
rationale behind for the former case to be happened is that an increase in education is
associated positively with FDI inflows and an improvement in freedom is associated
with larger FDI inflows (Suliman & Mollick, 2009). However, an economy with high
fraction of unskilled workers is likely to be much less productive and less attractive to
foreign investors (Oladipo, 2008). While for the latter case, as multinational firms

(especially from China) are often more skilled-labor-intensive than the rest of the
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economy, FDI (from China) may raise the relative demand for skilled labor and leads

to an increase in the domestic skilled labor share of total wages. (Feenstra & Hanson,

1997).

Furthermore, there is a unidirectional causal relationship runs from Malaysia’s

exchange rate (EXR) to its market size, but there is no reverse causality. It was also

observed that Malaysia’s human capital development does not Granger cause its

market size, though the latter does Granger cause the former. Moreover, there is

bidirectional causality between Malaysia’s human capital development and its

exchange rate. In other words, Malaysia’s human capital development does Granger

cause its exchange rate, and its exchange rate also Granger cause its human capital

development.

Table 4.7: Granger causality test for equation 2

A CFDIM

AMMS

AEXR

AHCD

ECT
(t-statistic)

ACFDIM

5.3948**

0.0481

3.6691*

-0.2540
(-0.8077)

AMMS

0.9847

4.3172**

1.0149

-0.0020
(-0.1753)

AEXR

7.5566**

2.5679

4.4227**

0.0775%*
(3.1314)

AHCD

6.8581**

5.8686**

5.2942**

0.2544%*
(5.3883)

NOTE: *, ** and *** indicate significancy at 10, 5 and 1 per cent significance level,
respectively. Figures in parentheses are calculated t-statistic.
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CHAPTER 5: CONCLUSION

5.1 Summary and policy implications

The present paper examines the short-run as well as long-run relationship
between Malaysia’s economic growth and China’s outwards FDI. Besides, the
determinants of China’s FDI flows into Malaysia, namely Malaysia’s market size,

exchange rate, and human capital development are also being examined.

By employing the technique of co-integration (specifically the ARDL
approach), an endogenous growth model is estimated for Malaysia, with the sample
period from 1987 to 2009. Our results showed that China’s FDI played a crucial role
in promoting growth of the Malaysian economy, while Malaysia’s trade openness and
financial development also have their influence on domestic economic growth in the
long-run, though the former appears to be independent of Malaysia’s economic
growth in the short-run. Nevertheless, it is worth to highlight that other than the direct
contribution, China’s FDI also stimulate Malaysia’s economic growth via its
interaction with financial development and our results provide further empirical
evidence that this relationship is without uncertainty. Therefore, domestic absorptive
capability in transferring the benefits embodied in China’s FDI outflows into higher
economic growth is important. On the other hand, it was also concluded that China’s
outwards FDI into Malaysia is positively affected by market size, exchange rate, and
human capital development in a statistically significant manner. Meanwhile, our
empirical results also indicated that there is a unidirectional short-run causal effect

runs from China’s FDI to Malaysia’s economic growth.

Since China’s FDI has became increasingly crucial, policies focusing on
enlarging domestic market size, strengthening the exchange rates, and human capital
development are primarily proposed. For the first case, larger market size should
receive more FDI inflows compared to smaller countries that have smaller market
size. This is because the larger the market size, the better the opportunity for foreign
investors to reduce entry costs and to attain economies of scale, that is the ability to

reduce average cost (as a result of mass production) when output is increased (Li et
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al., 2008). In this case, the government is encouraged to promote cooperation on FDI
policy among neighbouring regions in order to obtain higher investment. Regionalism
expands the size of the market, and thus makes the region more attractive for FDI.
The market size advantage of regionalism is important for Malaysia because our
country is small in terms of both population and income. While for the second case,
when the exchange rate is strengthened, FDI tend to rise because there is a greater rate
of return in the region. Countries that require FDI can attract it also by development
of resources like human capital. Corporations seek out societies with a skilled,
educated, and productive workforce. In other words, investors increasingly target
countries where the quality of human capital is high. Human capital is also a
fundamental element of increasing per-worker labor productivity (Rodriguez &
Pallas, 2008).

Generally, current policies aimed at attracting FDI will have to be revisited in
terms of selecting the specific type of investment that is required. Governments have
to emphasize on the economic reform policies and the shift towards a free market
which able to continue to help the economy to reallocate its resources efficiently.
When trade account is being liberalized, less restrictions or cost will be imposed on
international trade, namely import and export. Therefore, higher importation level of
raw material with lower cost (due to lower import duties and competition) enables
firms to produce more output in a more efficient manner, and hence enhance
productivity and economic growth. On the other hand, greater export (as a result of
lower export tax) increases the level of firms’ production and export in our country,
and this will raise up firms’ revenue or profit, which will in turn increase national
income. Besides, greater export will also contribute in the reduction of current
account deficits. It is also proposed that improving productivity and innovative
capabilities of the economy (especially manufacturing sectors), as well as
strengthening the supporting industries and institutions are important. All these will in
turn lead Malaysia to become attractive (especially to China) in terms of FDI

destination.

Recently, Malaysia’s FDI inflows from China has been gradually dropping
annually due to the competition from other countries like Vietnam, Indonesia, India

and other emerging countries. They have both skilled and unskilled labor, as well as
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relatively lower labor costs. As a result, Malaysia needs to enhance its production
efficiency or reduce its relatively higher labor cost in order to compete with its rivals.
In the longer term, rather than its direct dependency on FDI, Malaysia should focus on
developing new industries for their individual growth and not solely for purpose of
FDI inflows. If that is the case, the industrial development in the country will be in a
rapid path, which in turn will ultimately lead to a growth in FDI inflows from China
(Jajri, 2009).

Furthermore, in order to spur growth, Malaysia should not mainly focus on
attracting China’s FDI, but simultancously ignore the development of domestic
infrastructure and facilities like macroeconomic stability, human capital development,
and financial system evolution. Malaysia can also influence the technology change by
reforming its absorptive capability via further promotions on financial reforms to gain
sustainable economic growth and fully utilize FDI inflows. This suggesting that in
order to be benefited from the positive interaction between FDI and economic
development, one should liberalize the economy while deregulating the financial
sector, that is, a country should focus on strategies that promote financial

development in the economy.

5.2 Limitations and recommendations for future Studies

It is common that every research has its own limitations. Our study is not an
exception. First of all, small degree of freedom in our models would be a limitation.
In particular, the degree of freedom is being seriously exhausted due to the widely use
of lagged variables, and it left very few after the ARDL estimations. Although the
ARDL technique to cointegration is suitable for small sample size studies, the lack of
degrees of freedom might not be a desirable outcome as the estimations might be poor
in terms of accuracy. However, there are not much work can be done in order to
overcome this limitation except resorting to panel data. In the field of development
economics, the lacking of statistical data is not an unusual phenomenon. For our case,
limited China’s FDI data (from 1987 to 2009 only) might influence our results or
produce undesirable results. According to MIDA, the tiny size of data is because

China started their projects in Malaysia only from 1987 onwards.
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We were also unable to obtain sufficient sample size of China’s FDI outflows
into Malaysia while characteristics of FDI data are not clarified. Future researchers
are recommended to include industry characteristics into the analysis in order to
investigate the impact of industry-specific factors. Analysis across industries could be

conducted to identify industrial patterns of location distribution of China’s FDI.

In addition, investigating the role of different channels via which FDI affects
economic growth in the developing economies versus the developed economies is

another possible future work in this area (Ghosh & Wang, 2009).
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