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Throughout 1960s to 1980s, the economists debated on
adoption of export-oriented policies i beneficial for the development of an economy

Singapore and J

the issue that whether the

or not. South Korea, Thailand, Malaysia, apan were few countries to
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be put before as an example of export-led growth. However, since 19905 ¢y
¢

: : ; call as the phenome
hasis started shifting from export orientation to what we phenomeng,
emphasis » 8

‘ ists and policy makers o,
of Foreign Direct Investment (FDI). Numerous economists anc pOLEY A

5 impact on a host co 5
that Foreign Direct Investment (FDI) can have much better impa Uniry’s

developmental efforts. In addition to the direct capital financing it supplics, FDJ ¢,
eve :

be a source of valuable technology and know-how while fostering linkages with locy
firms, which can help jumpstart an economy. Bﬂsef.i on these arg“f“em&
industrialized and developing countries have offered incentives to encourage forejgy
direct investments in their economies. |

Since the first oil shock, foreign direct investment, FDI, has been a relatively mipg,
capital source for Gulf economies. Most foreign participation has involved building
productive facilities and providing services under contract, rather than through Fpy;
However, rapid population growth, burgeoning infrastructure requirements,
diversification of economic activity away from oil, growing fiscal pressures and the
desire to access new technologies are driving many regional governments to more
actively seek FDI. Progress in liberalizing FDI restrictions is slow, but Qatar, Oman
and recently, Saudi Arabia, lead reform. Important constraints on FDI across the Gulf
region include restrictions on full foreign ownership outside the free trade zones,
prohibitions on investing in many sectors (particularly oil), restrictions on both
domestic and foreign competition in key infrastructure, energy and manufacturing
sectors, and imprecise and inconsistently applied regulatory frameworks
Infrastructure needs in the Gulf economies are massive. The greatest foreigr
participation opportunities are in pipeline construction, electricity and water.

In January 1999, Saudi Arabia created the Supreme Petroleum and Mineral Affair
Council, separate from the Saudi Arabian Oil Company, ARAMCO, to direct post
production energy policy. In 2000, the Government established a new investmen
regulatory body, the General Investment Authority. Subject to all approprial
documents being lodged, it will process applications within 30 days. Until April 200
foreign equity in the industrial sector was limited to 49 per cent. While in princip!
full foreign ownership was allowed in other sectors (except oil), wholly forei?
owned firms could not bid for government contracts or access cheap credit or ¥
concessions. Proposals approved by the Council of Ministers in April 2000 all?
foreign investors to wholly own projects and industrial property. These proposals als
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o wholly owned foreign companies to access tax holidays and concessional
0 , . '
ce in other sectors, making full foreign ownership more feasible.
fin ,
gi Axabia b2
per year between 1993 and 1998, followed by the UAE and Iran. The Saudi

d the highest actual annual FDI inflows, averaging around US$600
Sav
ml]hon . .

g size and massive oil and gas reserves make its FDI reform progress critical

he Gulf's future investment environment. Continued progress in Saudi Arabia will
{0 ) .
rigger further reform elsewhere in the region; otherwise, smaller cconomies will
{rlize

ruggle 10 compete for investment capital. Saudi accession to the WTO would raise
5
the proba

According 0
sector for FDI in the region, a major proportion of which went to financial services.

bility of further investment reform.

world Investment Report (WIR) 2007, Services remained the dominant

There Were also several large deals in telecommunications. High oil prices arc

a[tI&Cﬁ

large surpluses ar
which are also attracting more FDI. Under the new reforms taken by the Kingdom of

ng increasing FDI in oil and gas-related industries. The GCC countries with

e rapidly increasing expenditures on large infrastructure projects,

audi Arabia, the Government will start permitting FDI in previously restricted

sectors, such as mining, film distribution, air transport, wholesale and retail trade, etc.
It will also start granting multiple-entry visas for business people. The Government
will also establish industrial cluster zones to encourage industrial investment.

The role that FDI can play in the developmental process has remained an interesting
area under discussion for many theoretical and empirical studies. However, there has
been questionable disagreement among economists on the issue of correlation
between FDI and economic growth. One view says that FDI inflows can be seen as an
instrument of changing *he factor endowment of a country, increasing the stock of
real physical capital, channel for technological diffusion from developed countries to
developing countries (Balasubramanyam et. al. 1996). But the success of FDI in
transporting economic growth largely depends if it is accompanied by trade
liberalization, greater competition and improvement in educational systems leading to
better human capital and macroeconomic stability (Zhang 2001: 175-85).

