~ A Service of
’. b Leibniz-Informationszentrum

.j B I l I Wirtschaft
) o o o Leibniz Information Centre
Make YOUT PUbllCCltlonS VZSlble. h for Economics ' '

Nguyen, My-Linh Thi

Article
Foreign direct investment and economic growth: The role
of financial development

Cogent Business & Management

Provided in Cooperation with:
Taylor & Francis Group

Suggested Citation: Nguyen, My-Linh Thi (2022) : Foreign direct investment and economic growth:
The role of financial development, Cogent Business & Management, ISSN 2331-1975, Taylor &
Francis, Abingdon, Vol. 9, Iss. 1, pp. 1-15,

https://doi.org/10.1080/23311975.2022.2127193

This Version is available at:
https://hdl.handle.net/10419/289269

Standard-Nutzungsbedingungen: Terms of use:

Die Dokumente auf EconStor durfen zu eigenen wissenschaftlichen Documents in EconStor may be saved and copied for your personal
Zwecken und zum Privatgebrauch gespeichert und kopiert werden. and scholarly purposes.

Sie durfen die Dokumente nicht fiir 6ffentliche oder kommerzielle You are not to copy documents for public or commercial purposes, to
Zwecke vervielféltigen, 6ffentlich ausstellen, 6ffentlich zugénglich exhibit the documents publicly, to make them publicly available on the
machen, vertreiben oder anderweitig nutzen. internet, or to distribute or otherwise use the documents in public.
Sofern die Verfasser die Dokumente unter Open-Content-Lizenzen If the documents have been made available under an Open Content
(insbesondere CC-Lizenzen) zur Verfiigung gestellt haben sollten, Licence (especially Creative Commons Licences), you may exercise
gelten abweichend von diesen Nutzungsbedingungen die in der dort further usage rights as specified in the indicated licence.

genannten Lizenz gewahrten Nutzungsrechte.

-. https://creativecommons.org/licenses/by/4.0/
Mitglied der
WWW.ECOMSTOR.EU K@M 3
. J . Leibniz-Gemeinschaft


https://www.econstor.eu/
https://www.zbw.eu/
http://www.zbw.eu/
https://doi.org/10.1080/23311975.2022.2127193%0A
https://hdl.handle.net/10419/289269
https://creativecommons.org/licenses/by/4.0/
https://www.econstor.eu/
https://www.leibniz-gemeinschaft.de/

. C¥xgent
business

obe Ll Cogent Business & Management

Rz ISSN: (Print) (Online) Journal homepage: www.tandfonline.com/journals/oabm20

©

Taylor & Francis

Taylor & Francis Group

Foreign direct investment and economic growth:
The role of financial development

My-Linh Thi Nguyen

To cite this article: My-Linh Thi Nguyen (2022) Foreign direct investment and economic
growth: The role of financial development, Cogent Business & Management, 9:1, 2127193, DOI:
10.1080/23311975.2022.2127193

To link to this article: https://doi.org/10.1080/23311975.2022.2127193

8 © 2022 The Author(s). This open access
article is distributed under a Creative
Commons Attribution (CC-BY) 4.0 license.

ﬁ Published online: 27 Sep 2022.

N
C/J Submit your article to this journal &

||I| Article views: 6366

A
& View related articles &'

@ View Crossmark data (&

CrossMarl

3

[y

Citing articles: 9 View citing articles &'

Full Terms & Conditions of access and use can be found at
https://www.tandfonline.com/action/journallnformation?journalCode=oabm?20


https://www.tandfonline.com/action/journalInformation?journalCode=oabm20
https://www.tandfonline.com/journals/oabm20?src=pdf
https://www.tandfonline.com/action/showCitFormats?doi=10.1080/23311975.2022.2127193
https://doi.org/10.1080/23311975.2022.2127193
https://www.tandfonline.com/action/authorSubmission?journalCode=oabm20&show=instructions&src=pdf
https://www.tandfonline.com/action/authorSubmission?journalCode=oabm20&show=instructions&src=pdf
https://www.tandfonline.com/doi/mlt/10.1080/23311975.2022.2127193?src=pdf
https://www.tandfonline.com/doi/mlt/10.1080/23311975.2022.2127193?src=pdf
http://crossmark.crossref.org/dialog/?doi=10.1080/23311975.2022.2127193&domain=pdf&date_stamp=27 Sep 2022
http://crossmark.crossref.org/dialog/?doi=10.1080/23311975.2022.2127193&domain=pdf&date_stamp=27 Sep 2022
https://www.tandfonline.com/doi/citedby/10.1080/23311975.2022.2127193?src=pdf
https://www.tandfonline.com/doi/citedby/10.1080/23311975.2022.2127193?src=pdf

Nguyen, Cogent Business & Management (2022), 9: 2127193
https://doi.org/10.1080/23311975.2022.2127193

CrossMark

Received: 02 October 2021
Accepted: 17 September 2022

*Corresponding author: My-Linh Thi
Nguyen, Faculty of Finance and
Banking, University of Finance -
Marketing (UFM), Ho Chi Minh City,
Vietnam

Email: ntmylinh@ufm.edu.vn

Reviewing editor:
David McMillan, University of Stirling,
Stirling, United Kingdom

Additional information is available at
the end of the article

My-Linh Thi Nguyen

cogent--0a

<k cogent

business &
mManagement

BANKING & FINANCE | RESEARCH ARTICLE

Foreign direct investment and economic growth:

