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ABSTRACT

The paper employs error correction methodologyt@stigate the effect of monetary expansion orfldwe of
FDI into the economies of Nigeria, Ghana, Argentidastralia, China, the U.S. and the U.K. usinguainime
series data covering the period from the 1980s @&02011, sourced from the World Bank’s World
Development Indicators. The empirical evidence datks that monetary expansion has negative, but
insignificant effect on FDI inflows in middle-incancountries of Nigeria, Ghana and Argentina, ansitjpe
effect on FDI inflows in high income countries ofigtralia, China, the U.K. and the U.S., thoughéffect in
U.K. and U.S. is statistically insignificant. Withe exception of Ghana and Australia, the paper fatsls that
economic growth has positive effect on net FDIanf, though insignificant for the U.K economy. Treper
argues that monetary expansion is not always amdyeWwere detrimental to FDI inflows, but that thieet
depends on several factors such as the sourcee afxgpansion, level of development of the finansiatem,
economic growth, etc. The paper recommeimlxr alia that the middle- income countries channel effaits
developing their financial systems and the growtked sectors of their economies so as to attraserDlI,
and assuage the negative effects of excessiverfibWs, ultimately enhancing the growth of the emay.

1. Introduction

Several empirical works have shown that monetapaegion in most developing countries is detrimetatdhe
inflow of foreign capital into such countries. Adiiigh the researchers put forth some tenable argsnten
buttress their findings, the questions beggingaftswers in this regard include: “Is monetary exmanalways
and everywhere, detrimental to capital inflows?” &ked alternatively, “can the paucity of foreigpital in
developing countries be blamed largely or solelymonetary expansion?” “Will capital not flow intan
economy that promises high returns on investmeah évmonetary expansion is pursued by the goventrog
the country?” “Do not other factors such as badegoance, international un-competitiveness, oveedlu
currency, the level of foreign savings, etc. alsotdbute significantly to the decline in the inffoof foreign
capital into a country than monetary expansion @gesnd one more question---this time from the =il
trade-off between monetary expansion and capifidvin--“Is it not possible for monetary expansion be
complementary to foreign capital in a country’s sfu®r development?” Answers to these questionscher
issues will form significant portion of discussiofithis paper whose main objective is to investgahether or
not, monetary expansion is always and everywhetentintal to the inflow of foreign capital into @untry.
One of the submissions of this paper is that tfecebf monetary expansion (defined in this contexincrease
in broad money) on foreign capital inflows in ameomy (developed, developing or emerging markepedds
to a very large extent on the source of expandioat, is whether the expansion is as a result aofeased
capacity of the financial institutions to give citedr loans to the private sector, which is an déadion of
financial sector development, or whether it resfitien additional currency printed by the CentrahBawhere
the former is the case, monetary expansion coufdvmrable to the flow of foreign capital into euntry in the
country’s quest for sustainable development. Howexteere the latter is the case, the effect mayifferent. It
is the opinion of the authors that with good goeswce and sound macroeconomic policies, backed by
unwavering commitment on the part of political offiholders to attract more foreign capital into ¢eenomy,
monetary expansion (engendered by enhanced camddtye financial institutions to make loans andattes
to the private sector, i.e. financial developmerdpld set the stage for the flow of foreign capitatb an
economy, especially where there is credit crunohlosg as interest rates respond to the policy ohetary
expansion (in a system of deregulated rates), and this is achieved, it can then be eased usintetagy and
fiscal policy tools, whichever is considered moemt in the prevailing economic circumstancesgudail
unintended inflation that may have transpired. Wtetermines whether monetary expansion is detriahemt
beneficial to an economy is the use to which ttditehal money created is channeled and the respemsss of
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investment to changes in interest rates.

We would like to point out in this introduction thahile it is largely acknowledged that expansignaionetary
policy breeds inflation, which could be detrimental development prospects, beyond some structueskb
point or threshold (Bassey and Onwioduokit, 201tli5 also widely acknowledged that some econorgients
benefit by it. One of the main goals of monetaryigyois the attainment and maintenance of low atadble
inflation, not the complete or outright eradicatmfrit as inflation could be tolerated and favouesatio economic
growth below some limit or threshold. For this matshe monetary authorities make use of discretiothe
implementation of monetary policy. Thus monetarpansion could therefore be seen as a two-edgeddswor
which could be detrimental or beneficial to vari@e®nomic agents depending on how it is handled.

