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Abstract

A close positive relationship between expansion in exports of a
country and economic development has been observed by a
good number of researchers theoretically as well empirically.
The aim of this research is to investigate empirically the
impacts of exports and foreign direct investment (hereafter
FDI) on economic growth in Pakistan. Empirical results show
positive significant impacts of exports and FDI on economic
growth. Thus, findings of this study suggest that policy makers
need to generate appropriate policy in order to increase the
volume of exports and augment FDI inflows.

Keywords: Exports, FDI, Economic Growth, Pakistan

Introduction

The significance of the exports for economic expansion is evident from
the writings of classical as well as many modern economists. According
to Marshall (1890), a nation’s economic progress belongs to the study of
international trade. Nurkse (1961) called international trade as an engine
of growth. For efficient utilization of available scarce resources and for
expanding global trade volume, free trade in goods and services is
commendable Bhagwati (1973). It has been observed that there is a close
positive relationship between expansion in exports of a country and
economic development. High and rapidly growing economies are usually
characterized by speedy expansion in exports. However, it is critical to
note that expansion in exports is possible not just in countries endowed
with plentiful natural resources. Even less developed countries with
scarce natural resources can introduce appropriate economic policies to
transform scarce resources from inefficient domestic use to dynamic
export production. Moreover, it is also important that exports are not be
limited to primary products only but should to be extended to final
exportable products which are high in value added with high backward
linkages in order to create dynamism in the economy.
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Economists often assert that trade liberalization that is, moving towards a
free trade regime through reductions of tariff and other barriers, is
generally the major driving force behind globalization. It improves
welfare and alleviates poverty, as trade liberalization provides
opportunities to create jobs, fosters economic growth and improves
consumer choice and living standards of the inhabitants. Zaidi (2005)
argues that the pattern and nature of foreign trade is a fairly good
indicator of the pattern and nature of the economies that enter into trade
agreements. Countries with comparative advantage in certain products
are likely to produce and export those commaodities to attain maximum
benefits from trade. However, countries often require importing raw
materials in order to expand their exports. Countries with a large
agricultural sector may have to contend with their output and export
capacity being determined by climatic conditions. Single commodity
exporting countries or those with a narrow export base must frequently
face the challenge of unpredictable changes in world demand. They need
diversification in their exports to compete in the international market and
increase volume of exports.

Survey of Empirical Studies

Many empirical studies have been carried out to examine the role of
exports in the process of economic growth and found positive impact of
exports on economic growth of developing economies (e.g., Feder, 1982;
Balassa, 1985). Using Error Correction Modeling (ECM) approach,
Bahmani-Oskooee and Alse (1993) examined the relationship between
export growth and economic growth for nine developing countries and
found strong support for the export-led growth hypothesis for all of the
countries included in the sample. Khan and Sagib (1993), used
simultaneous equation model and found a strong relationship between
export performance and economic growth in Pakistan. Khan, et al.
(1995) finds strong evidence of bi-directional causality between export
growth and economic growth in Pakistan. Ahmed, et al. (2000)
investigates the relationship between exports, economic growth and
foreign debt for Bangladesh, India, Pakistan, Sri Lanka and four South
East Asian countries using a trivariate causality framework. The study
rejects the export-led growth hypothesis for all the countries, included in
the sample, except Bangladesh. Kemal, et al. (2002) examines export-led
hypothesis for five South Asian Countries including Pakistan. The study
found no evidence of causation in the short run for Pakistan in either
direction. However, they find a strong support for long-run causality
from export to GDP for Pakistan. Aurangzeb (2006), investigates the
relationship between exports and economic growth in Pakistan by using
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time series from 1973 to 2005. The results indicate that marginal factor
productivities are significantly higher in the exports sector. Abou-Stait,
(2005), conducted a study in Egypt for the period from 1977 to 2003 and
stated that several empirical studies confirmed the strong association
between exports and economic growth. Shirazi and Manap (2005)
analyzed the relationship between exports, imports and economic growth
for Pakistan for the period from 1960-2003. These investigators used a
different methodology that focused only on the long-run causal orderings
and shed no light on short run patterns of causality that too have
plausible economic interpretation, and may even turn out to be more
important. The hypothesis of export-led growth in the Pakistan economy
was supported in both the short and long run during the period from
1971-2005 (Saima, et al. 2008). Azam and Naeem (2009), finds that
domestic investment, FDI, and trade openness had positive effects on
economic growth in Pakistan during 1971-2005.

Objectives of the Study
Based on the literature cited above, following objectives are set for this
study:
e To understand the importance of exports in the process of
economic growth
e To examine empirically the impact of exports and FDI on
economic growth in Pakistan

Hypotheses of the Study

The following hypotheses are formulated for testing:

e Impact of exports on economic growth will be positive, that is,
an increase in exports will promote economic growth of
Pakistan.

e Impact of FDI on economic growth of Pakistan is expected to be
positive.