The role of financial development
My-Linh Thi Nguyen'*

Abstract: This study was conducted with the aim of examining the role of financial
development in the impact of foreign direct investment on economic growth. The
interesting point of this study is expressed through the effort to determine the level of
financial development to maximize the spillover effects of foreign direct investment on
economic growth, whereby financial development is measured through the develop-
ment of the banking sector and the stock market. The data were collected from 6
countries of the Association of Southeast Asian Nations (ASEAN-6) in the period 2002-
2019, including: Indonesia, Malaysia, Thailand, Singapore, the Philippines, and Vietnam.
Regarding the method of analysis, this study uses threshold effects and system GMM to
estimate research models. The estimation results show that there are threshold values
of financial development through the banking sector (85.64%) and the stock market
(21.95%). Furthermore, this study found a positive impact of foreign direct investment
on economic growth in the regions before and after these threshold values. In parti-
cular, the positive impact of foreign direct investment on economic growth becomes
stronger when financial development exceeds the defined threshold value. This result

is found in the case where financial development is measured through both the

banking sector and the stock market.

Subjects: Mathematical Economics; Development Economics; Corporate Finance; Banking;
Investment & Securities; Economics; International Economics; Finance
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In the context of increasing international eco-
nomic integration, host countries are making every
effort to attract foreign direct investment to sti-
mulate economic growth. However, the spillover
effects of foreign direct investment on economic
growth depend significantly on the absorptive
capacity as well as on the characteristics of the
host country, whereby the characteristics of the
level of financial development of countries can be
mentioned. This study was conducted to highlight
the role of financial development in spreading the
impact of foreign direct investment on economic
growth. The findings in this paper also show that
the positive impact of foreign direct investment on
economic growth is greater when financial devel-
opment exceeds the threshold value determined.
Accordingly, ASEAN-6 countries need to improve
the level of financial development comprehen-
sively in both the banking sector and the stock
market in order to maximize the effectiveness of
foreign direct investment for economic growth.
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1. Introduction

Foreign direct investment (FDI) is defined when an investor makes an investment of 10% or more
voting shares in an enterprise operating in a country different from the investor’s country, where
foreigners are identified by place of residence and not by nationality (IMF, 1993). In other words,
FDI occurs when an investor invests resources in production and business activities outside their
home country (Yavas & Malladi, 2020). The reality is that FDI plays an important role in many host
countries, especially countries with capital and technology shortages. Moreover, FDI can be many
times more effective than domestic investment in stimulating economic growth in the host
country (Gregorio, 2005).

The impact of FDI on economic growth can be explained through the neoclassical growth theory
(Solow, 1956) and the endogenous growth theory (Romer, 1990). Accordingly, FDI is more efficient
than domestic investment through promoting technological innovation and specialization in the
production process in the host country, thereby stimulating economic growth in this country
(Herzer et al., 2008). The impact of FDI on economic growth has also been found in many empirical
studies in different economies and regions, for example: Caves (1996), Borensztein et al. (1998),
Durham (2004), Ayanwale (2007), and Adegbite and Ayadi (2010), and Wong and Tang (2011), and
Gui-Diby (2014). However, some studies reveal that this impact may be vague and insignificant (for
instance, Akinlo, 2004; Ayanwale, 2007; Hanson, 2001; Herzer et al., 2008; Ibhagui, 2019). The
reality shows that the impact of FDI on economic growth can significantly depend on the absorp-
tive capacity as well as the conditions of the host country (Borensztein et al., 1998; Durham, 2004).
To demonstrate this, a number of studies have attempted to identify favorable conditions that play
a role in stimulating the spillover effects of FDI on economic growth. Accordingly, financial
development in the host country is one of the important conditions to improve the absorptive
capacity as well as stimulate the spillover effects of FDI on economic growth (Alfaro et al., 2004;
Durham, 2004; Ibhagui, 2019).

The important role of financial development in the impact of FDI on economic growth has been
confirmed in many empirical studies (Alfaro et al., 2004; Blomstrom et al., 1992; Bluedorn et al,,
2013; Kong et al., 2020; Makiela & Ouattara, 2018; Nair-Reichert & Weinhold, 2001). However, there
are still many conflicting views in determining the level of financial development to maximize the
spillover effects of FDI on economic growth. For example, Azman-Saini et al. (2010) argue that the
positive impact of FDI on economic growth only appears after domestic credit exceeds the
minimum threshold value of 49.7%. Meanwhile, others assume that financial development should
not be too high; specifically, domestic credit should not exceed the maximum threshold value of
14.58% (Ibhagui, 2019) or 95.6% (Osei & Kim, 2020). This shows that the appropriate level of
financial development to maximize the spillover effects of FDI on economic growth is still
a question that has not been satisfactorily answered in previous studies. This fact indicates that
the role of financial development in the impact of FDI on economic growth can vary depending on
the characteristics of each data sample. Therefore, it is essential to provide empirical evidence on
this issue in different economies and regions to supplement the existing literature. On the other
hand, previous studies often encountered great limitations when they only focused on identifying
financial development through domestic credit, i.e. financial development through the banking
sector, without paying much attention to financial development through the size of the stock
market. Nowadays, together with the banking sector, the stock market in many countries has
affirmed its important role in supplying capital as well as creating a favorable investment environ-
ment for the private sector. Overall, financial development will be viewed more comprehensively if
it is determined through the development of the banking sector and the stock market.
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Although there are still many conflicting views in previous studies on the impact of FDI on
economic growth, the governments of many countries are still making efforts to attract FDI. This is
because they believe that FDI will bring significant benefits through stimulating economic growth.
This is quite evident in the ASEAN countries. Accordingly, these countries presume that FDI is more
stable than domestic investment flows, which will bring high efficiency for the economy, even in
the period of economic difficulties. This stability was clearly demonstrated when the ASEAN
countries had a financial crisis in the period 1997-1998 (Diaconu, 2014). Nevertheless, there is
still a lack of empirical studies examining the role of financial development in the impact of FDI on
economic growth in the context of the ASEAN countries. This has created many difficulties for the
governments of these countries in making appropriate policies to stimulate the positive impact of
FDI on economic growth. Therefore, it is essential for the ASEAN countries to provide empirical
evidence on the role of financial development in the impact of FDI on economic growth.
Accordingly, these countries will have a reliable basis to determine the appropriate level of
financial development to maximize the spillover effects of FDI on economic growth.

