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Abstract

Foreign capital is increasingly becoming a significant resource to spur economic growth in many developing
countries. This present study used time series data from 1978 to 2014 to investigate the impact of foreign capital
on economic growth in India. We found that external debt and foreign remittances lead positively towards
economic growth on one hand while on the other hand ODA and FDI negatively affects economic growth in
India. The popularly believed argument that foreign capital can help boost economic growth remains an arguable
issue in India.
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1. Introduction

Since independence India maintained its low growth rate for a long time, with an average annual economic
growth rate of only 3.5%. After economic reforms in 1991, economic growth accelerated significantly. During
1993-2002 its average annual growth rate reached about 6%, and then in 2005 and 2006 over 9%. Due to the
financial crisis, the growth rate was slowed down to only 3.89% in 2008. The rapid growth recovered in 2009,
with a rate of 8.48%, and then reached 10%. In 2014 and 2015, 7.24% and 7.57% respectively. Especially since
May 2014, when new Prime Minister Modi took office, GDP growth has surpassed that of China for two
consecutive years (7.3% in 2014 and 7.6% in 2015), with the aggregate amount of GDP by purchasing power
parity ranking the world third.

Foreign capital such as foreign remittances, external debt, foreign development assistance (ODA) and
foreign direct investment (FDI) play a critical role in developing economies, but most of the Asian countries
imposed a lot of restrictions on foreign capital flows in 1960s and 1970s. This has changed since 1980s, and
India has become one of those developing economies which received a massive amount of funds as external debt,
official development assistance (ODA), foreign direct investment (FDI) and foreign remittances. After nearly 20
years since the New Economic Policy (NEP) of 1991, India has taken a number of initiatives to attract foreign
capital to improve economic growth and became one of the fastest growing economies in the world.

Ever since the economic reform in 1991, India has continuously stepped up its efforts to attract foreign
capital. India is the largest recipient of foreign remittances in the world today, and the size of foreign remittances
surpassed that of FDI and ODA but fell far behind external debt (see Figure 1). In 1978, the amounts of external
debt, foreign remittances, FDI and ODA were respectively 16.25 billion U.S. dollars, 1.16 billion U.S. dollars,
18.09 million U.S. dollars and 1.13 billion U.S. dollars.

Since the late 1970s, both external debt and foreign remittances have enjoyed rapid growth, but ODA
remained basically unchanged. During this period, external debt increased faster than the others, ODA increased
the slowest, and foreign remittances have already surpassed FDI and ODA in absolute numbers. In 2005-2014,
the amount of external debt, foreign remittances, FDI and ODA changed from 121.20 billion U.S. dollars, 22.13
billion U.S. dollars, 7. 22 billion U.S. dollars, and 1.82 billion U.S. dollars to 457.55 billion U.S. dollars , 70.4
billion U.S. dollars , 43.4 billion U.S. dollars and 2.98 billion US dollars respectively. This shows that since the
late 1970s, foreign remittances have always been India's second largest source of foreign capital just next to
external debt.
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Figure 1. Foreign Remittances, FDI, ODA and External Debt in India (1978-2014),Millions of US dollars
Source: World Bank, World Development Indicators,
http://data.worldbank.org.cn/data-catalog/world-development-indicators
The impact of foreign capital on Indian economic growth has been a burning topic of debate in recent years.
According to some studies, sufficient foreign capital is necessary for India to obtain high economic growth.
Razin (2001) and Edward & Boskovska (2004) suggested that foreign capital plays an important role in the
economic growth of developing countries, and believed that foreign capital has become an indispensable and
important resource for developing countries in the economic growth. However, some other studies showed that
foreign capital has no significant impact or even negative impact on economic growth(Gorg et al. 2002; Lipsey
2002) .
The broad objective of this study is to investigate the relationship between foreign capital and economic
growth in India. The specific objectives are:
-To describe the trend of foreign capital in India over the sample period 1978 to 2014.
-To estimate the relationship between foreign capital and economic growth in India.
-To make recommendations based on the estimated results.
The main hypothesis to be tested in this study is stated in null and alternative form as shown below:
HO : There is no statistically significant positive relationship between ODA and economic growth in India.
H, : There is a statistically significant positive relationship between FDI and economic growth in India.
H,: There is a statistically significant positive relationship between remittances and economic growth in India.
H;: There is a statistically significant negative relationship between external debt and economic growth in India.
In this paper, co-integration analysis and error correction model are used to analyze the impact of foreign
remittances, FDI, ODA and external debt on Indian economic growth. The rest of the paper is organized as
follows: section two reviews the literature, section three describes the methodology empirical methodology and
obtains the results, and section four shows conclusion, discussion and implications.