This paper is structured into seven sections. &@i contains a critical analysis of the link bedgwecapital
inflows and money supply, with brief review of thierature. Section 3 contains some theoreticabittmrations
on the nexus between monetary policy and capiwaldl In Section 4, the model for the empirical stigation
is specified, and the method of estimation is dised. The estimation results and discussions asepted in
Section 5. The summary and conclusion of the rekeas well as policy lessons for Nigeria are prEskin
section 6, while the areas of future research @tgighted in section 7.

2. Capital Inflows and Money Supply: A Critical Analysis, and Review of the Literature

Empirical works such as those of Edo(2007), Biniaghi (1982), Cumby and Obstfeld (1983), etc. hdaws
that expansionary monetary policies in developiogntries of Africa, Asia and other developing regiof the
world contributed significantly to the decline iapital inflows into the countries within the periodvered by
their studies. One of the researchers suggestédetifiarts need to be intensified to attract mooeefgn capital,
instead of undue emphasis on monetary expansiaid, (E007, abstract).

This suggestion obviously implies that foreign talpinflows facilitate rapid economic growth. Whileis may
be true to some extent, We would like to point auact widely acknowledged in macroeconomic theafry
international capital flows, that excessive inflofvforeign capital into an economy if left uncorked (as it
could be controlled either by increase in resideceygital outflows, accumulation of reserves or daogirrent
account deficit (International Monetary Fund, 2033)could result in the expansion of money supphg a
liquidity in the economy overtime (Vujcic, n.d, mdiand Yang, 2008, Hashmi, et al, 2011), and mowetar
expansion could result in high rates of inflatiohigh, beyond some threshold, has also been ackdgedeto
impede growth and development (Lee, 1997). In fafiation in China has been attributed to the hinflew of
foreign capital into the country. Jian, Shaoyi afathzhi (2011) also observe that large capital inflonto China
have forced the country into a dilemma on makinghaice between achieving monetary independence and
exchange rate stability. It is also acknowledgedhia literature on international capital flows theatcessive
inflow of foreign capital into an economy could sauan appreciation of the domestic currency (Okglgina
2013), and overvaluation of the domestic currescgaknowledged to reduce the international conipetiess
of a country in international trade as its expamnenodities become less competitive in the globalketa The
overall effect of this is that the country’s expegrnings will significantly nosedive. (This howeve the case
where the demand for the country’s export commesliis elastic in the global market). It is alsoramkledged
in the literature that the overvaluation of thedkdomestic currency, apart from reducing the ma&onal
competitiveness of a country’s export commoditieghie global market, also has the tendency to edoe
inflow of foreign capital into the economy. Thistie rationale for the deliberate maintenance lattively high
exchange rate for the domestic currency of somatces by their monetary authorities. It has besyued that
the local currency of China (the Yuan or Renminbiundervalued, and the country has consistentyl ukis
exchange rate policy to maintain and strengthecaitspetitiveness in international trade, and assalt, she has
consistently achieved surpluses in her balancead&taccounts in recent times.

What becomes obvious from the foregoing discussimmisat while the developing or underdevelopedtoes
are making frantic effort to attract foreign capitdo their economies (through tight monetary ppland other
policies), they are simultaneously attracting wht result in the situation they assiduously txy @void or
escape from---high and rising inflation and ovewnagion of currencies resulting from excessive, midgd and
poorly managed capital inflows which could keepnthénderdeveloped. And so, it is not enough to pesdisares
in place to attract foreign capital into an econoigasures should also be put in place to curbndgative
consequences that the inflow of foreign capitalld@ngender in an ill-prepared economy, like theeflgping
and underdeveloped economies of the third world,these measures include inter alia, developingnétien’s
financial system.
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3. Monetary Policy and Capital Flows: Some Theoretical Considerations.

Monetary policy is the deliberate effort by the ratary authority to control level of economic adies by
adjusting the stock or the supply of money in tbenemy. Policies aimed at expanding the money sitotke
economy are known as easy or expansionary monptdigies, while those aimed at reducing the supyly
money in the economy are known as tight or contvaaty monetary policies.

It is acknowledged in monetary theory (the IS-LMrfrework) that an increase in money supply (or naget
expansion) brings about an increase in income ateteease in interest rate, where the savingssiment and
liquidity preference functions are relatively elaswith respect to changes in interest rate. Italso
acknowledged in the theory that where the savingsiavestment functions are inelastic with respedhe rate
of interest, then monetary expansion has no effeqtansionary effect) on income and that wherdithadity
preference curve is completely or perfectly elasfith respect to the rate of interest (i.e. whendbonomy is in
a liquidity trap), an increase in money supply willve no effect on the rate of interest. Excepteurttlese
conditions (i.e. inelastic savings and investmamicfions and perfectly elastic liquidity prefererfaaction),
monetary expansion inevitably leads to decreag#énest rate and increase in income.