Methodology and Data Description

Econometric Model
The following simple log linear regression model is used in this study;
Economic Growth= f (exports, foreign direct investment)

)

Symbolically equation (1) can be written as follows;
Y =4, +B.EXP+B,FDI +¢

)
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Where

Y= Economic growth (gross national product in log form used for
economic growth), EXP= exports in log form, FDI= foreign direct
investment in log form and = stochastic term

Table 1: List of Variables
Variables Description

Dependent variable used: | Gross National Product (GNP) at factor
Gross National Product cost (fc) in (Pak. rupees million) in log
(GNP) form used for economic growth of
Pakistan and the data taken from
Economic Survey of Pakistan (1980-81,
2000-2001, 2008-09) and Federal Bureau
of Statistics (1980, 2000, 2009).

Explanatory variables Exports of Pakistan in Pak. rupees million
used: in log form. The data on this variable taken
i. Exports from Federal Bureau of Statistics (1980-
ii. FDI 81, 2000-2001, 2008-09), and Economic

Survey of Pakistan (1980, 2000, 2009).
Foreign direct investment (FDI) Pak.
rupees million in log form. The data on
this variable taken from Federal Bureau of
Statistics (1980-81, 2000-2001, 2008-09),
and Economic Survey of Pakistan (1980,
2000, 2009).

Estimation Procedure

This study is based on secondary data ranging from 1971 to 2009 and
therefore, the study consists of total 38 observations. Simple log linear
regression model and the method of least squares technique have been
used. In addition, for time series data analysis Augmented Dickey Fuller
(ADF) test and Johansen cointegration test have been used. The data for
empirical analysis have been transformed into one unit (i.e., Pak. rupees
million) and then converted into natural log form for overcoming non-
linearity problem. E. View statistical software has been utilized.

Results

The empirical investigation on the economic growth of Pakistan uses
time series data ranging from 1971 to 2009, where correlation matrix
shown in Table 2, results of Augmented Dickey Fuller (ADF) test are
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given in Table 3, OLS estimates are presented in Table 4 and Johansen
co-integration results are shown in Table 5 respectively.

Table 2. Correlation between Dependent Variable (GNP) and other
Variables

GNP FDI EXP
GNP 1.00000
FDI 0.932167 1.00000
EXP 0.992535 0.903305 1.00000
Table 3. Results of Augmented Dickey Fuller Test
Variables Level/ Without Conclusion 5% Critical
Difference Trend Value (without
(Intercept) trend)
GNP Level -1.438 1(0)
First -3.589 (1) -2.942
Difference
FDI Level -1.447 1(0)
First -10.849 I(1) -2.942
Difference
EXP Level -1.799 1(0)
First -8.663 (1) -2.942
Difference

95% critical value for Augmented Dickey Fuller Test (ADF) statistics for
all variables i.e., -2.942 (without trend). ADF Test demonstrates that
almost all variables have stationary in the levels of 95% critical values
without trend. From the Unit Root Tests it has been concluded that all of
the variables are integrated of order I.

Table 4. Ordinary Least Square Estimates

Variables Coefficient
EXP 0.778994
FDI 0.083090
R-squared 0.995750
Adjusted R-squared 0.995375

Table 5. Johansen Cointegration Test Result

Eigen Values| Likelihood 5% 1% Hypothesized
Ratio  |Critical Value |Critical Value| No. of CE(s)
0.652291 | 48.24970 29.68 35.65 None **
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0.216806 | 9.163319 1541 20.04 At most 1

0.003277 | 0.121441 3.76 6.65 At most 2

*(**) denotes rejection of the hypothesis at 5% (1%) significance level
L.R. test indicates 1 cointegrating equation(s) at 5% significance level

Results presented in Table 4 show that economic growth of Pakistan is
significantly correlated with FDI and exports of the country. Adjusted R-
squared value is 0.99 which shows that 99% variation in dependent
variable (economic growth) can be accounted for by the variability in
FDI and exports of the country. These results strongly support the study
hypotheses. Table 2 further shows that the impact of explanatory
variable, export, is found positively significant at the 0.01 level of
significance. The coefficient size of export is 0.77, in this case one
percent change in export will change economic growth by 0.77 percent.
It means that due to promotion of exports, economic growth of the
country would increase. The present study also found FDI positively
significant at the 1% level of significance and the coefficient size of FDI
is 0.08. It shows that the impact of FDI on economic growth is
important. The positive relationship between exports and economic
growth, found in our study is consistent with the findings of other studies
by Khan and Sagib (1993), and Abou-Stait (2005). Similarly, the
positive impact of FDI on economic growth has also been found by
Borensztein, et al., (1998), and Alireza et al., (2005). Thus, results of the
earlier studies strongly support results of the present study.

Conclusions

The present study has been conducted with the aim to examine
empirically the impact of exports and FDI on economic growth in
Pakistan using data from 1971 to 2009, particularly to understand the
importance of exports in the enhancement of economic growth. Least
squares results support research hypotheses of the study in hand. The
impacts of exports and foreign direct investment during the study period
are statistically significant. The positive impact of exports on economic
growth demonstrates that expansion of exports is highly important for
accelerating economic growth of the country.
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