2. Literature Review
Since the first decade of the 2 1st century, Indian foreign capital have gradually attracted the attention of scholars,
but so far we just have had complex and mixed pictures over the impact of foreign capital on economic growth.
A large number of empirical studies have shown that foreign capital had a significant impact on economic
growth. Using a multiple regression analysis technique for the period of 1981-2010 in Pakistan, Aurangzeb & Ul
Haq (2012) examined the impact of foreign capital inflows on economic growth and the results showed that
remittances, external debt and foreign direct investment have a significant positive relationship with economic
growth. Interestingly foreign capital is often found to affect economic growth only in the short run (Bussiere et al.
2008; Rangrajan 2000). Additionally many scholars have found that foreign capital has a significant impact on
the real exchange rate appreciation, stock market, currency expansion and consumption (Calvo et al.
1994 ;Chakraborty 2003). However, some other studies argued that there was a negative relationship between
foreign capital and economic growth (Burnside 1997). Besides, only a few studies did not find any evidence that
foreign capital could lead to economic growth in India(Chami et al. 2003; Malik 2009).

Most studies agree that FDI plays a positive role in promoting economic growth (Hanson 2001). In an
empirical study Najid et al. (2013) concluded a positive correlation between FDI and growth in Pakistan. Studies
by Pradhan (2008) found that there is a bi-directional causality between FDI and growth for India. Using time
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series data from India Sethi & Patnaik (2007) discovered that FDI positively affects the economic growth. The
result of a research program by Blomstrom et al. (1996) & Borenstein et al. (1998) was that FDI exerted a
positive impact on economic growth in countries with a high absorptive capacity, especially the absorptive
capacity of its human capital. In 1992, Solow believed that FDI can produce a leveling effect on output per
capita by augmenting investment, but not on the growth rate of output.

However, opponents did not agree with them and argued that FDI has a negative impact (Gorg et al. 2002),
or has no impact on economy’s growth on economic growth of host countries (Lipsey 2002).

Like many other developing countries, India is known for overseas workers and foreign remittances. The
empirical evidence of the impact of remittances on economic growth appears to be mixed(Yong Lin 2016). Faini
(2002) figured a positive relationship between growth and remittances using cross-country data. Jie Zhang &
Yong Lin(2018) used time series data for China during 1982-2015 and concluded that remittances can accelerate
economic growth in China. However, Spatafora (2005) found that there is no direct relationship between real per
capita output growth and remittances. Chami et al. (2003), using panel data for 113 developing countries,
discovered that remittances have a negative effect on economic growth. While on the other hand, some scholars
held that there is no consistent relation between GDP per capita and remittances in Europe and central Asia
(Wakayama 2011). Some economists argued that the effects of remittances on economic growth are significant
only in the short run but not in the long run (Waheed et al. 2008). In their study for the seven MENA countries in
the period of 1975-2006,Mohamed & Sidiropoulos (2010) used both fixed effect and random effect models to
analyze the effect of remittances on economic growth, and their results revealed that remittances have a positive
impact on economic growth both directly and indirectly via their interaction with financial and institutional
channels.

Economists such as Papanek (1973), Dowling & Hiemenz (1982), Gupta & Islam (1983), Hansen & Tarp
(2001) and Burnside & Dollar( 2000) believed that ODA has a positive effect on economic growth. According to
Bacha (1990), ODA is an effective way to supplement government revenue in developing countries. However,
some others doubted the positive role of ODA in economic growth and several literatures argued that ODA did
not contribute to economic growth in developing countries (Burnside et al. 1997, 2000) . Similarly Mosley (1980)
suggested a strong negative association between ODA and economic growth. In Boone’s study (1996), in most
developing countries ODA is not used mainly for the intended purposes. In summary the literature review shows
that the debate of impact of ODA on economic growth has no accurate conclusion yet and ODA effects are
different across countries and therefore country specific studies are immediately necessary.

