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Foreign Direct Investment or External Debt and Domestic
Saving: Which has Greater Impacts on Growth?

Horas Djulius

Abstract. The choice taken by developing countries in meeting the lack of development funds
has a varying effect. This study clarifies the role of foreign direct investment (FDI) compared
to foreign loans and domestic savings in short- and long-term economic growth of Indonesia.
Data were obtained from World Bank and Bank Indonesia and used in error correction
model to explain the linkage between predictors and economic growth. We show that in the
short run, the three explanatory variables significantly affect economic growth. In the long
run, compared to FDI and foreign loans, domestic savings positively and significantly affect
economic growth. This study emphasizes the importance of sustaining domestic savings to
maintain the stability of economic fundamentals in the long term.
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Abstrak. Pilihan yang diambil oleh negara berkembang dalam memenubi kekurangan dana
pembangunan memiliki dampak yang bervariasi. Studi ini memperjelas peran investasi asing
langsung dibandingkan dengan pinjaman luar negeri dan tabungan dalam negeri terhadap

pertumbuhan ekonomi jangka pendek dan jangka panjang, di Indonesia. Data diperoleh
dari Bank Dunia dan Bank Indonesia dan digunakan dalam model koreksi kesalahan untuk
menjelaskan keterkaitan antara beberapa variabel penjelas dengan pertumbuban ekonomi.

Penelitian ini menunjukkan bahwa dalam jangka pendek, ketiga variabel penjelas secara
signiftkan mempengaruhi pertumbuhan ekonomi. Dalam jangka panjang, dibandingkan

dengan investasi asing langsung dan pinjaman luar negeri, tabungan domestik secara positif
dan signiftkan mempengaruhi pertumbuban ekonomi. Studi ini menekankan pentingnya

mempertahankan tabungan domestik untuk menjaga stabilitas fundamental ekonomi
dalam jangka panjang.

Kata Kunci: investasi asing langsung, tabungan domestik, pinjaman luar negeri, pertumbuban

ekonomi.
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Introduction

Several countries have failed to justify their sovereign debts, triggering a debt crisis
(Das et al, 2010). This failure should be a valuable lesson to countries that consider external
debt as a source of development financing. Some of these countries, including Indonesia,
are experiencing a shortage of domestic financing sources. In addition to tapping domestic
savings, these countries borrow funds and inviting foreign direct investment (FDI) to pursue
sustainable economic growth. Based on data from World Bank, the percentage of Indonesia’s
foreign debt is greater than that of FDI. The Indonesian government should take into account
several failure cases in securing foreign debt to safeguard the economy and maintain political
stability. Although foreign debt is ineffective and eflicient from a short-term perspective, it
should be taken into account in a long-term context. Of several Association of Southeast
Asian Nations (ASEAN) member countries, Indonesia, Malaysia, and Thailand are the
countries that can take advantage of foreign debt to increase economic growth, because a
causal disagreement between foreign debt and economic growth exists in these countries
(Zouhaier & Fatma, 2014; Ijirshar et al, 2016; Siddique et al, 2015).

Some parties doubt whether foreign capital, especially foreign debt, can provide
long-term benefits to the recipient country. Nevertheless, a clear distinction exists
between foreign debt and FDI as foreign financing in addition to domestic savings.
FDI can complement domestic financial resources to empower a country effectively to
implement its development program and improve the welfare of its citizen (Osinubi
and Amaghionyeodiwe, 2010). FDI can also contribute positively to the growth of host
country economies (Saqib et al, 2013). On the contrary, external debt can negatively
influence economic growth (Ezeabasili et al, 2011; Farhana, 2014). The ratio of total
external debt to gross domestic product and foreign debt as part of gross national income
interacts negatively with economic growth (Zouhaiera and Fatma, 2014). External debt
burden negatively affects the national income that reflects economic growth (Ajayi & Oke,
2012). External and internal debt thus forms a significantly negative impact on economic
growth. Between the two, external debt generates greater adverse effects than internal debt
(Atique and Malik, 2012).

Apart from foreign financing, domestic financing should be maximized to achieve
economic growth. The impact of domestic savings on economic growth has attracted
international attention both among researchers and policy makers in developed and developing
countries. Several studies have demonstrated a direct causal relationship between savings and
economic growth (Aghion et al, 2016; Jangili, 2012; Tang and Ch'ng, 2012; Tang and Lean,
2013; Budha, 2012). Few studies have found a two-way causal relationship between savings
and economic growth (Najarzadeh et al, 2014).