In this study, the author fills the gap in previous studies by providing empirical evidence on the
role of financial development in the impact of FDI on economic growth. In particular, financial
development is measured through the development of the banking sector and the stock market,
which is expected by the author to bring more interesting findings than previous studies. In
addition, the data sample used in this study includes ASEAN-6 countries (Indonesia, Malaysia,
Thailand, Singapore, the Philippines, and Vietnam) with many similarities; thus, the reliability of the
estimation results is guaranteed.

This study is structured as follows: part 2 presents an overview of previous studies and hypoth-
esis development, part 3 describes the estimation method and data, part 4 focuses on empirical
analysis, and the last part is conclusions and policy implications.

2. Literature review and hypothesis development

2.1. The impact of foreign direct investment on economic growth

The impact of FDI on economic growth can be explained through the neoclassical growth theory
and the endogenous growth theory. According to the neoclassical growth theory, economic growth
depends on capital, labor and technology (Solow, 1956). In addition to capital and labor, this
theory emphasizes the role of exogenous technology towards economic growth. It can be seen
that the neoclassical growth theory is an important foundation to explain the impact of FDI on
economic growth. However, the neoclassical growth theory is limited because it does not explain
the spillover effects of FDI on economic growth in the host country. To overcome this limitation,
the endogenous growth theory is developed to better explain the spillover effects of FDI in the host
country, thereby stimulating economic growth in the host country (Romer, 1990). Accordingly, FDI
promotes the host country to receive technology transfer from countries with advanced technol-
ogy. This contributes to the improvement in technological progress in the host country.
Simultaneously, the host country has favorable conditions to specialize in production and develop
advantageous products at a lower cost compared to other countries. In the endogenous growth
theory, FDI is estimated to be more effective than domestic investment in stimulating economic
growth in the host country (Herzer et al., 2008). Different from the neoclassical growth theory, the
endogenous growth theory emphasizes the role of governmental policies towards economic
growth. The above problems show that the neoclassical growth theory and the endogenous
growth theory have provided a relatively complete theoretical framework to explain the impact
of FDI on economic growth.

It can be seen that investment capital is an important resource to improve economic growth in
any country (Adegbite & Ayadi, 2010). In the context of limited domestic investment capital, many
countries have made efforts to attract FDI because these countries believe that FDI is a stable and
necessary source of capital to enable them to effectively supplement the shortfall (Noorzoy, 1979).
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More importantly, FDI also helps these countries improve technology and increase employment
(Gui-Diby, 2014). Therefore, a significant number of empirical studies have found the positive
impact of FDI on economic growth in different economies and regions, such as: Caves (1996),
Borensztein et al. (1998), Durham (2004), Ayanwale (2007), and Adegbite and Ayadi (2010), and
Wong and Tang (2011), and Miao et al. (2021). Furthermore, the degree of the positive impact of
FDI on economic growth also depends significantly on the homogeneity as well as the character-
istics of the countries in the sample. To illustrate this, Blomstrom et al. (1992) emphasized that the
positive impact of FDI on economic growth in high-income countries is often more evident than in
lower-income countries.

Although the positive impact of FDI on economic growth has been found in most of the previous
studies, some views have suggested that FDI can have a negative impact on economic growth.
Accordingly, when FDI increases excessively and is not used efficiently, it can be detrimental to the
host country, thereby hindering economic growth. This result has been reported in the studies of
Gorg and Greenaway (2004), Sumner (2005), and Gui-Diby (2014). In particular, Gui-Diby (2014)
found the negative impact of FDI on economic growth in 50 African countries in the period 1980-
1994, but this impact turned positive in the period 1995-2009.

Other views argue that the impact of FDI on economic growth can become vague and insignif-
icant, such as Hanson (2001), Akinlo (2004), Ayanwale (2007), and Herzer et al. (2008), and Ibhagui
(2019). This may exist if the host country fails to ensure certain conditions to absorb and create the
spillover effects of FDI on economic growth (Ibhagui, 2019). In particular, there have been many
cases where foreign investors buy the assets of domestic investors who are limited in liquidity, but
foreign investors do not have technological strengths or special know-how, which may not create
the positive spillover effects of FDI on economic growth (Blomstrom & Kokko, 2003). Therefore, FDI
only creates the significant spillover effects on economic growth in the host country if foreign
investors really have technological strengths or special know-how.