Aurangzeb & Ul Haq(2012) examined the impact of international capital inflows on growth of Pakistan
economy and found that external debt has positive impact on GDP growth. Pattillo et al. (2004) & Ahmad (2008)
considered that external debt promotes industrial development . However, Krugman (1988) & Hameed et al,
(2008) suggested that external debt accumulation has a negative impact on economic growth in developing
countries. Malik (2009) used a simple OLS model to investigate the relationship between external debt and
economic growth in Pakistan for the period of 1972-2005 and found a significantly negative relation between
external debt and economic growth.

Despite the large number of literatures on foreign capital inflows-growth relation, the issue is not clearly
resolved. And currently most of the studies are based on cross-country data, whose results should be accepted
with careful caution because in such studies a common economic structure and similar production technology are
used but these are not accurate in reality (Emeka Nkoro 2012). So it is necessary to verify the impact of foreign
capital again in the country level of India.

3.Empirical Methodology and Results

3.1.Methodology

Papanek (1973) disaggregated foreign capital flows into three main elements as external aid, foreign investment
and all other foreign capital, and Oyinlola (1995) disaggregated the foreign capital flows into external debt,
foreign direct investment and export earnings. Our study adds another element of foreign remittances and
therefore disaggregates foreign capital flows into four main elements: foreign remittances, foreign
assistance(ODA), foreign direct investment(FDI) , external debt and all other foreign capital. We use time series
data from 1978 to 2014 for the variables FDI, external debt, and ODA and foreign remittances. The data have
been collected from the World Bank Data Indicators (WDI). Augmented Dicky Fuller (ADF) is used to check
whether the variables are stationary or not. Furthermore, we use Johnson co-integration technique to check the
long run relationship among all these variables. Moreover, error correction mechanism (ECM) is used to explore
the short run relationship between them.

3.2.Empirical Model Specification

An appropriate economic model is chosen to investigate the impact of foreign capital on economic growth. All
the data for the variables of economic growth (GDP), foreign remittances (REM), official development

30



Developing Country Studies www.iiste.org
ISSN 2224-607X (Paper) ISSN 2225-0565 (Online) JLINY|

VoL, No.6. 2018 STe

assistance received (ODA), foreign direct investment(FDI), and external debt (EXD) are obtained from World
Development Indicators. All computation uses Eviews 8.0.
The following baseline model is:

GDP = AREM,,ODA, ,FDI, ,EXD,)g; (1

The mathematical specification of the model is:

GDP= (10+(X,1REM+(X20DA +(13FDI+(14 EXD + Eit (2)

GDP= Economic growth as proxy for economic performance is measured by nominal Gross Domestic
Product

REM=Foreign Remittances

FDI = Foreign Direct Investment

ODA = Net Official Development Assistance received

EXD = External Debt

t=time

¢ = Error term

o = slope coefficient
In a more explicit form, the models can be written in a log-linear form to transform the variables into the same
unit and base. Thus:

LNGDP= oyt+0,; LNREM+a,LNODA +o;LNFDI+a, LNEXD +¢; (3)
The choice of the log-linear model helps to reduce the gap between the values of the variables such as net
official assistance and external debt as to reduce the possibility of the heteroscedasticity in the model.

3.3.Data

This study selects the effective data for foreign remittances (REM), foreign direct investment (FDI), official
development assistance (ODA), total external debt stock (EXD) and nominal gross domestic product (GDP). All
these data are obtained from World Development Indicators (WDI, World Bank). The regression and validation
process is done with the econometric software Eviews 8.0.

3.4.Justification of The Model

Economic growth can be driven by many factors, but for our analysis four variables are employed, and they are
foreign remittances, FDI, ODA and external debt. The foreign remittances and FDI can both play vital roles in
the economic growth. The foreign remittances and FDI can cause high investment returns in the domestic
economy with impact which can be observed through economic growth. We expect remittances and FDI to have
a positive and a significant relationship with economic growth. ODA is the net official development assistance
from the government of wealthy countries excluding private contributions or private foreign capital and
investments aiming at promoting economic development and welfare of recipient countries. We expect ODA to
have a positive and a significant relationship with economic growth. External debt is another macroeconomic
tool which is very vital for economic growth if it can be fully utilized accordingly. We also expected external
debt to have a positive and a significant relationship with economic growth.

