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Abstract

The objective of this paper is to examine the causal relationship of foreign portfolio inflows and economic
growth for two Asian economies, i.e. China and India. We have used Granger causality test for both countries’
data ranging from 2001 to 2013 and concur with the findings of Durham (2003) and Duasa and Kassim (2009),
i.e. there is no direct causality between foreign portfolio inflows and economic growth. Our results also suggest
an indirect relationship between foreign portfolio inflows and economic growth of China and India.
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1. Introduction

With the rapid globalization and financial integration, foreign investment has undeniably become significant for
both developed and developing economies; it is classified into two categories, namely foreign portfolio
investment (FPI) and foreign direct investment (FDI). By and large, bilateral and multiple agreements among
nations bring the cross-border investments. FPI is helpful to increase the depth and breadth of secondary market
and enhances the market efficiency in developing nations. Since capital markets have become more advanced
and the global liquidity is channeled through local markets; with increasing demand of foreign investors, the
price earnings ratio increases in the host country and companies are able to raise capital at low cost.
Consequently, low cost of capital enables the local companies to expand and diversify their production and leads
towards GDP growth.

Apart from its contribution through market efficiency, FPI helps to finance the deficit of balance of payment and
preserve the foreign currency reserves. As a result, the country can easily borrow funds from international
financial institutions to stimulate its economic growth. FPI also plays an important role in promoting new
companies, especially at the time of initial public offerings; ultimately these companies contribute towards the
GDP.

FPI is a passive investment by overseas investors in shares, debentures and other financial assets. These
investors are normally less informed as compared to FDI investors and do not take active part in the management.
The primary concern of foreign investors, behind investment in any country, is to earn more and diversify risk.
Therefore, economic growth is an essential factor to attract foreign investors. Rapid growth of an economy
indicates smooth working of political and financial system of the country. Transparency in the stock market and
good governance leads towards economic stability and an increase in GDP growth; during such period,
corporations normally earn more profits and are able to pay more dividends. Thus, higher GDP growth results
into higher amount of FPI inflows. Besides economic growth, better investor protection and suitable
macroeconomic fundamentals applied by the emerging market economies (EMESs) urge the foreign investors to
invest confidently.

Over the last two decades, capital flows towards EMEs were the result of financial integration between the
developed and developing nations. As described by Humanicki, Kelm & Olszewski (2013), the capital inflows
towards EMEs were rather low during 1980s and early 1990s but grew rapidly in the mid-1990s. This change
was triggered by a number of factors, e.g. expected profitability, lower risk and the worldwide environment shift
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regarding investment in EMEs. The hopes for relatively higher rate of return and the strong output growth of
EMEs were the pull factors behind the scene. Moreover, loose monetary policy in the developed countries and
the lower expected rate of return on financial assets added fuel to fire, and worked as push factors in the capital
shift to developing countries.

With the aforementioned shift of capital, portfolio equity inflows had many positive effects on the recipient
countries’ economies, but at the same time, they have been blamed for the Mexican and Asian financial crisis of
1997. The sudden shift of foreign portfolio inflows can imbalance the potentially strong economies; therefore,
Malaysia employed the capital controls in 1998 to stabilize its economy after crisis and various other nations also
introduced capital reforms (Duasa & Kassim, 2009).

Taking into consideration the Asian financial crisis of 1997, economic growth and global market share of China
and India, it is useful to study the causality between foreign portfolio inflows and economic growth. Since both
nations are among the leading economies in Asia and rivals to each other, our findings can be useful for other
developing countries in the region. This study is split up into four sections. After a brief introduction and
background of the topic, the existing literature has been reviewed. The next part comprises of statistical analysis
of different variables related to the topic. Lastly, in the light of our findings, concluding remarks have been made
along with implications for concerned authorities.

2. Literature Review

In the recent decades, financial integration, open markets and liberal trade policies are presumably very attractive
for the foreign investors and have urged them to invest around the world. Foreign capital has been meeting the
financial demands of developing countries in different forms; these forms are loans, official development
assistance (ODA) foreign direct investment (FDI) and foreign portfolio investment (FPI). A major part of FPI has
been flowing to the East Asia, Pacific and Latin America. USA and some European countries are the major
investors in portfolio equity abroad.

The relative attractiveness of developing countries varies in terms of FPI inflows. Saudi Arabia is attractive for
the USA and Japanese investors; Iran is a favorite destination for the Canadian, French and Italian investors, and
Turkey attracts German and British investors. While diversifying asset portfolios, distance is also a hindrance in
allocating the investment abroad and it affects FDI more than FPI. On the other hand, it exerts a similar impact
on FDI and FPI in case of mergers and acquisitions, which is consistent with the fact that both are financial
transactions with different ownership thresholds (Agarwal, 1997; Hattari & Rajan, 2011; Abid & Bahloul, 2011).

