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Abstract: China has reported an unprecedented rise in foreign direct investment (FDI) flow since the country has
opened its door to the foreign investors. This FDI inflow has brought a positive and dramatic change in China’s
economy. The present study examines whether increased FDI inflow impacts a country’s economic growth and
development and whether higher financial risks reduces the FDI inflow. A quantitative data analysis technique,
especially SPSS, has been used to obtain data for the analysis of the correlation between the dependent and
independent variables. The dataset employed in these study spans from 1970 to 2011. The study results indicate that
increased FDI inflow positively impacts the economic growth and development of China. Moreover, the study
indicates that financial risks, such as inflation, negatively affect the FDI inflow. The study implication clearly states
that China should continue with the economic reforms to attract more FDI because of its perceived role in boosting
economic growth and development.
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1. Introduction reasonable profits to recover from the relatively high
The last three decades have seen a remarkable sunk costs of investing in a particular country.
rise in the inflow of FDI in China; this translates to Hornberger, Battat and Kusek (2011) further
robust economic growth and development in the contributed to this knowledge through a theoretical
country (Zhang, 2011). This rise in foreign investment proposition that countries with stable financial
has propelled China to acquire the second position, in systems present favorable investment destinations for
terms of the largest FDI recipient globally (Zhang, reputable MNCs. Using data from selected Chinese
2011). Additionally, the rise in the volume of foreign firms, Zhang (2011) affirmed that countries with
direct investment in China has significantly lower credit defaults, stable interest rates, and efficient
contributed towards the dramatic positive change in fina cial markets attract many potential investors in
the society as well as the economy. Accordingly, the the modern business world. Undoubtedly, the
planned economy of China has transformed into a effectiveness and stability of a country's financial
market-oriented economy. Notably, FDI has played a systems, and thus, volatility of the financial market are
central role both in funding local investments and pivotal for attracting FDI (He, Dong & Wenlang
driving productivity growth through the introduction Zhang, 2010). The present study explores the effects
of modern production techniques and management of financial risk on FDI in China. The topic therein is
skills. The success of the FDI commitment requires extremely interesting and important as there is a
proper functioning of the local financial systems, worldwide competition for FDI. However, the flow of
institutions, and instruments (Kitanov, 2010; Solomon, FDI is skewed due to differences in each country's
2011). FDI is sensitive to financial changes, especially commitment towards strengthening her financial
the short-run credits and asset investment. The systems (OECD, 2012). Considering the significance
increased investments have been considered crucial in of the FDI, it is imperative to explore the impact of the
the development and formation of the multinational financial risks on the FDI flow. This will compel the
corporations (MNCs) that play a major role in the Chinese economic policy makers to reform their
economic and political growth. Studies have economic policy so as to escalate their ability to
established different factors, such as political stability, attract more FDI.
government policies, and economic activities,
affecting the location for MNCs (Coy & Cormican, 2. Research Background
2014). Eicher, Helfman and Lenkoski (2011) argued The last decade has witnessed remarkable
that the productivity of a company is critical while changes in the global economy as capital movement
making an investment decision. This is because the across the countries continues to play a central role in
most productive companies are capable of making determining the economic growth. Undoubtedly,
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attracting FDI is growingly gaining prominence for
many countries, particularly those willing to boost
their economic growth and development. FDI is
considered to be critical in the establishment,
acquisition, and development of a stable and long-
term relation between different world economies
(Piteli, 2010; Chen, Ying, & Huiwen, 2011). This
section reviews literature related to ascertaining the
relationship between the FDI flow, financial risks and
the economic growth and development.
2.1 Foreign Direct Investment and the Economic
Development