In reality, the impact of FDI on economic growth depends significantly on the absorptive
capacity as well as the conditions of the host country (Borensztein et al., 1998; Durham, 2004).
This means that favorable domestic conditions can improve the host country’s absorptive capacity
of FDI; thereby, the spillover effects of FDI will be highly effective. In other words, the absorptive
capacity of the host country will improve the positive impact of FDI on economic growth. One of
the reasons that has been used by previous studies to explain this is that FDI not only provides
capital, but also helps the host country gain access to advanced technology. Therefore, if the host
country does not guarantee the conditions to absorb FDI effectively, it is difficult to stimulate
economic growth. To clarify this point of view, a number of studies have attempted to identify
favorable conditions that play a role in stimulating the spillover effects of FDI on economic growth.
Accordingly, financial development in the host country is one of the important conditions to
improve the spillover effects of FDI on economic growth (Alfaro et al., 2004; Durham, 2004;
Ibhagui, 2019). Indeed, financial development is an essential support resource for the private
sector, contributing to improving the efficiency of FDI attraction and use in the host country,
thereby promoting economic growth in the host country. In addition to financial development,
economic growth in the host country depends on a number of other factors. For example,
population growth, especially the increase in good quality human resources, will be a necessary
condition for the process of technology transfer in the host country to be highly effective, thereby
promoting economic growth (Adegbite & Ayadi, 2010; Borensztein et al., 1998; Ibhagui, 2019).
Furthermore, the domestic macroeconomy is also a factor that foreign investors are interested in
(Adegbite & Ayadi, 2010; Ibhagui, 2019). This is because the stability of the domestic macroec-
onomy shows a favorable investment environment as well as the ability to bring high efficiency to
investors, thereby increasing the benefits for the host country. In addition, government policies
also have a significant impact on economic growth (Hayakawa et al., 2013). Indeed, government
policies can have a positive impact on economic growth through promoting domestic consump-
tion, facilitating and stimulating private sector investment (Grossman, 1990; Ram, 1986).
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Overall, the impact of FDI on economic growth is an interesting research topic and has been
mentioned in many empirical studies in different countries. In particular, many studies have
concluded that the impact of FDI on economic growth depends significantly on the absorption
level as well as the conditions of the host country. It can be seen that one of the important
conditions to improve the absorptive capacity as well as the spillover effects of FDI on economic
growth is the level of financial development in the host country. In addition, economic growth
depends on a number of other factors such as: population growth, macroeconomy, and govern-
ment policies.

2.2. The role of financial development in the impact of foreign direct investment on
economic growth

Financial development focuses mainly on the improvement in the size of the banking sector and
the stock market in comparison with the economy (Bencivenga & Smith, 1998; Greenwood &
Jovanovic, 1990). Therefore, financial development is usually determined through the ratio of
domestic credit to private sector (Choi & Park, 2017; Fisman & Love, 2003; Lim, 2018; Osei &
Kim, 2020) and market capitalization (Choi & Park, 2017; Fisman & Love, 2003).

Financial development can promote economic growth through financing investment and pro-
duction (Schumpeter, 1911). Moreover, financial development also plays an important role in
stimulating the spillover effects of FDI on economic growth. Indeed, the improvement in the
financial development of the host country shows that this country is improving their ability to
provide high-quality financial services at a low cost, which will help foreign investors save time and
costs when accessing and using these financial services (Pradhan et al., 2014). Thanks to the
financial development of the host country, FDI enterprises can access a necessary amount of
capital to expand production and business (Desbordes & Wei, 2017); accordingly, these enterprises
can maintain and develop projects that they may have abandoned due to lack of capital (Giovanni,
2005). In addition, financial development also helps FDI enterprises improve investment efficiency,
monitor investments, and even improve investment efficiency through the improvement in risk
management capacity for these enterprises (Bertocco, 2008).

Overall, financial development can make the process of technology spillover to domestic enter-
prises more efficient (Hermes & Lensink, 2003). In other words, the impact of FDI on economic
growth depends significantly on the level of financial development of the host country (Osei & Kim,
2020). This implies that the host country with the good level of financial development will be an
important prerequisite for FDI to have a positive impact on economic growth (Alfaro et al., 2004;
Azman-Saini et al., 2010; Borensztein et al., 1998; Xu, 2000). This claim has been found in several
empirical studies. For example, Alfaro et al. (2004) suggested that the development of the financial
market in the host country has an important contribution to stimulating the impact of FDI on
economic growth, and this result is found based on the analysis of the data sample including both
OECD countries and non-OECD countries.

Meanwhile, some views argue that the impact of FDI on economic growth becomes significant
when financial development exceeds the minimum threshold. From this viewpoint, Azman-Saini
et al. (2010) concluded that the positive impact of FDI on economic growth in 91 countries was
only found after domestic credit exceeded the threshold of 49.7%.

In contrast, some views state that the impact of FDI on economic growth becomes insignificant
when the host country promotes financial development on a large scale but inefficiently. This
means that the financial sector only needs to develop on a small scale but with high efficiency,
which can stimulate the positive impact of FDI on economic growth. The studies of Ibhagui (2019),
Osei and Kim (2020) share the same view. Accordingly, Ibhagui (2019) shows that the response of
economic growth to the increase in FDI in 45 countries of the Sub-Saharan African region depends
on important economic catalysts, especially the level of financial development in the host country.
This study has confirmed that the threshold value of domestic credit is 14.58%. Specifically, if
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domestic credit is below this threshold value, the impact of FDI on economic growth is positive.
However, the impact of FDI on economic growth turns negative and insignificant when domestic
credit exceeds the threshold value of 14.58%. Sharing the same view, Osei and Kim (2020) reveal
that the impact of FDI on economic growth in 62 middle-income and high-income countries
becomes insignificant when domestic credit exceeds the threshold value of 95.6%. This implies
that credit expansion can lead to credit bubbles or financial depression, destabilizing and hindering
economic growth.