If monetary expansion contributes significantlythe decline in the inflow of foreign capital to aoonomy (as
argued by some researchers), it follows logicdiigt tthe decline in capital inflow could have resdl{partly)
from its (monetary expansion) effects on income iatgfest rate. In other words, the increase iniime and the
decrease in interest rate associated with monetgrgnsion must have been (partly) responsiblehimdecline
in capital inflow into the economies studied by tlesearchers. But how true is this? Is increasadome or
decrease in interest rate (or simultaneous occecereh both) always detrimental to capital inflovis.it not
possible for capital to flow into an economy witiglh income levels and low interest rate? Whilesit i
acknowledged that low interest rate is unattractivehort-term foreign capital, can the same bé eéilong-
term capital such as foreign direct investment {RD§ it not acknowledged in the extant literatarecapital
flows and argued by some anti-capital flows ecomstsrguch as Joseph Stiglitz, that short-term dagutald be
harmful to an economy owing to its uncertain antitile nature? If short-term capital, with its vola nature,
could be detrimental to economic growth, is it emoically rational to put measures in place to attibwhere
the mechanism to cushion its effect is not in plaew, let's assume a policy of tight money, i@ntcactionary
monetary policy. Theoretically, all other thingsrgeequal, this would engender an increase in ésterate and
the rise in interest rate has been demonstrateldldnkinnon (1973) and Shaw (1973) to result in iase2in
savings or loanable fund, in a system of deregdlatéerest rates. This in turn would engender iaseein
investment depending on the demand for loanabievestment fund, which also is determined by thevpiling
interest rate and some other variables, and irathg run, the rise in investment could result inugsurge in
income through its (expansionary) effect on monegpyy. Furthermore, tight monetary policy resultiing
increase in interest rate in a flexible exchande system, is believed toeteris paribus attract foreign capital
into an economy and this inflow could engenderrapiption of the domestic currency which also hawn
dark side or adverse consequences particularlxpaorts.

It is well known fact that the amount of FDI th&vfs into African countries is quite meager complaie what
goes to countries like China and some other As@mamies. And the FDI that flow into African econies
head straight for those sectors that promise héglrms on investment, such as the extractive (ull gas, etc.)
and telecommunications sectors, while very littheeg to the main (productive) sectors, such as raaturing,

energy, agriculture and education sectors. Doesthistbuttress the assertion that foreign investoes like

nomads who would move their cattle to places wtibeze are green pastures? Can we rightly attrithae
difference in the amount of foreign capital thaeganto the various sectors to expansionary mopgtalicy?

Will it be right to say that monetary expansion mslcertain sectors of the economy unattractiveoteign

capital? Certainly, not!

4. M odel Specification and Empirical M ethodology

In this section, we attempt to answer the questiosed by the research topic, by investigating tifectke of
monetary expansion on capital inflows in the ecoiesrmof some randomly selected countries of the dvorl
categorized as high income, middle income and tmmine. To this end we specify our model functigna#:

KI= f(#BM, X) oo ieviieiee e 1)
Where Kl = Capital inflows, BM broad money, aXdrepresents a battery of explanatory variablesnges
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control variables) that are also identified in tierature to affect the flow of capital into anomomy. For this
study, index of real effective exchange rate, aal GDP per capital are chosen. The sign on BMepnts the
apriori expectation, and indicates that the relationskigvben BM and Kl for each country is either positor

negative, and it is a subject of empirical invesstign.

In this paper we specifically examine the effectrafhetary expansion on the flow of foreign direntestment
into the economies of Nigeria, Ghana, Argentinastfalia, China, United Kingdom and the United Staté
America. Equation 1 is therefore re-specified as:

FDI = f(+#BM, X)..ioevee i e, 2
Where FDI represents net inflow of foreign diraotéstment

The method of co-integration and error correctidh be employed for the investigation. The choidetlus
methodology is informed by the need to investighteshort-run and the long-run effects of monetaqyansion
on capital inflows into the economies of the sa&datountries.

The error correction model adopted for the studspiscified in its empirical form, i.e. the formwhich it is to
be estimated as:

m n
ALNFDI, = a, + ALNFDI,_, + Z(B" ALNBM,_, ) +Z[‘r}- ALNX, ; )+ SECM,_,
=0 =@

Data used for the estimations are annual time sela¢a obtained from the World Bank’s World Develemt
Indicators (WDI).