Many studies: Brenkeviciute (2010) and Kitanov
(2010) have extensively explored the role of FDI in
the economic growth and development of a country.
Their findings indicated that positive FDI inflow is a
pre-requisite to economic growth and development.
Such sentiments have also been emphasized by The
Economist (2011) that asserted FDI inflow to be one
of the country’s critical economic performance
indicators. Barauskaite (2012) opined that investments
through FDI have an enormous impact on production
rate, gross domestic product, and the country’s
unemployment level. Zhang (2011) argued that the
inflow of FDI in China positively influenced the
country’s economic growth. He further highlighted
that since the “opening up policy” in 1978, China has
recorded an inspiring growth of approximately 9.5%
annually. He also contended that the FDI inflow in
China provides essential equipments, capital, and
technologies required to spearhead the economic
growth. In the 1980s, China’s foreign reserve was
extremely low and therefore, could not support any
substantial economic growth and development (Mah,
2010). This situation persisted until the middle of the
1990s when the FDI flow in the country grew rapidly.
The growth in the FDI witnessed a sharp rise in the
gross domestic product (GDP) from about RMB 696
million, i.e., approximately USD365 million, in the
year 1983 to more than RMB 300 billion, i.e., an
estimated USD 44 billion, in the year 2009. In 2006,
China’s foreign reserves surpassed that of Japan and
later became the largest reserves globally. Such
statistics clearly show that Chinese’s FDI flow has
grown significantly since 1983 (Zhang, 2011). Figure
1 displays the rise in the country’s GDP and the FDI
from 1983 to 2008.

3. Data Collection Methodologies
The two commonly used methodologies for
collecting the FDI data includes the secondary and the

73

primary data collection methodologies. The secondary
data, in this case, include the data used by the
researcher, which have been acquired from a variety
of external and internal sources. The major advantage
of primary data is that it is “first hand” collected for a
specific objective. In addition, the data are usually
pre-collected, and hence, no resources have been
devoted by the researcher. The major disadvantage of
this type of data is that it is time consuming, costly
and is less precise and reliable as compared to the
secondary data. In this study, the secondary data were
used for empirical as well as statistical analysis to test
the research hypotheses.
3.1 Data Source

The study utilized secondary data, specifically
the FDI, GDP, the inflation rate, and the openness of
the economy among other critical secondary
information used for the analysis. The data were
collected within the year range of 1970-2011, which is
exactly 42 years. The data used in this study have
been acquired from two major sources, including the
Chinese economic databases and the Urban Statistical
Yearbook. The Chinese Urban Statistical Yearbook is
a renowned statistical yearbook published annually by
the Chinese National Bureau of Statistics (NBS). It is
known for providing pertinent Chinese Economic data
that have been used in this study to test the stated
hypotheses.

4. Result And Discussion

A close look at the correlation output in Table 2
indicates the presence of a positive relationship
between the dependent variables—GDP, exports,
import and the ratio of the sum of both import and
export over the GDP and the FDI (independent
variable). However, there tends to be a negative
correlation between the variable inflation and the
latter. This means that an increase in the inflation rate
signifies that more foreign investors are edging out of
the country, translating to low FDI flow. Therefore,
based on the above correlation analysis, greater GDP
improves FDI flow while increased inflation leads to
reduced FDI flow.

The multiple regression output data shows R
value to be 0.519, which establishes a positive
relationship between the dependent and independent
variables in the model. The R-square value, 0.269,
shows that the independent variables in the model
predict 26.9% of the dependent variable (standard
error: 95373374448.433).
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Table 2: indicates the presence of a positive relationship between the dependent variables—GDP, exports, import and
the ratio of the sum of both import and export over the GDP and the FDI

[ Correlations |
TTTORTeS
IMPORTS+H EXPORTS/
. GDP |INFLATION | EXPORTS |IM PORTS | EXPORTS GDP FDI
GDP Pezrson 1 -300 086" 004" oa1%* A06™ 3527
Correlation
Sig. (2-tailad)f 0352 000 000 000 009 026
N 40 40 40 40 30 40 40
INFLATION  Pearson -300 -300 - 200 -315 027 _263
Correlation
Sig. (2-tailed 032 060 070 051 3460 0o
N 40 40 40 40 30 40 40
EXPORTS Pearson ogs™ -.300 oog*™* oo+ ATT 376"
Correlation
Sig. (2-tailed) 000 060 000 000 002 017
N 40 40 40 40 39 40 40
M PORTS Pezrson oo™ -200 oo™ oo 4547 375°
Correlation
Sig. (2-tailed) OO0 070 000 000 003 017
N 40 40 40 40 39 40 40
M PORTS+ Pearson oo1** _315 oot oot . A55*" 370
EXPORTS  Correlation
Sig. (2-tziled 000 051 000 000 004 020
N 30 39 39 30 39 39 30
M PORTS+ Pearson Aos* 027 477 454 455* . 376°
EXPORTS'G  Correlztion
DP Sig. (2-tailad
N
FDI Pazrson
Correlation
Sig. (2-tziled) 017 017 020 07
N 40 | 40 | 40 40 30 40 40

