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Abstract

Foreign Direct Investment (FDI) is said to boost the economic growth of the host country and FDI also is one of
the factors that contribute to regional disparities because FDI typically tend to focus on the areas that offer
economic advantages compared to those areas of backward regions. This study aimed to investigate the effect of
FDI on economic development and regional disparities in a globalizing economy of Malaysia. It explores the
proposition that regional disparities are linked to the FDI that come into the country. This study involved six
areas of the Northern, Central, Eastern, Southern, Sabah and Sarawak Regions. The variables used involved data
acquired from Bank Negara Malaysia Report, Ninth Malaysia Plan, Tenth Malaysia Plan, Labor Investigation
Report, Department Of Statistics Malaysia, Malaysian Investment Development Authority (MIDA) and
Economic Planning Unit (EPU) and the period covered was 28 years ranging from the year of 1980 to 2008. The
analysis was conducted using classical production function which explained output as function to capital and
labor and involved time series and cross section data which will be regressed with Least Square Dummy
Variables (LSDV) Regression Model and Random Effects Model. It was found that FDI is positive and
significantly related to GDP implying that FDI is enhancing economic growth and regions with higher level of
FDI tend to have higher GDP. Since FDI focuses on the developed areas especially the central, northern and
southern regions, thus this concentration will widen the regional disparities in Malaysia. These disparities has
brought about the imbalances between the society with regards to poverty, manufacturing activities and many
more.
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1. Introduction

Foreign direct investment (FDI) has grown dramatically as a major form of international capital transfer over the
past decades. It has become a major form of net international burrowing for Japan and the United States of
America (the world’s largest international lender and borrower respectively) (Frost, 1993). FDI also had
contributed much to the development of many developing countries (Athukorala & Menon, 1996; Aoki, 1992). It
is said that the entrance of FDI to one country allegedly will encourage more economic growth and cause
positive impact on that country’s progresses. However, some study found that this FDI is also one of the factors
which could contribute to disparities between one region to another. This is because FDI is usually more
concentrate to an area which offers economic advantages that have low production cost especially in regions
which are more developed. The growth effects of FDI may be constrained by the concentration of FDI in
relatively advanced locations (Aggarwal, 2005).

One of the advantages of foreign direct investment is that it helps in the economic development of the particular
country where the investment is being made. This is especially applicable for developing economies. During the
1990s, foreign direct investment was one of the major external sources of financing for most countries that were
growing economically. It has also been noted that foreign direct investment has helped several countries when
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they faced economic hardship (Economy Watch, 2010).

During the last fifty years, the government of Malaysia, through a series of five-year development plans has
implemented various policies and programs aimed at alleviating regional disparities and underdevelopment. The
purpose of the regional development in Malaysia was to mainly focus on reducing the large imbalances in social
and economic development among states in the country. To correct these imbalances is important because
according to Hill (2002), regional economic disparities hamper economic growth and that countries with a
relatively even spatial distribution of income are likely to grow faster. A whole series of factors are responsible
for the existence of regional inequalities. Among them may include labor migration, capital migration, trade,
interregional linkages, the ‘'non-economic factors’ and the central government policy.

Regional disparities as mentioned can be caused by many factors. Nevertheless FDI which has played very
important role in the shaping of the economy of many developing countries (Athukorala & Menon, 1996) has to
be analyzed. This study therefore aimed to investigate the effect of FDI on economic development and regional
disparities in a globalizing economy of Malaysia.

2. Literature Review

Theoretically, regional disparities can be caused by various factors, such as geographic differences, endowment
factors (eg, physical capital and human capital), factor productivity and regional development strategies. Overall,
any factors that could lead to regional differences in terms of economic growth may also play a role in the
regional income disparity. How then FDI can be involved in this scene? This is because FDI is often seen as a
key factor leading to the success in the revenue growth in most developing countries (UNCTAD, 2003). Does
FDI generate a host country's economy towards a more equitable or whether it actually causes the rich to be rich
and the poor becoming poor? It is especially important for its potential to transfer knowledge and technology,
create jobs, boost overall productivity, enhance competitiveness and entrepreneurship, and ultimately eradicate
poverty through economic growth and development” (UN, 2002, p. 5) However, the empirical evidence
supporting this view across developing host countries of FDI is weak at (e.g. Nunnenkamp, 2004)). Likewise,
earlier studies on India typically failed to find a robust and positive link between inward FDI and economic
growth, including Agrawal (2005) and Pradhan (2002).