In summary, the impact of FDI on economic growth can depend significantly on the level of
financial development in the host country. However, there are still many conflicting views in
determining the level of financial development to maximize the spillover effects of FDI on eco-
nomic growth. Indeed, Azman-Saini et al. (2010) asserted that the positive impact of FDI on
economic growth was only found after domestic credit exceeded the threshold of 49.7%. From
a different viewpoint, Ibhagui (2019) advocates that the positive impact of FDI on economic
growth only exists when domestic credit is below the threshold value of 14.58%. Meanwhile,
Osei and Kim (2020) conclude that the positive impact of FDI on economic growth becomes
significant when domestic credit is below the threshold value of 95.6%. In addition, the existing
literature faces a major limitation when it only focuses on defining financial development through
domestic credit, but has not paid much attention to financial development through the size of the
stock market. Therefore, the creation of empirical evidence to determine the role of financial
development in the impact of FDI on economic growth is a research topic with many gaps to be
explored. Furthermore, this research topic will become more interesting if financial development is
comprehensively defined through the development of the banking sector and the stock market.

2.3. Hypothesis development

In this study, the author focuses on determining the role of financial development in the impact of
FDI on economic growth in ASEAN-6 countries. Based on the ideas of Azman-Saini et al. (2010),
Ibhagui (2019), and Osei and Kim (2020), there may be a threshold value of financial development,
and before and after this threshold value, the impact of FDI on economic growth may vary.
Moreover, statistically, the research model can have more than one threshold value of financial
development (Hansen, 1999; Wang, 2015). Financial development is measured by the author
through domestic credit and market capitalization. Thus, the author proposes the following
research hypotheses:

Hypothesis H;,: One or more threshold values for domestic credit exist. Accordingly, the impact of
FDI on economic growth may change when domestic credit exceeds these thresholds.

Hypothesis Hip: One or more threshold values for market capitalization exist. Accordingly, the
impact of FDI on economic growth may change when market capitalization exceeds these
thresholds.

Not only stopping at estimating the threshold values of financial development, the author
also considers the change in the level of impact of FDI on economic growth when financial
development exceeds the threshold value that has been determined. The fact shows that financial
development plays an important role in stimulating the spillover effects of FDI on economic
growth. In other words, financial development contributes to stimulating the positive impact of
FDI on economic growth, which is consistent with the previous statements of Azman-Saini et al.
(2010), Ibhagui (2019), and Osei and Kim (2020). In ASEAN-6 countries, the level of financial
development is still limited in comparison with developed countries in the world, especially in
comparison with developed countries with a long history of financial development. Therefore, the
improvement in the level of financial development in ASEAN-6 countries will play an important role
in supporting as well as enhancing the spillover effects of FDI on economic growth. In other words,
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the improvement in the level of financial development in ASEAN-6 countries will stimulate the
positive impact of FDI on economic growth, and this impact may become more significant when
financial development exceeds a certain threshold value. Therefore, the author proposes the
following research hypotheses:

Hypothesis H,,: Before the threshold value of domestic credit, FDI has a positive impact on
economic growth.

Hypothesis Hsq: The impact of FDI on economic growth may increase when domestic credit
exceeds defined threshold values.

Hypothesis H,,: Before the threshold value of market capitalization, FDI has a positive impact on
economic growth.

Hypothesis Hsp: The impact of FDI on economic growth may increase when market capitalization
exceeds defined threshold values.

3. Estimation method and data

3.1. Estimation method

According to Azman-Saini et al. (2010), Ibhagui (2019), and Osei and Kim (2020), there may be
a threshold value () of financial development, where the impact of FDI on economic growth may
change when financial development exceeds this threshold. Based on this, the author builds
a research model on the impact of FDI on economic growth as follows:

EGitZ G+Bl FDIitI(FDit < /‘[)4"32 FDIitI(FDit>/1) + 6CVit+£it (1)

In model (1), EG is economic growth, measured through the natural logarithm of GDP per capita,
which is consistent with the previous views of Ibhagui (2019), Osei and Kim (2020).

FDI is measured through the net inflows of foreign direct investment (% of GDP), which are
investment flows that bring direct and lasting benefits for the host country. This measure has been
used in most of the previous studies, such as: Alfaro et al. (2004), Ibhagui (2019), and Osei and Kim
(2020).

Financial development (FD) is determined through domestic credit (FD_1) and market capitaliza-
tion (FD_2). Accordingly, FD_1 is domestic credit to private sector (% of GDP), FD_2 is market
capitalization of listed domestic companies (% of GDP). By using this measure, the author expects
FD to be considered more comprehensively in comparison with previous studies. Indeed, FD_1 has
been used in most of the previous studies, such as: Alfaro et al. (2004), Ibhagui (2019), and Osei
and Kim (2020). However, almost no studies have examined the role of FD_2 when analyzing the
impact of FDI on economic growth. Meanwhile, FD_1 and FD_2 are two important components
representing financial development in each country (Bencivenga & Smith, 1998; Choi & Park, 2017;
Fisman & Love, 2003; Greenwood & Jovanovic, 1990).

The important component in model (1) is the threshold value A of financial development; this
threshold value can be determined corresponding with two indicators representing financial
development, namely credit domestic market (A,) and market capitalization (Ap). I(.) is an indicator
function of financial development.

CV is a set of control variables used in the research model, including: government expenditure (GE),

population growth (PG), and inflation (INF). Accordingly, GE is general government final consumption
expenditure (% of GDP); this variable is included in the research model based on the endogenous
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growth theory, and has been used in the studies of Alfaro et al. (2004), Ibhagui (2019), and Osei and
Kim (2020). PG is population growth (annual %); the appearance of this variable in the research model
is consistent with the neoclassical growth theory, and is also consistent with the previous statements
of Alfaro et al. (2004), Ibhagui (2019). Finally, INF is consumer prices (annual %); this variable was
found in the studies of Ibhagui (2019), Osei and Kim (2020).