External debt and FDI are macroeconomic variables that can increase the rate of
capital formation for economic growth in addition to domestic savings and they are utilized
to help finance budget deficit and accelerate economic activity. Thus, both domestic and
foreign financing must be managed to increase economic growth. Hence, the novelty of this

research is the use of error correction model in comparing the impact of funding sources
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on Indonesia’s economic growth. This study clarifies the role of FDI, compared to domestic
savings and foreign loans, in the short-term economic growth and analyzes the contribution

of these three variables to Indonesia’s long-term economic growth.

Method

To examine the role of each predictor variable in both short and long terms, we use
error correction model (ECM). The dynamic ECM is a time series data analysis approach that
incorporates difference and lag variables. We use ECM because it can explain the influence of

one variable on other variables in short and long terms.

The variables used in the research are gross domestic product (GDP), which is a proxy
of economic growth, as dependent variable and FDI, external debt (DEBT), and domestic
savings (DOMSAV) as independent variables. Data for the 1981-2015 period are obtained
from World Bank and Bank Indonesia. The FDI variable used is expressed in FDI inflows
(US dollar). External debt is the amount of foreign loans made by the Indonesian government
to another country (US dollar). Domestic savings cover the savings of the household, private
corporate, and public sectors (% of GDP).

Long-Term Model
GDP =a, +a, FDI +a, DEBT +a,.DOMSAV +¢ (1)

The long-term model is converted into short-term ECM model as follows:

Short-Term Model

DGDP = § + &, DFDI + 8, DDEBT + &3 DDOMSAV + &, FDI(—1) +
8s DEBT(—1) + 8, DOMSAV(-1) + &, ECT(~1) @)

Where: DGDP is changes in gross domestic product; DFDI is changes in foreign direct
investment; DDEBT is changes in external debt; DDOMSAV is changes in domestic
saving; FDI(1) is FDI in previous period; DEBT(-1) is external debt in previous period.
DOMSAV(-1) is domestic saving in previous period; ECT(-1) is error correction term in

previous period.

The static equation for the relationship between GDP, FDI, DEBT, and DOMSAV is

the same as in Equation (1) or is expressed as follows:

é=GDP — By — By FDI — B, DEBT — B DOMSAV 3)

Result and Discussion
Result

The ECM estimation results are used to determine the behavior of each independent
variable in influencing the movement of economic growth, both short and long term, which
is reflected in GDP as a dependent variable. The stationarity test is conducted by unit root
testing to avoid the existence of spurious regression, which connects two or more variables

that seem statistically significant but do not have a true relation.
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Table 1. Unit Root Test

Level 1+t difference 2 difference
Variable
StaAtli?:ics Prob St:\tli)sfics Prob Stngics Prob
GDP 0.98 0.99% -3.67 0.01™ -8.12 0.0000""
FDI -0.43 0.89 -5.21 0.00™" -7.83 0.0000™"
DEBT 242 0.99% -2.39 0.15* -22.04 0.0001™"
DOMSAV -0.07 0.94% -3.65 0.01™ -7.28 0.0000""

*) Non stationary data, °) Significant at level 90%, ™) Significant at level 95%, ***) Significant at level 99%

Source: Data processing

Based on the unit root test using Augmented Dickey—Fuller (ADF), all independent
and dependent variables are non-stationary at the first difference level and stationary at the
second difference level (See Table 1).

Table 2. Cointegration Test

Mac Kinnon Critical Values
Variable ADF Stat Prob
1% 5% 10%

ECT -2.71 -3.65 -2.95 -2.62 0.08

Source: Data processing

Through the cointegration test, the residual is expected to be stationary at the first
difference level. Thus, the estimation result is free from spurious regression. The cointegration
test shows the existence of cointegration among observed variables and along-term relationship

among research variables (See Table 2).

The estimation of static equation between FDI, external debt, and domestic savings
and GDP is shown in Table 3.

Table 3: Static Equation

No Variable Coefficient p-value
1 Intercept 3.35E+10 0.0005
2 FDI 2.792009 0.0034
3 DEBT -2.247806 0.2538
4 DOMSAV 2.764630 0.0000

R2 = 0.99; F stat = 1803.743; Prob = 0.00

Source: Data processing

Short-Term equations estimated through ECM are shown in Table 4. Given that ECT
(-1) is significant, ECM can be used to analyze the relationships among observed variables.
In the short term, FDI, external debt and domestic savings significantly influence the GDP

of Indonesia.
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Table 4. ECM Result

No Variable Coefficient p-value
1 Intercept 1.20E+10 0.2079
2 D(FDI) 3430365 0.0198
3 D(DEBT) -2.631712 0.0269
4 D(DOMSAV) 2.297796 0.0000
5 FDI(-1) 0.530235 0.7359
6 DEBT(-1) -2.818066 0.0898
7 DOMSAV(-1) 0.101282 0.2044
8 ECT(-1) -0.220549 0.0847

RZ =0.94; F stat = 58.22; Prob = 0.00

Source: Data processing

After obtaining the error correction term, we estimate the short-term ECM using the
ordinary least square method. Subsequently, the short-term regression coefhcient is obtained

(Equation 2), and the long-term regression coeflicient (Equation 8) is derived as follows:

ag = 8p/87 (4)
o] = (64+87) /167 (5)
o) = (65+87) /167 (6)
a3 = (6g+87) /167 (7)
The equation for the long-term relationship is as follows.