On the contrary, there are certain studies which put fopward the opposite hypothesis:
Growth et in motion FDL Conversely, some studies suggest the opposite
hypothesis: growth drives FDI. Chakrabarti (2003) pointed out that rapid economic

Sowth leads to high level of aggregate demand, which stimulates demand for

"Vestment including FDI. g



re. if we look al all those likelihood correlations between €CONOMIC grow,,

Therefo
and Net FDI, the following four possibilities emerge:
L Net FDI causes economic growth.
il Economic growth attracts Net FDI.
and economic

1.  Thereis bi-directional relationship between Net FDI

growth.
[V.  Thereisno relationship between Net IFDI and econonuc growth.

his paper 1s (O examine the above hypotheses in the case of

The objective of t
Kingdom of Saudi Arabia. The entire article is divided nto six sections. The first par
is introductory which discusses the importance of FDI in economic development and

the logic behind the causal

relationship between FDI and economic growth. The

second section presents a bird's eye view on the trend of et FDI and GDP in KSA

ng the causal relationship between
Section four discusses the econometric

Review of literature discussi FDI and economic

growth is given in the following section.

methodology and data source. The fifth section makes an analysis and interpretation

of the results obtained. The sixth and the final section gives the concluding

observations.
I1. The growth of GDP and FDI in KSA since 1971:

The GDP at current prices in KSA spanning over the period under study has shown

large fluctuations. The average for the entire period was around $139 billion with

coefficient of variation of 60.96%, which is quite large. The overall average growth

rate in GDP was slightly more than 16%. During 70s the growth was quite impressive
taking the average figure of 49% per annum (p.a.), with 1974 catching the magi
figure of more than 200% GDP growth rate. The reason could be a spur in the income
due to heavy increase in the oil prices, which is being called by the rest of the world
as first oil shock. 80s has shown a dismal figure from the point of view of growth rate
It was a decade of around 2.5% p.a. growth rates with several years plunging into ¢
negative growth. In 1982 & 86, the negative growth was as high as 16%. Howevel
90s has reflected some sign of recovery with the decadal average growth of 5.2% p¢!
annum with a maximum figure of 17.08% in 2000 and 12.47% in 1991. The situatio?
in the 21% century is also not very gloomy. So far the average growth has been 7.67%
p.a. with the highest growth rate of 26% in 2005. However, the economy is showing?

downturn in growth after 2005. The reason for this may be the recessionary trend

prevailing all over the world and KSA can't remain unaffected from it.
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Net FDI in KSA on an average over the period unde‘r’ study (i.e. 1971 to 2007) is
around $473 million per annum with a coefficient of variation of 6.58. The economy
pas seen large fluctuations in terms of flow of FDI. In many years the outflow of
investment was more than the inflow making the ﬁet FDI flow as negative. The
outflow was SO large in 1974 that the net FDI inflow became negative to the extent of
.§3.7 billions. However, the year 1982 was very good from the point of FDI inflow
and the net flow was to the extent of more than $11 billions. But it couldn't last and
started declining sharply in the coming years taking a negative figure of more than
$1.17 billions in 1987. 1990, 93, 97 and 98 could be considered as good one from the
point of view of net FDI flow to Saudi Arabia. In all these years the inflow was much
larger than the outflow. The situation in the new decade is also not very bright. In
most of the years the outflow of investment has superseded the inflow. In 2007, it was
more than (-) eight billions of US dollar.

Figure-1: Net FDI(US §) in KSA during 1971-2007
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Figure-2: GDP(US $) in KSA during 1971-2007
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II1. Review of Literature: o

Numerous empirical studies have been made to establish the relationship
between FDJ and economic growth. Balasubramanyam, Salisu and Sapsford

(1996 using cross sectional data of 46 countries found that FDI has stronger
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' 1 S jtuting countries. De
ffect in export promoting countries than import substitutin
effect 1n €

Mello (2000)ii analyze
OECD countries for the perio

d the time series and pane] data for 32 OECD and non-
d 1970-90. He estimated the impact of FDI on
capital accumulation and output growth in the recipient ‘iﬁOI}Off}}' supf)orting
the FDI led growth hypothesis. Similarly, Soto (2000)"; Alfaro, Chanda,
K alelmi-Ozcan, Sayek (2004)"; Li and Liu (2005)" found positive impact of
FDI on GDP growth. They all used FDI measure as percentage of GDP. Liu et
al. (2002)Vi examined the long-run relationship between economic growth, FDI
and trade in China. A study on the quarterly data for imports, exports, FDI and
growth from 1981 to 1997, applying cointegration framework, revealed a bi-
directional casual relationship between FDI, growth and exports. M. Feridun
(2004)" examined the relationship between FDI and GDP per capita in the
economy of Cyprus, using the methodology of Granger causality and vector
auto regression (VAR), found that economic growth as measured by GDP in

Cyprus is Granger caused by FDI. but not vice-versa. However, there are

certain studies that suggest the opposite hypothesis that better economic

growth leads to greater FDI inflow into the host country. The proponents of
this argument are of the view that both improved human capital and

infrastructures are alluring to FDI. Chakrabarti and Reagle (2003)"" pointed

out that rapid economic growth leads to high level of aggregate demand,

which stimuiates demand for investment including FDI.