Table 3: The F (5, 33) value, 2.430 is statistically insignificant with Sig. value 0.56 being greater than the alpha

value of 0.05. This means that the above independent variables are unreliable predictors of the dependent variable —
FDL

Model Unstandardized Coefficients | Standardized t Sig.
Coefficients
B Std. Error Beta

38412007059 | 44524259064
(Constant) 056 507 .863 .395
GDP -.059 .053 -1.760| -1.112 274
INFLATION 5011226767. 288385350%2 -.288 -1.738 .092

223

EXPORTS -.220 242 -1.683 -909 370
IMPORTS 524 398 3.596 1.317 197
IMPORTS+EXPORTS/ | 13745833566 | 10709776072
GDP 9.701 8.463 i . e
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Table 4 shows that none of these variables seem to have a significant impact in predicting the variable FDI as all the

Sig.
Model Sum of df Mean Square F Sig.
Squares
11053558676 22107117352
Regression 34980300000 5| 69960600000 2.430 056"
00.000 0.000
30017065827 90960805536
Residual 14718600000 33| 80966000000.
00.000 000
41070624503
Total 49699000000 38
00.000

Table 4 shows that none of these variables seem to
have a significant impact in predicting the variable
FDI as all the Sig. values for the variables under
discussion turned out to be above the cut-off point of
0.05. Further interrogation on the impact of the
reliable variables was done by carrying a stepwise

multiple linear regressions. The obtained R value 0.37
indicates a positive correlation between FDI and the
predictor variable. R square value 0.137 shows that
13.7% of the variance in FDI score can be predicted
by the sum of imports and exports (standard error:
978855247.140).

Table 5: From the model, it is apparent that the sum of exports and imports could predict 2.6% of the FDI.

Model Sum of df Mean Square F Sig.
Squares
5618747473 56187474734
Regression 4893990000 1| 89399000000 5.864 .020"
000.000 0.000
3545187703 95815883864
Residual 0007590000 37| 88538000000
0000.000 .000
4107062450
Total 3496990000 38
0000.000
—FDI
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EXPORTS
— INFLATION
1.0E137 GDP
8.0E1 24
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4.0E129
2.0E12
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Figure 3: ARIMA Model for foreign direct investment
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Figure 4: shows that China has been experiencing a steady growth in FDI inflow over the period between 1976 and
2014 on looking at the fit values rather than the observed values.

The sequence chart below shows that China’s
GDP has experienced an enormous growth during the
years 1994 to 2014. This could be attributed to a
stagnant inflation rate, which was further enhanced by
the fact that China’s export had always been ahead of
the imports all over the years. FDI rose in the year
1995 and was at its peak within the year 1996 before
experiencing a slump. The same trend is evident from
the year 2003 to 2005.

The ARIMA model in Figure 4 shows that China
has been experiencing a steady growth in FDI inflow
over the period between 1976 and 2014 on looking at
the fit values rather than the observed values. It is
worth noting that this may be due to the influence of
GDP and imports and exports with an exclusion of
inflation rate, which seems to predict the growth of
FDI as confirmed by the stepwise regression analysis.
Based on this output, one can clearly conclude that the
rate of FDI will increase as much as the inflation rate
is kept at a constant (low), consequently attracting
more investors into China.

5. Conclusions

The first hypothesis was geared towards
determining whether the increased FDI flow impacts
the economic growth and development of China. With
respect to this research question, the study findings
demonstrated that an unprecedented rise in the
economic growth and development following the
implementation of the opening up economic policy
has significantly contributed to the economic growth
and development of China (Zhang, 2011). This was
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further confirmed by the statistical analysis, which
demonstrated the positive significant relationship
between FDI inflow and economic growth and
development. The second question examined the
impact of the financial risks on the FDI flow. The
study revealed that higher financial risks significantly
discouraged the FDI inflow. Coy and Cormican (2014)
concluded that higher financial risks such as the cost
of production discouraged the flow of FDI. The
increased cost of production that leads to low FDI
inflow has been confirmed by the statistical analysis
results, which showed a negative relationship between
FDI and inflation. The findings of this study imply
that countries willing to attract a considerable FDI
inflow should open up their economies, as well as put
in place the economic measures to ensure financial
stability (controlling inflation). The results also imply
that countries willing to boost their economic growth
and development must put in place strategies to boost
FDI inflow because high FDI inflow is linked to
robust economic growth and development.
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