Holger & Labonte (2011) however looked empirically at the implications that a country that implements new
protectionist measures may expect that this may result in lower foreign direct investment inflows into the
economy. Holger et al (2010) also analyzed how German firm decisions were affected by the liberalisation of
FDI regulations in India.

These questions are considered extremely important because the onset of massive growth in global FDI flows
during the 1990s. The views and opinions of FDI is disproportion-chain but different. There is a state that
globalization is driven by FDI, and trade will widen the gap between the poor and the rich (Mazur, 2000). While
the view from the other one is claiming that increased economic integration through FDI and trade for the past
two decades has been to promote equality in income and reducing poverty (Dollar & Kraay, 2002). There are
many studies that have focused on evaluating the role of globalization (Aghion & Williamson, 1998; Kaplinsky,
2000; Ram, 2003; Zhang & Zhang, 2003) and trade (Lawrence, 1996; Cline, 1998) in income inequality.

Based on the Report of the Ninth Malaysia Plan (Malaysia, 2006), the development gap between regions can be
identified by the State Development Composite Index (PFI), the Gross Domestic Product (GDP) and growth,
household income and poverty rates and the attractiveness of new investment in the manufacturing sector.
According to another report, the direction of investment flows were more focused on more developed states than
less developed states. More developed states like Selangor, Johor, Penang and Malacca still remains a prime
choice for local investors and foreign investors. For example, a total of 4807 approved manufacturing projects
during the year 2001 to year 2005 valued at RM132.4 billion. A total of RM73.6 billion or 55.6 per cent are
concentrated in Selangor, Johor, Penang and Malacca. The remaining 44.4 percent scattered in nine states and
two other federal territories. The pattern of development such as this truly reflects the disproportion (Economic
Council, February 2007; Hasnah Ali, 1992). This study was supported by Katiman Rostam (2001; 2007) who
also found that the states with competitive advantage and offer a variety of economic advantages over the
location of the focus of investors, particularly foreign direct investment. Since the 1970's, he found that more
developed states like Selangor have become the main investors and become more significant after 2001.

The increase in the number of projects and investment capital to more developed states, particularly the state
showed a significant concentration in industrial processes in the country. The study by H.Osman-Rani (1992) is
intended to describe and analyze the relationship between industrial growth, foreign investment and regional
balance in the Malaysian economy. He found that the development of industrial sector in Malaysia depends
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strongly on two closely interrelated factors: Foreign Direct Investment (FDI) and industrial areas, including the
Free Trade Zone (FTZ). The combination of these two factors are consistent and appropriate with the objective
of government policy to create new industries in the area and a broad strategy to reduce the concentration of
industry in an area and promote balanced regional development. Based on his analysis of foreign and domestic
investment data on manufacturing projects approved by the government in the state between 1980-1989 is
sufficient to indicate that the spread of FDI tends to result in disproportion to the broad region. At the end of the
study H. Osman-Rani found that FDI became part of the problem of disproportion region than to be part of the
solution to balance regional development.

Fazekas (2000), found that the distribution of FDI flows in the region was strongly influenced by the level of
education for the local population, the external effects agglomerasi city and the geographical location of a region.
FDI attracted to areas where unemployment rates are low and the level of good education and have a
geographical advantage, which is an increase in FDI will create job opportunities more widely. The analysis also
describes other foreign firms prefer to hire younger workers and workers in education. In addition, foreign firms,
it is not only labor and capital more productive but also try to increase the capital-skill matching between
modern technology and skilled labor (Fazekas & Kollo, 1999). Most analysis also agree that regions with higher
ratio of employment will achieve success in the labor market, but the study did not investigate the role of FDI
flows in explaining differences in regional labor markets (Foti, 1995; Hunya, 1997; Hamar, 1999).

Fleisher, Li and Qiang Zhao (2005) in their study found that FDI has a strong relationship on the growth of total
factor productivity (TFP), and FDI flows are also influenced by the level of infrastructure capital. Xiaolan Fu
(2007), in a study that says that FDI contributed significantly towards regional innovation capacity in China in
general. In addition, FDI is also positively on the efficiency of regional innovation. Increased innovation
capability will contribute to further regional economic growth for the region. May Wen (2005), found that FDI
flows to generate a demonstration effect in the market to identify areas for investment in fixed assets and the
location of industry. In addition, it also affected the region export and earnings growth in different region in
China since the second half of the 90's, which depends on the orientation, FDI in different regions. For example,
in east China, geographical advantage in exports attracted FDI flows and helps to promote exports. In contrast,
the negative impact of FDI flows in the middle of China on export orientation weakens the contribution of
regional income growth.