The above mentioned review of literature clearly states that no in depth

econometric study covering a long span of time has been done to find the

causal relationship between net FDI flow and GDP growth rate for Kingdom
o
of Saudi Arabia. Hence the need for the present study,

IV.  Econometric Methodology:

The major concern of this paper is to test the hypothesis whether an inflow of
FDI leads to high rate of economic growth or vice-versa i.e. an analysis of the
causality relationship between net FDJ and economic growth. In order to test
the causality relationship from FPI to €conomic growth, the following

equation is regressed:

EDI = o + B_-)_ GDP + é 2 . (I)
Where,

GDP is annual rate of growth of GDP at current prices
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£DI is net FDI weight rate of GDP.

¢, is the error term.

The Granger-causality test (Grarigel's 1969)™ is applied to examine the caysal
nexus between net FDI and economic growth, The; Granger causality test
states that if Y is not influenced only by the lagged values of Y but also by the
lagged values of X, then X causes Y. On the other hand, if X is inﬂu;:nce'd by
lagged values of Y in addition to lagged values of X, then Y causes X. If X
causes Y and Y also causes X then there is a bi-directional relationship
between X and Y. Further, if X does not cause Y and Y does not cause X then
there is an independent relation between X and Y. A simple F-test can show
whether the lagged values of X contribute significantly to the explanatory
power of the Y-equation.

The five steps involved in conducting a Granger-causality test” are:

1. Regress the restricted equation

e (Y= g + Za,YH +eg,)

1=

and obtain the residual sum of squares of this equation (which is restricted

one) and label it as RSSg.
2. Regress the unrestricted equatioh of Y, on lagged Y terms and lagged X

terms as in the following model:

Y, =a,+Zn;alY,_, +i,6’jX,_j + &,
/=1

and find out the unrestricted residual sum of squares of this equation (RSSy).

3. Test the null hypothesis that Hy: Z B,=0

i=l

4. Apply the F-test to test the above hypothesis; it is given by

o (RSS, — RSS,)/m
(RSS,,)/(n— k)
This follows the F distribution with m and n-k degrees of freedom.

5. If the computed F-value exceeds the critical F-value at the chosen leve

of significance, we reject the null hypothesis and accept that X causes

l

¥+
Steps (1) to (5) should be repeated by interchanging the X and Y variables in

the regression equations to test whether Y causes X.
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sality test is that the data series are
-caus
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mption of the Grang oly the test of stationarity of the
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a. The Augmlcnted Dickey-

iven time series dat
siven time seres ¢ | "
) atjonanty of the s€

employed 10 test the st

{ time series data. This
1979, 1981) is

requires the estimation of:

AY =k, + Y, 47 2 A TE

1=1

- : ' me series is stationary if
Where n is large enough to make & white noise. The me y
o

ejected against an alternative hypothesis

the null hypothesis that §=0 184 i
ic I the test ‘statistic’
of 8 < 0. For testing the hypothesis, the - ic is taken as

though it does not exactly follow the (-distribution. Critical values to conduct
Dickey and Fuller test (1979, 1981) are provided by MacKinnon (1991). After

confirming that the series is stationary at level itself, t

statist

he Granger causality test

is applied.
The data for the study has been taken from World Development Indicators-
2008* and for econometric results statistical software E-Views was used.