Table 1.Unit root test by Augmented Dickey Fuller (ADF)

Variables ADF

At Levels First Differences
LN GDP 0.663745 -5.552098
LN FDI -1.166400 -5.132760
LNODA -2.664936 -8.045233
LN REM -0.258552 -6.956070
LN EXD -0.642618 -3.553498

Using the Augmented Dickey—Fuller we start by testing for stationarity of the individual variables. This test
is very important in order to avoid spurious regression. After the series are made stationary (by appropriately
differencing them), they can be used in regression analysis. The results of Augmented Dickey Fuller (ADF) test
are presented in table 1. The results of the ADF indicate that the variables of foreign remittances, FDI, ODA and
external debt were non-stationary in levels, I [0], but become stationary after first differencing, or integrated of
order one, I [1]. The stationary time series of variables were shown in Figure 2. Next, we employ the Johansen
Co-Integration test and VEC technique to determine the existence of long-run equilibrium and short-run dynamic
changes of the variables.
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Figure 2. Time series of variables in the first differences

3.5.Lag Length Selection
Before proceeding to ECM , it is important to select appropriate lag length of the variables. Our decision about
lag order is based on AIC which is superior and more consistent compared to other criteria. The lag order results
are reported in Table 2, and lag length 2 is selected in this study.

Table 2 . The lag order results

Lag LR FPE AIC SC HQ
0 NA 6.60e-08 -2.343690 -2.119225* -2.267141*
1 34.66219 8.49¢-08 -2.111037 -0.764248 -1.651743
2 50.01688* 4.65e-08* -2.815095* -0.345983 -1.973057

Note: * indicates lag order selected by the criterion.

3.6.Johansen Co-Integration Test
As can be seen from the test results in Table 3, there are two co-integration relationships between the five
variables under the 5% significance level, that is, there is a long-term equilibrium relationship between foreign
remittances, FDI, ODA, external debt and GDP at a 95% confidence interval. Co-integration equation is as
follows:
LNGDP = 0.418650LNREM + 0.564319LNEXD-0.095565LNFDI-0.006234LNODA (2)
(0.02770)  (0.03571) (0.01846)  (0.03948)

The results show a negative and statistically significant relationship between FDI/ODA and GDP and a
significantly positive relationship between foreign remittances/external debt and GDP during the period. The full
information on causation can be shown in Error Correction Model (ECM). Hence, we proceed to examine the
ECM.

Table 3. Johansen Co-integration Test Results

HypothesizedNo.of | Eigen Value | Trace Statistic P P
CE(s) Max-Eigen Statistic

=0 0.705532 89.53352 0.0006 | 41.56793 0.0050

<l 0.539397 47.96559 0.0488 | 26.35745 0.0711

r<2 0.307769 21.60813 0.3208 12.50643 0.4985

<3 0.194945 9.101703 0.3561 7.372723 0.4460

r<4 0.049581 1.728980 0.1885 1.728980 0.1885
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3.7.Error Correction Model (ECM)

As shown in table 4, ECM results indicate that foreign remittances have a negative significant short run impact
on economic growth due to the consumption habits, but in the long run foreign remittances have significant
impact because households start savings and switch from daily consumption towards investment, suggesting that
it takes time before the impact is manifested. External debt has no significant impact on Indian economic growth
in the short term, and this result is in line with the study of Krugman (1988) & Hameed et al.(2008) but opposes
to the findings of Aurangzeb & Ul Haq (2012). However, FDI and ODA positively affect the short run economic
growth, and ODA and FDI enhance the process of economic growth in the short run but not in the long run.