Many studies agreed that FDI has indeed contiributed towards the economic growth of many developing
countries. However Nunnenkamp (2004) and Agrawal (2005) for example found that the empirical evidence
supporting this view across developing host countries of FDI are weak. With regards to regional inequalities The
Schumpeterian growth model presented by Aghion et al. (2006) provides an explanation why more FDI may
promote growth in relatively advanced regions, while leaving growth almost unaffected in poorer regions. To
date, research that focuses on the impact of FDI upsetting the inequalities of income in the host country, whether
local or global level remains limited. This is especially true for Malaysia, whereby not much research in this area
of regional disparities has been done. Therefore the need for this study to be done.

3. The Study Area

Malaysian regions in this study consist of the following six areas:
* Central Region (Selangor, Malacca and Negeri Sembilan)

* Northern Region (Kedah, Perlis, Perak and Penang)

* Eastern Region (Kelantan, Terengganu and Pahang)

* Southern Region (Johor)

* Sabah

e Sarawak
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Figure 1. The regions in Malaysia

The distribution of the six regions is based on the geographical location and they also represent the different
levels of economic development. In general, the regions in the east coast that is Sabah and Sarawak are
underdeveloped areas compared to the states in the peninsular Malaysia. The three other areas of the central,
southern and eastern regions are more prosperous. These differences in their levels of development may be due
to many reasons of which FDI could be one of the main ones.

Widening the development gap between regions in Malaysia, is said to be closely related to the policies and
industrial strategies implemented around the early 1970s. Especially after the federal government implemented
the Free Trade Zones (FTZ) in the Federal Industrial Development Authority (FIDA) in 1971. The existence of
this trade zones have attracted the interest of local investors and foreign investors to invest in industrial areas
which are mostly located in more developed regions such as the Central Region.

Table 1. Summary data total employment, total domestic investment and foreign direct investment amount from
1980 to 2008

Region Number of Total domestic Total foreign
Employment investment investment
Value Share Value Share Value Share

Central region 845049 33 8.3414E+10 31 9.307E+10 31
Northern region 713167 28 6.0832E+10 23 8.708E+10 29
Eastern region 181933 7 4.4293E+10 17 4.201E+10 14
Southern region 534531 21 2.5055E+10 9 5.446E+10 18
Sabah 129962 5 1.999E+10 8 6.94E+09 2
Sarawak 135237 5 3.1747E+10 12 1.997E+10 7
Total 2539879 100 2.6533E+11 100 3.035E+11 100

Table 1 shows the contributions of domestic investors and foreign investors in Malaysia starting from 1980 to
2008 based on the total amount of capital investment and employment. Overall, the Central Region which
consists of the states of Selangor, Federal Territory of Kuala Lumpur, Malacca and Negeri Sembilan is the largest
recipient in the total domestic investment, total FDI and total employment. Northern Region is the second largest
recipient of all the three aspects and was followed by the Southern Region, Eastern Region, Sarawak and finally
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the Sabah region. According to Table 1, the share of foreign direct investment, domestic investment and the total
employment accepted by the Central Region for the period 1980 to 2008 was the highest recorded at 31 percent,
31 percent and 33 percent respectively.

Sabah and Sarawak were clearly left behind in every aspects with the least share of employment, domestic
investment and foreign investment.

4. Methodology
4.1 Research Design
1) Sample

The data used in the empirical analysis were collected from various primary data sources such as Bank Negara
Malaysia Report (BNM), Ninth Malaysia Plan (RMK-9), and Labor Investigation Report, Department Of
Statistics Malaysia, Malaysian Investment Development Authority (MIDA) and Economic Planning Unit (EPU)
from 1980-2008 (Malaysia 2001; Malaysia 2005a; Malaysia 2005b; Malaysia 2005¢; Malaysia 2006; Malaysia
2011; MIDA 2004; MIDA 2006). The data comprised every state in the particular region with the following
categories:

o Central region: States of Selangor, Melaka and Negeri Sembilan
¢ Northern region: States of Perlis, Kedah, Perak and Penang
e Eastern region: State of Kelantan, Terengganu and Pahang
e Southern region: States Johor only
e Sabah region: State of Sabah only
e Sarawak region: State of Sarawak only.
2) Dependent variable

KDNK
3) Independent variables

FDI

PDI

L
4.2 The Models

This study will involve time series data and cross-sectional data (data panel) namely data for the 6 mentioned
regions within the period of 27 years. This analysis will apply the classical production function describing the
output as a function of capital and labor. The function will be estimated by applying Fixed Effects Model or
Least Square Dummy Variable (LSDV) Regression Model and Random Effects Model. The basic production
functions used are as follows:

Ln(KDNK);, = By + BiLn(PD); + fo(FDI) + BsLn(Li) + i (1)
Where;

KDNK = Real Gross Domestic Product

PD = Domestic Investment

FDI = Foreign Direct Investment

L = Labor (number of workers employed)

p = Stochastic error
1) Fixed Effects Model

To measure the variation for the impact of FDI on the various regions, dummy variable (D) will be used between
regions of Central, Southern, Eastern, Northern, Sarawak and the Sabah Regions. In particular Least Square
Dummy Variables (LSDV) Regression Model is employed. Sarawak Region is used as the bench mark. The
LSDV regression is ordinary least squares (OLS) with dummy variables. LSDV is widely used because it is
relatively easy to estimate and interpret substantively. With the inclusion of dummy variable representing the
various regions, the regression model would be as follows:
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Ln KDNK;, = B, + B; LnPD,, + B> LnFDI, + B; DFDIA, + B, DFDIB;, + Bs DEDIC;, + s DFDID,, + 8, DFDIE,

+ BrLnLi + pi (2
With;
DFDIA; = 1 Central region, 0 others
DFDIB;, = 1 Northen region, 0 others
DFDIC;; = 1 Eastern Region, 0 others
DFDID;; = 1 Southern region, 0 others
DFDIE;, = 1 Sabah region, 0 others
And therefore,
Bo = Intercept for Sarawak Region
B; = Intercept for Central Region
Bs = Intercept for Northern Region
Bs = Intercept for Eastern Region
Bs =  Intercept for Southern Region
B, = Intercept for Sabah Region

2) Random Effects Model (REM) or Error Components Model (ECM)

the second model that will be used is Random Effects Model which is also known as Error Components Model
(ECM). The specification of the model is as follow:
Ln(KDNK); = fy + vic + BiLn(PD); + Bo(FDD; + BsLn(L)y + pi= o + BiLn(PD); + Bo(FDD); + BsLn(L)y + wi,
3)
Taking into account all the usual assumptions made by ECM, the above model is estimated using Generalized
Least Squares (GLS)
5. Results and Discussions

The regression results of panel data are reported in Table 2. Model 1 correspond to None-Effect Regression
Model while model 2 and model 3 correspond to Cross-Section Fixed Effects i.e least-square-dummy variable
(LSDV) model and Cross-Section Random Effects Model respectively. The models are estimated using a panel
of 14 states grouped into 6 regions for the period of 1980-2008.
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Table 2. Panel data regression results (Unbalanced data)

Model Model 2:Cross-Section Fixed Model 3:Cross- Section Random
1:None-Effect Effects Effects
c 17.23708 15.53675 17.23489
(9.920542) (8.079136) (5.080613)
-0.145010 -0.494754** -0.011443
LNG
(-1.177218) (-2.736259) (-0.045716)
-0.067604 0.162625 -0.180030
LNPD
(-0.519047) (1.204308) (-0.691500)
0.418691*** 0.4277503%** 0.473855%*
LNFDI
(3.995605) (4.168920) (2.286804)
0.016024
DCent - -
(0.907078)
0.046476
DNort - -
(1.058423)
-0.031653**
DEast - -
(-2.224096)
0.038779
DSouth - -
(2.253383)
0.046460%**
DSabah - -
(2.765964)
R’ 0.304433 0.495835 0.136057
F 11.08779 8.729711 3.989572
P 0.000004 0.000000 0.010758
DW 1.060379 1.12055 1.075147

Note: *** significance levels at 1 percent
** significance levels at 5 percent

* significance levels at 10 percent
C Constant

LNG Labor

LNPD  Domestic Investment
LNFDI Foreign Direct Investment
DCent  Central Region

DNort  Northern Region

DEast  Eastern Region

DSouth Southern Region

DSabah Sabah

R2 Regresion
F F-statistic
Probability

DW Durbin Watson

To test the best model between the "fixed and random effect”, we use the Haussman test (see Table 3) on the
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model of "random effect". The test results found that the null hypothesis for model "random effect" was rejected
at one percent confidence level (P> 0.1%). This finding shows that the regression model "fixed effect" by using
the GLS is relatively good in explaining the research under review compared with model "random effect".
However, Random Effects Model can also be used since it is significant at 1%.