Model (1) assumes that there is only one threshold value (A) of financial development, which is
consistent with the views of Azman-Saini et al. (2010), Ibhagui (2019), and Osei and Kim (2020).
Statistically, however, the research model can have more than one threshold value of financial
development (Hansen, 1999; Wang, 2015). If there are two threshold values (A; va A;) of financial
development, model (1) will have the following form:

EG]tZ G+BlFDIitI(FDit < ll)+BzFDIitI(ﬂl<FDit < 12)+B3FDIitI(FDit>lz) -+ (3CV]t+Eit (2)

Where A\; and A, are two threshold values of financial development. These two threshold values
can be determined corresponding with two indicators representing financial development, namely
domestic credit (A;q and A,,) and market capitalization (Aq, va Ayp). Other variables are similar to
those in model (1).

Overall, if there are j thresholds, model (1) will have the following form:
EGit = o+ ByFDII(FDyt < A1) + X3 BFDIeI (21 (FDyt < 4j) + Bj.1 FDIeI(FDi) %)) + 6CVie + & 3)

Where A indicates the threshold values of financial development. These threshold values can be
determined corresponding with two indicators representing financial development, namely domestic
credit (Ajq) and market capitalization (Ajp). Other variables are similar to those in models (1) and (2).

Regarding the estimation method, the author uses threshold effects to estimate the threshold
value of financial development. This estimation method was proposed by Hansen (1999), then
developed by Wang (2015). Basically, this estimation method is implemented based on fixed effect
threshold regression for strongly balanced panel data. Therefore, threshold effects have the
advantage in determining the threshold value of financial development. However, this estimation
method faces limitations when analyzing the impact of FDI on economic growth in the regions
before and after the threshold value A, especially the limitation in controlling potential endogene-
ity issues in the research model. To overcome this limitation, the author uses the system GMM
approach proposed by Arellano and Bond (1991) when analyzing the impact of FDI on economic
growth in the regions before and after the threshold value A. Through this approach, the author
can overcome violated regression hypotheses and control the potential endogeneity in the
research model (Doytch & Uctum, 2011).

3.2. Data

In this study, the author uses the data of ASEAN-6 countries in the period 2002-2019. This
sample includes: Indonesia, Malaysia, Thailand, Singapore, the Philippines, and Vietnam. These
countries have impressive economic growth compared to the rest of the region. Moreover,
these countries have many similar characteristics, especially similarities in economic growth as
well as in macroeconomic situation (Pham et al., 2020). By collecting the data of the countries
with many similar characteristics, the author believes that the estimation results can be
reliable and consistent with the countries in the sample. In addition, this approach also over-
comes limitations when the data are inadequate to estimate the research model according to
the data sample of each country. Specifically, the data sample was collected in the period
2002-2019, which is the period before, during and after the financial crisis; therefore, the
estimation results will be comprehensive and may be appropriate for different situations of
the economy. The data of the variables in the research model were collected by the author
from the source of the World Bank.
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4. Empirical analysis
The preliminary statistical results of the data sample are presented in Table 1.

Table 1 shows that the mean of EG is 8.45 (corresponding with $11,011.86). In particular,
Singapore’s EG reached the highest value in 2018 (11.10, corresponding with 66,188.78 USD),
and the lowest value belonged to Vietnam in 2002 (6.06, corresponding with 430.05 USD). The
mean of FDI is 5.83%; Indonesia was the country with the lowest value (-0.25%) in 2003, and the
highest value (28.60%) belonged to Singapore in 2017. Regarding FD_1, the average value is
85.76%; the lowest value (27.25%) belonged to Indonesia in 2010, the highest value (149.37%)
belonged to Thailand in 2015. The mean of FD_2 is 91.81%; accordingly, the lowest value (0.41%)
belonged to Vietnam in 2002, and the highest value (297.98%) belonged to Singapore in 2007.

Table 2 below shows the results of correlation analysis:

The results of correlation analysis show that INF is negatively correlated with EG. However, the
remaining variables in the research model are positively correlated with EG (Table 2).

Next, the author uses threshold effects to estimate the threshold value A of financial develop-
ment, and this result is presented in Table 3.

Table 3 shows that there is a threshold value A of financial development, corresponding with two
indicators representing financial development, which are FD_1 (A, = 85.64%) and FD_2 (A,
= 21.95%). This means that the hypotheses H,4 and H;, are accepted. In the case of more than
one threshold value of financial development, the estimation results show no statistical signifi-
cance, which means that models (2) and (3) are not suitable.

Overall, the impact of FDI on economic growth is consistent with model (1). Based on this, the
author tests the impact of FDI on economic growth in the regions before and after the threshold
values Ay and A,

The test results show that the mean of VIF has a rather low value; thus, multicollinearity is not
a serious issue in the research model. However, the research model suffers from endogeneity,
heteroscedasticity and autocorrelation between errors (Table 4). Therefore, the author estimates
the research model through the system GMM approach to overcome these defects in the model.

The research model is estimated through the cases where the impact of FD_1 on economic
growth and the impact of FD_2 on economic growth are statistically significant. Furthermore, the

Arellano-Bond and Sargan tests are appropriate. These results are detailed in Table 5.