The existing literature on capital flows mainly focuses on the nature, behavior of foreign investors and contagion
effects of foreign capital during a financial turmoil. Foreign investors generally invest in the form of FPI and
FDI; the former is more volatile than the latter and investors more likely to receive liquidity shocks prefer FPI
over FDI abroad. However, transparency and corporate governance in both capital markets can sometimes
reduce the volatility differences between both investments. In developing countries, the ratio of FDI’s volatility
to other long term investments is smaller than the developed countries. Sometimes mass inflows of foreign
investment turned out to be a catastrophe instead of a blessing.

It is generally believed that the benefits of foreign capital flows, especially FPI, are less than their cost. FPI and
other foreign investments (OFIs) have no significant impact on growth and some results suggested that, OFIs
have a negative impact on growth. Sudden shifts of international capital flows are credible evidence to the notion
that financial liberalization was the culprit for the Asian financial crisis. Apart from unsustainable policies of the
recipient countries, foreign portfolio investors were one of the main causes of this crisis. Domestic and
international crisis can also interrupt the capital flows to a country; it occurred in Turkey when FPI inflows were
strongly affected by the crisis of 2000 and FDI was strongly hit by the crisis of 2005-06 (Errunza, 2001;
Goldstein & Razin, 2002; Durham, 2003; Lajuni, Ooi, & Ghazali, 2008; Uctum & Uctum, 2011).

The current literature contains findings about foreign institutional investors (FIls). Batra (2003) described that
although Flls involve in herding, no evidence is found that they are involved in destabilizing the Indian market.
According to Karolyi (2002), foreign investors aggressively purchased Japanese equities during 1990s and it
reached up to 12% of the total equity by 1997. Before and during the Asian financial crisis of 1997, foreign
investors’ feedback was positive and stronger than the domestic investors in Japan. However, foreign investors in
Taiwan involved in herding and withdrew their investment during the recession; as a result, the domestic
investors performed well for the economy (Chun, 2013).

Previous studies, e.g. Knill (2005), Duasa and Kassim (2009), Boubakri et al. (2013) and Todea & Plesoianu
(2013), are evident that foreign capital exerts both positive and negative impacts on the economy, but findings
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are not robust for all components. Economic growth of a country is a major pull factor to attract and retain the
portfolio investors; a sound economic and political system is also very helpful to gain the foreign investors’
confidence. Significant GDP growth and stable economic conditions are helpful to attract the new foreign
investments and retain the present investors, but FPI does not contribute significantly towards GDP growth.
Privatization also contributes significantly towards attracting FDI; however, its relationship with FPI is not that
robust. FPI is an additional source of financing for small firms; although these flows are not harmful all the time,
but it can hinder the growth of firms in a financial crisis. Regardless of short or long term dependence, there is a
strong relationship between market efficiency and FPI which ultimately leads to economic prosperity.

2.1 Research Gap

The previous studies provide strong support to the argument that foreign capital inflows are necessary
characteristic of the modern open market economy; particularly, emerging economies attracted an ample amount
of capital since last couple of decades, but most of the work only focused on the instability and reversal effects
of short term capital flows and associated these flows with turmoil.

2.2 Contribution of the Paper

Our work contributes to the literature by addressing the causal relationship of GDP and FPI. Since no previous
study has focused on the comparative study of India and China, we aim to fill this research gap because China
and India are Asian giants and both are ranked among the world fastest growing economies. Above all, both
countries are competitors in the world market and enjoying a remarkable growth since the last decade. We have
applied pair-wise causality to study the causal relation of both countries.

2.3 Theoretical Background

Increased integration among the financial markets has changed the horizon of investment opportunities and
globalization has enabled the investors to have larger access to financial markets for portfolio investment.
Investment theories including modern portfolio theory and capital asset pricing model demonstrated the benefits
of portfolio and encouraged investors to hold the most diversified portfolio possible. Potential benefit from the
growth differential of various countries is an important attraction for investors. Generally speaking, the growth
rates of the developed countries are slower than the emerging ones, which attract more amounts of flows from
overseas to take advantage of this differential. Nevertheless, given the fact that economies follow different cycle,
investors prefer to invest in the less risky financial markets (Noman et al., 2015).

Because of its essential attributes of risk sharing and provide new source of funding, FPI emerged as an
important alternative for highly indebted countries since 1980s. The transmission mechanism between FPI and
GDP has been summarized in the previous studies, e.g. Errunza and Losq (1985), Obstfeld (1994), Errunza et al.
(1998), Levine and Livine (2000), Errunza (2001), Perotti and Van (2001), Abdalla and Dafaalla (2011) and
Todea and Plesoianu (2013). FPI can influence domestic growth through its contribution in developing the local
financial markets. In fact, there are a number of interrelated and reinforcing factors in this regard. FPI initiates
informational, regulation and institutional changes because foreign participants demand timely quality
information and minority right protection, as well as adequate trading and market regulations; it improves the
quality and efficiency of financial sector and helps to boost up the domestic economy.