5. Empirical Resultsand Discussions
5.1 Presentation of Results

The results of the estimation of the error corectinodel specified for the investigation is presdrih the table
below. Due to space constraint, the results of towt tests for the variables are not presentedveyer, it is

acknowledged in time series econometrics that rtiost series data are non stationary in levels, ditain

stationarity after first differencing (Gujaratti&orter, 2009). The results of tests for cointegnaare also not
shown here. However, negative signs on the coeffisiof the error correction term (i.e. laggeddesi) in the

estimated equations indicate the existence of tongsointegrating relationship between the variabléhe error
correction estimation results are presented inefatdnd Table 2 below.

Table 1. Error Correction Estimation Results for the RanfjoSelected Countries

Dependent Variableis LNFDI?
Variables Nigeria Ghana Argentina Australia China United United
1983-2011 1982-2010 1982-2011 1982-2010 1984-2010 Kingdom States
1985-2011 1982-2011
dLNFDI (-1) | -0.23313 - - - - - -
(-1.2696)
dLNBM -0.49550 -0.30381 | -0.002241 | 0.13116*** 1.4681%** 0.86746 1.0021
(-1.4687) (-1.3255) | (-0.32481) | (2.5415) (3.7764) (1.0783) (1.4167)
dLNBM (-1) | - - - 0.16068** | - - -
(2.8044)
dLNREER -0.090314 | 7.506%* - 3.83E+07 - 1.95E+09** | -1.2141*
(-0.55299) | (2.5467) (0.11765) (2.0403) (-1.6877)
dLNRGDPPC| 5.3826™* | -0.45581** | 1068312** | -6219257** | 3.2941* 3.231179 12.4763%*
(3.24086) (-1.9219) | (2.2938) (-3.0709) (1.6392) (0.88613) (3.4905)
dLNRGDPPC( | - - - - 5.5900** - 7.4165%
-1) (1.9405)
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(2.2574)
Dc -10.5814** | -27.0102** | -1.1440 1.50E+11** | -14.2283** | -2.17E+11** | -8.0891
(-2.2789) (-2.2449) (0.263) (2.9083) (-3.3131) (-2.9063) (-0.96891)
ECM(-1) -0.92036*** | -0.34148** | -0.76296*** | -1.5913*** -0.74609*** | -0.75329*** -0.44645%**
(-3.3268) (-2.4343) (-4.1192) (-9.0955) (-4.1856) (-3.7189) (-2.9220)
R-squared 0.63802 0.43142 0.39530 0.82252 0.69637| 45144 0.60810
R-Bar- 0.55939 0.33665 0.32552 0.76336 0.62407 0.33715 0585
squared
F-stat. 8.1078 4.5525 5.6655 19.4641 12.0406 4.9377 7.1377
D.W. stat. 1.9514 1.7559 2.0578 2.2192 1.6907 U897 2.2770

# The error correction models for Argentina, Ausrand the United Kingdom were estimated usingréne
data for the variables, not logarithms to obtanae accurate representation.

* ** o ndicates statistical significance at 8110%, 5% and 1% level

d = first difference operator

Source: Extracts from authors’ estimation using MicrofifL.4or windows

Table 2. Estimated Long-run Coefficients

Dependent Variableis LNFDI
Variables Nigeria Ghana Argentina China United United
Kingdom | States
LNBM -0.53837 -0.88966 0.12510 1.9677 1.7185 2.2447
(-1.5496) (-1.0159) | (2.2397) (8.7916) | (2.4157) | (1.2796)
LNREER -0.098129 -21.9806 - - 3.6179 -2.7196
(-0.52694) (0.9022) (1.9716) | (-1.4017)
LNRGDPPC | 5.8483 -1.3348 1.0530 -2.4620 -3.7621 | -1.0480
(10.5300) (-1.2822) | (3.4786) (-4.6102) | (-1.1842)| (-0.20474)
C -11.4970 -79.0966 | 9.9264 -19.0705 | -1.4772 | -18.1185
(-3.3639) (-1.8020) | (4.4135) (-5.9214) | (-0.6678) | (-1.1268)

Source: Extracts from authors’ estimations using Micrdfil
5.2 Discussion of Results

The results presented in Table 1 show that monetgrgnsion has negative but insignificant effecinflows of
foreign direct investment into the economies ofé¥ig, Ghana and Argentina. Monetary expansion veeer
observed to have positive effect on the inflow 8f into the economies of Australia, China, Uniteth¢@dom
and the United States, though the effect is natifsignt for the U.S and the U.K. Specifically, aituincrease in
broad money (measured in local currency unit) irstAalia is associated with a unit rise in the inflof foreign
direct investment into the economy, while a 10%eéase in broad money is associated with about hs¥ease

in the inflow of FDI into the Chinese economy. Thag-run estimation results presented in Tablad@s that
the effect of sustained expansion in (i.e. the long effect of) broad money on FDI inflows is nagatbut
insignificant in Nigeria and Ghana, positive bugignificant in the United States, and positive ighificant in
Argentina, China and the United Kingdom. These Itessuggest that monetary expansion cannot be llame
largely for paucity of FDI inflows to economies @eally. The observed short-run and long-run effeafts
monetary expansion on FDI which are opposite imsifpr the Argentine economy indicates that moryetar
expansion does not always adversely affect the db®DI into the economy.