Regarding the estimation results in the case of the impact of FD_1 on economic growth,
economic growth is significantly positively impacted by FDI. Accordingly, with FD_1 < 85.64%,

Table 1. The description of the data sample

Variable Mean Std. Dev. Min Max
EG 8.45 1.25 6.06 11.10
FDI v 5.83 7.10 -0.25 28.60
FD 1 85.76 40.87 27.25 149.37
FD_2 91.81 69.86 0.41 297.98
GE » 10.50 3.02 5.47 17.12
PG 1.32 0.78 -1.47 5.32
INF 3.89 3.66 -0.90 23.12
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Table 2. The results of correlation analysis

Variable EG FDI FD_1 FD_1 GE PG INF
EG 1.00
FDI 0.73** 1.00
(0.00)
FD_1 0.50*** 0.33*** 1.00
(0.00) (0.00)
FD_2 0.92+** 0.74%* 0.45%* 1.00
(0.00) (0.00) (0.00)
GE 0.36* -0.16* 0.47*%* 0.31%* 1.00
(0.00) (0.09) (0.00) (0.00)
PG 0.20** 0.13 —0.27*** 0.34%** -0.21* 1.00
(0.04) (0.18) (0.00) (0.00) (0.03)
INF -0.50%** -0.21** —0.38*** -0.50%** —0.54** 0.04 1.00
(0.00) (0.03) (0.00) (0.00) (0.00) (0.71)

Note: ***significant at 1%, **significant at 5%, and *significant at 10%.

Table 3. The threshold effect test

Model FD_1 = EG FD_2 > EG
Threshold (A) First threshold Second threshold First threshold Second threshold
85.64 65.36 21.95 105.67
[84.11, 89.22] [36.42, 82.87] [19.36, 23.28] [104.74, 109.67]
Prob 0.07* 0.23 0.03** 0.17

Note: **significant at 5% and *significant at 10%.

FDI has a positive impact (0.06) on economic growth. However, when FD_1 exceeds the threshold
value of 85.64%, the positive impact of FDI on economic growth increases significantly, reaching
a value of 0.11. Therefore, the hypotheses H,4 and Hs, are accepted. This shows that the improved
FD_1 will have an important role in stimulating the spillover effects of FDI on economic growth,
and this role increases significantly when FD_1 exceeds the threshold value of 85.64%.

Regarding the estimation results in the case of the impact of FD_2 on economic growth, in the
regions before and after the threshold value of 21.95% of FD_2, FDI has a positive impact on
economic growth. Specifically, in the region before the threshold value of 21.95%, FDI has
a positive impact (0.12) on economic growth. This impact increases slightly (0.13) when FD_2
exceeds the threshold value of 21.95%. Overall, FD_2 has an important role in stimulating the
positive impact of FDI on economic growth, and this role increases slightly when FD_2 exceeds the
threshold value of 21.95%. Accordingly, the hypotheses H,, and Hs;, are accepted.

Table 4. The test results of the research model

FD_1 = EG FD_2 > EG

Autocorrelation test 335.64%** 317.86%**

(0.00) (0.00)
Heteroscedasticity test 37.95%* 65.06***

(0.00) (0.00)
Tests of endogeneity 179.16*** 19.65***

(0.00) (0.00)
Multicollinearity test Mean VIF = 1.40 Mean VIF = 1.55

Note: ***significant at 1%.
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Table 5. The estimation results of the research model

Variable FD_1 > EG FD_2 = EG
Foreign direct investment | In the case of domestic 0.06***
(FDI) credit (FD_1) < 85.64% (0.00)
In the case of domestic 0.11%*
credit (FD_1) > 85.64% (0.00)
In the case of market 0.12***
capitalization (FD_2) < (0.01)
21.95%
In the case of market 0.13***
capitalization (FD_2) > (0.00)
21.95%
Government expenditure (GE) 0.11* 0.16***
(0.09) (0.00)
Population growth (PG) 0.42*** 0.47***
(0.00) (0.00)
Inflation (INF) -0.20*** =0.07***
(0.00) (0.00)
_cons 6.98*** 5.79%**
(0.00) (0.00)
Significance level 447,18 1065.96***
(0.00) (0.00)
Arellano-Bond test AR(1) —3.58*** —2.43**
(0.00) (0.02)
AR(2) -1.09 -1.18
(0.28) (0.24)
Sargan test 2.48 75.05
(0.65) (0.16)

Note: ***significant at 1%, **significant at 5%, and *significant at 10%.