V. Empirical Findings:
Stationary Test:
The econometric consequences of non-stationarity can be quite severe, leading
to least squares estimators that are unreliable. Moreover, Granger causality test
is applied when the data is stationary. So it is necessary to run stationary test
of the variable. Hence the Augmented Dickey-Fuller (ADF) test for

stationarity of the variables is applied and the results obtained are as given in
table-1:

Table-1: Result of ADF test for Stationarity:

Varia | Growth rate of GDP Net FDI & GDP Ratio
bles
55
Level | Const | Const | None | Cons | Const | None
ant ant & tant ant &
Trend Trend

3.1 | -394 | 287 | -437 | -6.12 [ -439
(0.03 | (0.02 | (0.005 | (0.00 | (0.000 (0.00
4) 2) ) ), ) 0)
Notes: a) Values in the parentheses shows MacKinnon (One sided) P-Values
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The above mentioned table-1 clearly reflects that both lh‘e variables i.e. growth
rate of GDP and the ratio of net FDJI to Gpp is stationary at the level itself as
the calculated ADF value is higher than the critical values at 5% leve| of
significance.  The MacKinnon (Onpe sided) P-Values also confirm the
stationarity of the variables. Further, the Correlogram test at level to confirm
the stationarity of the variables was done and the results clealy shows that the
variables are stationary at level. The graph, AC values close to zero; higher Q-
values and P-values of more than 0.05 clearly confirms the stationarity of the
series. The results are given below in tables-2 & 3.

Table-2: Correlogram of Net FDI-GDP Ratio
Sample: 1971-2007

AUtocoITe ’ Lag Q- ]
Jation | s AC Stat Prob
T ] 0.270 | 2.923 | 0.087
29 . Al ) 0.047 | 3.016 | 0.221
. 3 0.013 | 3.023 | 0.388
I 4 | -0.097 | 3.433 | 0.488
. 5 -0.045 | 3.524 | 0.620
N 6 0.095 | 3.941 | 0.685
| 7 0.041 | 4.023 | 0.777
= 8 | -0.200 | 6.022 | 0.645
e, 9 | -0.162 | 7.382 | 0.597
| 10 | -0.255 | 10.85 | 0.369
S8 M 11 | -0.132 [ 11.81 | 0.378
] 12 | -0.094 | 12.32 | 0.420,
1. | 13| 0003 | 1232 | 0.501
T il it 14 | 0025 | 1236 | 0.577
Mo 15 | 0.057 | 12.57 | 0.635
. ) ] 16 | -0.022 | 12,61 | 0.701 |

Table-3: Correlogram of GDF Growth Rate

Autocorr | Lags
elation AC Q-Stat | Prob
P ] I 0.251 2516 | 0.113
g ™ % 2 0.222 4.540 { 0.103
o |%. | 3 0.151 5.509 | 0.138
e | 4 0.030 5.548 | 0.236
| 5.f"s 4 5 0.114 6.138 | 0.293
% 6 0.140 7.048 | 0.316
T 0022 | 7.071 | 0.421
. 1| 8 20.004 | 7.515 | 0482
19 0111 | 8.153] 0.519
K. ] 10 0095 | 8.632 | 0.567
Kol 0.123 | 9474 ] 0578
Y. | [ 12 | -0.164 | 11.028 | 0.527
EsoNNE: 20130 | 12.045 | 0.524
| V14 | 0091 ] 12.562 ] 0.561
(. | | 15 | -0.064 | 12.831 | 0.615
el T8 0.007 | 12.835 | 0.685 |
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[-GDP ratio is regressed on growth rate qf
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As the data is stationary, net F1

e anplied to find the causal rclationship
. _Causality test is appP .
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Tht‘ rCSU“ l\ l]lL‘llli()ﬂCd l‘)CIOV\r.
‘ausali Y ests

Iﬂblt‘--" P!l'll'WiSt‘ Granger Cﬂll§'\|lt |

\____—.-—_—'_-" _‘_..-—,____-—"—',-——-—-——Hw- >

Lags: 1

Sample: li)ll'l_(i(’)? - &F_
i Null Hypothesis s | Probab
tic tlity

FERBEL

o L.
| Net FDl~G[313 Ratio does not
Granger Cause GDP Growth
rate 6.78
GDP Growth rate does not

Granger Cause Net FDI-GDP
Ratio 2.57 | 0.07

On the basis of F-value and P-value, the hypothesis that net FDI-GDP Ratiq
does not Granger Cause GDP Growth rate s rejected while the hypothesig
that GDP Growth rate does not Granger Cause net FDI-GDP Ratio s

accepted. Hence it can be concluded that net FDI flow is a factor responsible
for GDP growth rate.

VI.  Conclusion:

The present paper has tried to examine the causality relationship between net
FDI and economic growth in Kingdom of Saudi Arabia by using the data

spanning over a period from 1971 to 2007. The results of ADF test (for
stationarity of data) shows

level itself. The Granger-
that net FDI-

that the variables under study are stationary at the

Causality t /
y test result ‘clearly leads to the conclusion

GDP Ratio Granger Cause GDp Growth rate while the

enc i
e the Saudi government shoyld pursu
the €conomy.
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ransfers capital but also the tcchnical know how' and skilled human

resources.
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