It is also observed from Table 1 that in most of ttountries sampled (with the exception of Ghand an
Australia), economic growth, proxied by real GDR papital is favourable to FDI inflows, and its shun
effect on FDI is quite significant for the economi@ Nigeria, Argentina, China and the United $tafehis is in
line with the findings of Ahmed and Zlate (2013prRhe economies of Ghana and the U.K., increagbdan
index of real effective exchange rate is favourablthe inflow of FDI.
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6. Summary, Conclusion, Recommendation and Policy L essonsfor Nigeria.
6.1 Summary and Conclusion

The amount of foreign capital that flows into ameemy is determined by various factors, some ofchvtare
qualitative and others quantitative. A major qualite factor is the attractiveness of the economyoteign
capital and this is determined by various facterg@ernance, domestic macroeconomic policiesptixeailing
investment climate, etc. Although quantitative @ast(such as money supply, etc.) also affecté paper argues
that expansionary monetary policy is not always ew&lywhere detrimental to the inflow of foreigmpital, but
could be complementary to capital inflows dependingountry-specific conditions.

The study finds that the short-run effect of monetxpansion on FDI inflows into the developed emies of
Australia, China, U.K. and the U.S. (all with higldeveloped financial system) is positive (thouggignificant
for the U.K and the U.S.), while the reverse is tlase in developing (middle income) countries ofjeia,
Ghana and Argentina, though it was statisticallignificant. This difference in the effects mayditributed to
the differences in the level of development of tiadions’ financial system. The findings suggest thanetary
expansion could be detrimental to the flow of FBtioian economy with poorly developed financial sgst
However, economic growth appears to be a more aatefactor explaining FDI inflows in most of theurtdries
studied.

It is recommended therefore that developing coestdhannel more efforts at accelerating the graitneir
economies in order to make them more attractiviorteign capital, and to put measures on groundushion
the adverse effect of excessive capital inflows,itasould be a double-edged sword which could wilea
beneficial or detrimental effects on an economyeaheling on how it is handled.

This paper has contributed to the extant literabyrahowing empirically that monetary expansionas always
and everywhere detrimental to the inflow of foredjrect investment into economies, and that econgrowth
is @ more important factor explaining inflows of IFBto economies.

6.2. Some Policy Lessons for Nigeria

The negative, though statistically insignificanteef of monetary expansion on the flow of FDI iNggeria’s
economy is an indication that the nation’s finahsigstem is not highly developed, and that monetagansion
in the country does not stem from improved credithe private sectoper se, but from other sources e.g.
printing of additional currencies by the CentrainBahrough the Nigerian Security Printing and MugfiPlc.,
increased remittances from abroad, etc. which hgetendency to induce inflation, making it (i.eomatary
expansion) unfavourable to FDI inflows. These strd®e need for the development of the nation’snione
system, as well as reduction in the rate at whieh@BN prints additional currency.

The empirical evidence emphasizes the relevaneeafomic growth to the flow of FDI into Nigeria’'saomy.
The implication is that the amount of FDI that flewto Nigeria strongly depends on the growth afdmnomy.
This therefore calls for channeling of efforts aedources towards developing the various growtkelinsectors
of the economy such as education, health, agrieyltumanufacturing, financial and technology. The
development of these sectors will not only engetiderdevelopment of the entire economy, but wibaénsure
that FDI flows into the various sectors, insteadafcentrating in a few sectors as it is presently.

7. Areas of Further Research

The study calls for further research. The effectnwdnetary expansion on the flow of foreign portioli
investment (FPI), which is also a form of foreigapital, into various economy could be investigdtgduture
researchers. Furthermore, alternative methodologiddoe explored to investigate the relationshir. &ample,
an appropriate simultaneous equation method (28U8|., etc) could be employed, given that a two-way
relationship could exist between monetary expanaimhFDI, and monetary expansion and FPI, as flawirof
FDI and FPI could lead to monetary expansion, gsstnonetary expansion could also affect the flowFf and
FPI into any given economy.
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