GDP =5.45x10'"-1,41 FDI -13.82 DEBT + 0,54 DOMSAV (8)

From a long-term perspective, FDI has a negative and significant relationship to GDP.
Foreign loan has a negative but insignificant relationship, and domestic savings has a positive
and significant relationship to GDP. Compared to FDI and foreign loan, domestic savings
positively and significantly affect economic growth. Strengthening the source of funding

(domestic saving) will affect the economic growth in Indonesia.

Discussion

The estimation results show that FDI has a positive and significant relationship to
economic growth in the short term. The findings are in line with the research conducted
in Pakistan (Javaid, 2016). Other studies have found that FDI positively and significantly
affects sub-Saharan countries’ economic growth in Africa (Rjoub, 2017). The positive effects
of FDI on economic growth are also observed in other Asian countries, such as Thailand (Roy
& Mandal, 2012) and Pakistan (Rahman & Shahbaz, 2011). FDI will increase employment,
especially for those who use relatively labor-intensive production techniques, in the short
term. In the long run, the direct effect of FDI on economic growth has a negative and
significant relationship. Several other studies have reported a negative relationship between

FDI and economic growth (Oteng-Abayie & Frimpong, 2006; Apergis et al, 2008). Almfraji
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and Almsafir (2014) found the relationship between FDI and economic growth is positive,
eventhough in some cases it is negative or even null. Abbes et al (2015) said that foreign

direct investment plays a very important role in economy, espically in developing countries.

This suggests that foreign investment packages offered to Indonesia, such as technology
transfer, increased capacity of managers in the country, and access to world markets, do not
materialize in the long run. This situation is challenging in the present context, especially
from a short-term perspective, because Indonesia still needs FDI. Nevertheless, FDI as a
component of capital inflows into Indonesia is a relatively stable capital low and has a small
risk compared to other capital flows, such as investment portfolio or foreign debt. FDI is
also less vulnerable to currency fluctuations (e.g., portfolio investments) or heavy interest

expenses (e.g., foreign debt).

Foreign loans is still often relied on to finance the development negatively affect the
economic growth in the short term. The findings of the present study are consistent with
those of several studies that suggest a significant negative relationship between external
debt and economic growth (Ezeabasili et al, 2011; Farhana, 2014; Zouhaier and Fatma,
2014; Ajayi and Oke, 2012). However, in the long run, external debt does not significantly
affect economic growth. This may be because the capital coming in through this loan is
largely in the form of physical value beyond control (possibly overpricing). The repayment
of debt and interest comes from the outgoing capital in the form of convertible currency.
The growth-promoting effect generated by foreign loans is possibly still smaller than the
growth-defeating effect that arises in the process. The receipt of foreign capital derived from
foreign debts can pose many long-term problems, both economic and political burden to
some developing countries, leading to a decrease in the level of well-being of citizens.
Therefore, developing countries should be able to balance the financing of development
both from outside and within the country through several measures, such as maximizing

domestic savings.

Domestic savings, which consist of short- and long-term government and community
savings, have positive and significant impact on economic growth. This finding indicates that
domestic savings play a bigger role than foreign financing, such as FDI and external debt.
This result is in line with the research conducted in Lean and Song (2009), which reveals
a significant relationship between savings and economic growth. The results support the
Harrod—Domar model, which proves that the savings rate positively or directly affects GDP
(Jagadeesh 2015). The key to improving sustainable economic growth and development in
Indonesia is the creation of domestic sources to save and capitalize productively. Domestic

savings should be allocated effectively and efficiently during development implementation.

Conclusion

From the results discussed in the previous section, several conclusions can be drawn:
First, foreign direct investment has a positive relationship in influencing economic growth
in the short term, but the effect becomes negative in the long term. Second, external debt

in the short term affects economic growth negatively, but the effect becomes insignificant in
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the long term. Third, domestic savings have a positive relation to economic growth in short
and long terms. Fourth, domestic financing affects economic growth more consistently than

foreign financing (foreign direct investment and external debt).

This result some policy recommendation: First, government should strengthen the
capital formation through domestic saving. Second, government should coordinate with
the monetary authority to make a condusive policy to increase the domestic saving. Third,

investment should be increase by the capital formation through domestic saving.
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