By concluding that the positive impact of FDI on economic growth depends significantly on the
level of financial development in the host country, this study has provided important empirical
evidence to support the previous views of Alfaro et al. (2004), Azman-Saini et al. (2010), Ibhagui
(2019), and Osei and Kim (2020). This finding once again confirms the relevance of some previous
theories, especially the endogenous growth theory. However, this study found the positive impact
of FDI on economic growth in all of the regions before and after the threshold value of financial
development. This result was also found in the case of financial development identified through
FD_1 and FD_2, which is an interesting aspect of this study in comparison with previous studies.
Moreover, the positive impact of FDI on economic growth increases significantly when financial
development exceeds the defined threshold values. In other words, the spillover effects of FDI on
economic growth will be maximally stimulated when FD_1 and FD_2 exceed the threshold values
of Aq and A, respectively. In particular, the level of the impact of FDI on economic growth
increases considerably (from 0.06 to 0.11) when FD_1 exceeds the threshold value A,, much higher
than the level of the impact of FDI on economic growth (from 0.12 to 0.13) when FD_2 exceeds the
threshold value Ay. Therefore, the improvement in the level of financial development through the
banking sector can crucially stimulate the spillover effects of FDI on economic growth, which is
consistent with the previous statement of Azman-Saini et al. (2010). In other words, the banking
sector still plays an important role in the supply of capital and financial services, thereby remark-
ably stimulating the spillover effects of FDI on economic growth in ASEAN-6 countries. In terms of
the financial development through the stock market, the research results have confirmed the role
of this factor in stimulating the spillover effects of FDI on economic growth in ASEAN-6 countries.
This is a new finding of the study compared to previous studies. Although the improvement in the
financial development through the stock market does not enhance the impact of FDI on economic
growth strikingly, it is an important medium and long-term capital supply channel, especially for
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FDI enterprises, thereby promoting economic growth. Overall, the banking sector and the stock
market are playing an important role in supplying capital for the private sector, as well as
improving the technology absorptive capacity of ASEAN countries, which is an crucial platform
for economic growth stimulation in these countries. Nevertheless, in regard to the stimulation of
the spillover effects of FDI on economic growth, the increase in financial development through the
banking sector proves to be greater than that through the stock market, which reflects the
characteristics of ASEAN-6 countries, where the banking sector still plays a key role in supplying
capital to the economy while the stock markets in most of these countries are relatively nascent.

Regarding the control variables, the estimation results show that economic growth is significantly
impacted by government expenditure, population growth and inflation; these results are found in both
cases of the impact of FD_1 on economic growth and the impact of FD_2 on economic growth.

The estimation results reaffirm the appropriateness of the endogenous growth theory through
finding the positive impact of government expenditure on economic growth. This is also consistent
with the results of previous studies by Alfaro et al. (2004), Ibhagui (2019), and Osei and Kim (2020).
Accordingly, government expenditure can boost economic growth by stimulating consumption and
enhancing private sector investment. In particular, government expenditure, if used effectively, will
contribute to increasing the quality of public services, which will create favorable conditions for
improving the efficiency of private sector investment. Therefore, government expenditure is one of
the factors that have a significant impact on economic growth in ASEAN-6 countries.

Regarding the control variable of population growth, the estimation results show that this
variable has a positive impact on economic growth. This indicates that population growth, espe-
cially the increase in high-quality human resources, will create favorable conditions for technology
transfer and absorption in the host country, thereby increasing the efficiency of FDI as well as
stimulating economic growth in this country. This result is consistent with the neoclassical growth
theory as well as the previous statements of Alfaro et al. (2004), Ibhagui (2019).

Regarding the control variable of inflation, this paper finds the negative impact of inflation on
economic growth. Accordingly, the instability as well as the difficulties of the economy will create
many difficulties in the process of attracting FDI, and can simultaneously limit the spillover effects
of FDI on economic growth in ASEAN-6 countries. This is consistent with the previous views of
Ibhagui (2019), Osei and Kim (2020).

5. Conclusions and policy implications

In this study, the author focuses on examining the role of financial development in the impact of FDI on
economic growth in ASEAN-6 countries. Accordingly, financial development is measured through the
development of the banking sector and the stock market. By using a combination of threshold effects and
the system GMM approach, the study shows the important role of financial development in the spillover
effects of FDI on economic growth. In particular, this study found the threshold values of domestic credit
and market capitalization to be 85.64% and 21.95%, respectively. Accordingly, the positive impact of FDI
on economic growth was found in all of the regions before and after these threshold values. However, the
positive impact of FDI on economic growth becomes stronger when financial development exceeds the
defined threshold value; this result is found in the case where financial development is determined
through domestic credit and market capitalization. It can be seen that this is an interesting finding as well
as a great success of this study.

In addition, this study also finds the significant impact of government expenditure, population
growth and inflation on economic growth. This shows that government policies and population
growth will be an important foundation to promote economic growth. However, the obstacles in
the economy can create many difficulties in attracting FDI, which can limit the spillover effects of
FDI, and simultaneously hinder economic growth in ASEAN-6 countries.
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Based on the findings of this study, ASEAN-6 countries should have appropriate policies to
maximize the impact of FDI on economic growth. In particular, the improvement in domestic
conditions as well as the increase in the absorptive capacity to FDI become extremely necessary in
order to promote economic growth. To do this, ASEAN-6 countries need to focus more on improv-
ing the level of financial development. The level of financial development needs to be improved
comprehensively in both the banking sector and the stock market, aiming to maintain and
promote domestic credit beyond the threshold value of 85.64%, and market capitalization beyond
the threshold value of 21.95%. At the same time, ASEAN-6 countries need to ensure financial
development in a comprehensive way in terms of both scale and efficiency. As a result, the
spillover effects of FDI can stimulate economic growth in a maximal and sustainable way.

Additionally, ASEAN-6 countries also need to have appropriate policies to create a favorable
investment environment, thereby increasing the capacity to attract FDI as well as enhancing the
efficiency of private sector investment. Attracting FDI should be focused on the sectors that need
high technology and the host country’s sectors of strength. Moreover, ASEAN-6 countries also need
policies to provide preferential treatment and protect the benefits of foreign investors.

Simultaneously, the improvement in the quality of human resources is also a very important
issue for ASEAN-6 countries. If the quality of human resources is improved, technology transfer as
well as technology absorptive capacity in these countries will become more effective, which will be
an important driving force to promote economic growth.

This study has achieved certain successes, especially with many interesting findings in compar-
ison with previous studies. However, this study uses the data sample of ASEAN-6 countries, which
has certain limitations in representing all the countries in this region. This limitation is acceptable
in order to create a data sample with similarities between countries so that the obtained estima-
tion results will be more reliable.
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