Table 3. Hausman test for random effects model

Tested model Chi-Sq.Statistic F Statistics

Random Effect Model 1.881488 1.734070

Based on P value as shown in Table 2, Fixed Effects Model is the best followed by Non-Effects Model and
Random Effect. According to Table 2, the FDI variable shows a consistent positive and significant effect on GDP.
For the case of Non-Effect and Fixed Effects Model, FDI is significant at 1% level of confidence effect on
economic growth. But it is significant at 5% for the case of Random Effects Model. The value of coeficient of
0.4277 imply that one per cent increase in FDI, would increase GDP by 0.43 percent. This finding is consistent
with the findings obtained by Holger and Frances (1997) who found that the role of FDI has helped to improve
the Irish economic growth. This study was supported by William and McLeod (1998) who also found an increase
in foreign direct investment equity to GDP. Huang, Shuo (2009) also found that FDI has a positive and
statistically significant impact on economic growth. It is also significant and positive relations to changes in
GDP.

The important implication from the impact of positive and significant value of FDI on GDP showed that if the
value of FDI is high, the GDP is also high. As such any areas that receive high FDI will lead to higher economic
growth. Normally, FDI is usually focused to developed areas, especially the central, northern and southern
regions, as shown in Table 1 based on the value of percentages share of FDI. It means that development in these
three areas will rise higher than three other areas of the east, Sarawak and Sabah which has received a small FDI.
Thus, FDI in Malaysia will increase the imbalance of regional economic growth, especially between the central,
northern and southern regions compared with the others.

Domestic investment (LnPD) also shows a positive relation to GDP, but not significant. As with FDI, the
disproportion in the distribution of domestic investment also contributed to regional income disparities. While
total employment in local and foreign companies showed a negative significant relationship in explaining the
relationship between the GDP variable. Meanwhile, domestic investment is not significant but it still has positive
relationship with the GDP after considering the regional dummy variable.

The employment variable show a negative significant relationship with the region's GDP. This means increasing
in labor will reduce economic growth. Therefore, the region that emphasized in labor intensive showed a low
levels in development. Generally, the developed areas such as central, northern and southern regions are focus on
capital intensive while the underdeveloped areas such as Sabah, Sarawak and the eastern region are more
intensive in labor. This will bring a gap because the developed areas will become more developed while the
underdeveloped areas will continue to decline with regards to development. Thus, the differences in capital and
labor intensive industries between regions will bring more unequal development and widen the regional
disparities.

Today, foreign investments in Malaysia originate from all over the world. Their range of operations have spread
rapidly from plantation crops and tin smelting to finance, manufacturing and a broad range of service activities.
Their scale of operations, their control of technological and marketing information and their ability to operate in
foreign countries have given them a a peculiar strength in Malaysia’s globalizing economic development and
international relations. Broadly speaking, according to Ragendran (2002), FDI in the context of Malaysia’s
globalizing economy has been a relatively successful experiment.

6. Conclusions

Studies on the effects of FDI on regional disparities in the host country are very exciting and there was an
increase in the number of empirical and theoretical research on these lately. The regression results showed that
there was a strong effect of FDI on economic growth in the Central Region (DFDIA) and Southern Region
(DFDID) and very weak in the Eastern Region (DFDIC), Sabah (DFDIE), and Northern Region (DFDIB). In
conclusion, the investment climate in the Central Region and Southern Region, or in the Northern Region is
better developed than in the backward regions such as Eastern Region, Sabah and Sarawak. Inequalities between
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the regions is something that can not be avoided during the process of economic development, particularly for
developing countries. Therefore, the equality and efficiency of regional development are two major issues faced
by the government. Therefore, the government should give special attention to the development of regional
disparities. Ongoing efforts to diversify the economic structure of less developed regions should be implemented
immediately so that the gap of imbalances between regions can be reduced.

The presence of these foreign investors and reviewing the areas that have the potential to become the industrial
centers are their targets of investment and offer opportunities for local people to provide services and is involved
in the industrial sector. The importance of this industry will be introduced as the commercialization of an area
and be a center to communicate with other areas. Of course the presence of foreign investors will help to
increase the range of utilities such as water, electricity and a central dispersion of the surrounding area. Gross
domestic product of a strong and stable country to help other agencies and perhaps to open a new industry. This
is because the countries involved in the war and the poor will certainly not be able to return to overseas investors
to set up new industries. Meanwhile countries with low GDP would find it difficult to help the local
entrepreneurs to open up industries. They are not able to provide assistance and finance the entrepreneurs to
compete and started to participate in any industry.

In addition, labor intensive is likely to widen the disparities in which developed regions with capital intensive
will developed faster compared to the underdeveloped regions with labor intensive.
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