Table 4. ECM Coefficient Vectors

D(LNGDP) | D(LNREM) | D(LNEXD) | D(LNODA) | D(LNFDI)

D(LNGDP,), 0.279689 1.155249 | -0.033310 | -0.437201 | 7.242337
(0.28385) (0.55189) (0.17122) (1.08146) | (2.61228)

D(LNGDP,), 0.629002 1.001030 0292188 | -0.519465 | 5.380925
(0.26202) (0.50944) (0.15805) (0.99829) | (2.41138)

D(LNREM), -0.182040 | -0.704292 | -0.142733 0299261 | -2.581479
(0.12910) (0.25100) (0.07787) (0.49185) | (1.18807)

D(LNREM,,), -0.051250 | -0.235180 | -0.143153 0.049075 | -0.948340
(0.09301) (0.18083) (0.05610) (0.35435) | (0.85594)

D(LNEXD,,, 0.654199 | -0.221550 0305319 | -1276071 | 1.847334
(0.29966) (0.58263) (0.18075) (1.14170) | (2.75778)

D(LNEXD(-2)) | -0.622481 0.047289 | -0.100228 1748066 | 2.391810
(0.25360) (0.49308) (0.15297) (0.96623) | (2.33393)

D(LNODA(-1)) 0.081876 0.036077 0.078693 | -0.604016 | 1.304156
(0.05319) (0.10341) (0.03208) (0.20264) | (0.48947)

D(LNODA ., 0.028148 0.142417 0.101202 | -0.538704 | 0.840581
(0.05459) (0.10613) (0.03293) (0.20797) | (0.50235)

D(LNFDI,,), 0.025422 0.082530 | -0.003279 0.055106 | 0.247406
(0.02132) (0.04145) (0.01286) (0.08122) | (0.19619)

D(LNFDI,,), 0.012353 0.104872 0.004614 0.045840 | -0.030421
(0.01981) (0.03851) (0.01195) (0.07546) | (0.18227)

ECT., 20409709 | -0.883676 0.142405 0.988117 | -7.903556
(0.26356) (0.51243) | (0.15898) (1.00415) | (2.42554)

C 0.017075 0.020212 0.082988 | -0.007710 | -0.814682
(0.04716) (0.09169) (0.02845) (0.17968) | (0.43402)

R-squared 0.402044 0.464273 0.773280 0531706 | 0.456451
Adj. R-squared 0.103066 0.196409 0.659920 0297559 | 0.184677

4. Conclusion and Recommendations

The main purpose of this study is to analyze the short-term dynamic changes and long-term equilibrium of
foreign capital with Indian economic growth by using Johansan co-integration analysis and error correction
model. The final result shows that there is a long-run equilibrium between variables during the period 1978-2014.
In the short run, foreign remittances have a negative impact on Indian economic growth, the main reason for this
is that foreign remittances are generally used for domestic consumption and very little for investment. However,
with the passage of time, the positive impact of foreign remittances on economic growth can gradually be seen
for the multiplier effect and more remittances used for productive investment (Gupta et al. 2009). As we know,
foreign remittances are the most stable foreign capital in India and to a large extent can offset the deficit in
commodity trade, thus maintaining a moderate current account deficit. In addition, foreign remittances can loose
the financial constraints faced by many small and micro enterprises and raise the standard of living of the
migrant families by improving income, consumption and savings (Singh 2011).

The short-run impact of external debt on Indian economic growth is insignificant, but the long-run effect is
significantly positive. This indicates that the accumulation of external debt have become a common feature of
developing economies with limited domestic resources, and external debt can help to bring about rapid economic
growth in India in the long run. There is a negative relationship between FDI/ODA and GDP, indicating that
neither FDI nor ODA can stimulate economic growth. This result suggests that FDI or ODA has no
corresponding transmission mechanism to domestic enterprises and can only produce limited economic growth
effects. The result in general is in line with previous studies by Gorg & Greenwood (2002) and Burnside et al.
(1997, 2000), indicating that foreign capital is unlikely to make wonders in India unless infrastructure is
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completely improved , regulations are relaxed and still more industries are opened up(Chakraborty et al. 2006).

So it is very important for Indian government to pay attention to producing the conducive policy
environment for remittances and FDI and much focus should be on the side of policies to minimize external debt
and ODA. Our findings suggest that the common belief that foreign capital can promote economic growth in
developing countries is still a debatable issue in India. We propose effective policies and measures be taken to
relax regulations, open up more industries to foreign investors, further improve the infrastructure to effectively
attract and utilize FDI and remittances, lead more remittances to productive investment and finally achieve the
sustainable positive effect of foreign capital on economic growth.
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