Active participation of foreign investors inculcates confidence among the local investors and market becomes
more active to support policies and reforms. Liberalization of market is a signal of government commitment to
market reforms, this will be helpful to strengthen trust between government and local investors and they will
more actively participate in economic activities. Increasing market participation will also positively affect
economic growth. Furthermore, FP1 can promote free market culture in emerging markets by playing a
disciplinary role, demanding managerial performance and monitoring activities. This will improve the
shareholder value in domestic market. Capital market development, increased liquidity and better information
flow will improve access to foreign exchanges and possibly reverse the capital flight. So, the contribution of FPI
to market development, capital flights and potential taping of foreign savings, all contributes towards resource
mobilization. However, FPI can also serve as complementary to foreign debt finance and increase the quality and
quantity of international borrowing on national level. The ultimate result of all improvements is the economic
uplift of country.

Integration among global markets, increased investment opportunities and active participation of foreign
investors help domestic investors to hold well diversified portfolio. International risk sharing would allow them
to reap the significant welfare gains because subsequent portfolio flows and expected returns would depend on
global risk. This proposed to be less than domestic risk because of integration benefits. Hence, expected cost of
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capital will decline because of globalization. In addition, FPI will necessitate the development of various
economic aspects including institutions, services, staff trainings and transfers. This will help investment banks to
start joint venture or formed subsidiaries to serve domestic market.

To conclude the discussion, FPI can be influential to GDP growth by improving capital market development,
enforcing the betterment of institutions, information, regulations, contributing to market growth and investor
confidence, resource mobilization, reducing cost of capital and increasing welfare of investors by providing them
diversification opportunities. Also, because of volatile nature extent and nature of relation varies depending upon
local financial structure and policies. Although, Bekaert & Harvey (2000) explored that popular beliefs regarding
destabilizing influence of FPIs on local markets seems unwarranted, but nevertheless this cannot be ignored.
Hence, empirical analyses are required to identify the impact of FP1 on economic growth for India and China.

3. Methodology and Results
3.1 Data and Variables

The data set consists of annual observations of GDP, FPI, FDI, exchange rate and openness of country from 2001
to 2013. GDP data is collected from the World Bank. The source for FDI and openness data is United Nation
Conference on Trade and Development UNCTAD, and consists of total FDI inflows. The level of openness is
measured by exports and imports as suggested by Kyrkilis and Pantelidis (2003). FPI data are collected from the
Coordinated Portfolio Investment Survey (CPIS) of International Monetary Fund (IMF). The survey collects
information on cross-border portfolio investment directly from the reporting country. While, Exchange rate data
is also collected from International Financial statistics, IMF. The relationship between FPI and GDP is
influenced by FDI.

In literature, studies like Durham (2004), Baharumshah and Thanoon (2006), Balakrishnan et al. (2012) and
Reinhardt et al. (2013) suggested the positive impact of both type of investment on economic growth. The
relationship between liberalization and growth has extensive amount of investigation. The mechanism through
economy openness generates positive impact on country suggested that, financial liberalization directly
encourages inflow of capital. Financial liberalization also has an indirect effect on growth. By strengthening and
fostering development of the domestic financial sector through imposing discipline on macroeconomic policies,
it can lead to a more stable macroeconomic environment (Mirdala, 2006; Ahmed, 2010). FPI investors are
basically speculators and take the advantage of market differentials in shape of growth, exchange rate
fluctuations and other market differentials. Hence, exchange rate, Openness, FDI are used as control variables of
our analyses.

The variables used in our analyses are abbreviated as follows:
GDP=  Gross domestic production {Dependent Variable}

FPI =  Foreign Portfolio Investment {Independent Variable 1}
FDI =  Foreign Direct Investment {Independent Variable 2}
OP = Openness of Economy {Independent Variable 3}
ER = Exchange Rate {Independent Variable 4}

The following hypothesis will be tested at 5% level of significance:
Ho = FPI has no significant causal relationship with GDP

H; = FPI has significant causal relationship with GDP

3.2 Statistical Analyses

Our analyses consist of Granger Causality Test, which is based on the fact that future cannot be a reason of the
past; however, the past can cause present or future. Statistically, if the past values of a variable Y significantly
contribute to forecast the values of a variable X, then Y is said to Granger cause X. Therefore, by analyzing the
past values of variables, we can determine the impact of FPI1 on GDP and vice versa. One-way causality between
GDP and FPI can be described by four ways. If the estimated coefficients of FPI are statistically different from
zero and the set of estimated coefficients of GDP are not statistically different from zero, then there is a
unidirectional causality from FPI to GDP; and the opposite of this indicates unidirectional causality from GDP to
FPI. When a set of coefficients of both variables in both regressions is statistically different from zero, the
relationship is termed as bidirectional causality. Finally, when coefficients are not significant, it means no
causality exists between both variables.

Our concern in this study is about FPI and GDP of China and India. Both variables can either influence each
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other or in a one way relationship. GDP is a basic element of observing performance, stability and future of the
economy. Investors are concerned about safety of funds and their willingness is also driven by higher earnings
expectations. GDP growth somehow insures investors that they can safely diversify their funds. On the other side,
foreign capital bridges the investment gap for established and newly established corporations enhance market
efficiency, and all these sectors contribute towards economic growth.

4. Findings and Discussion

The concept of stationary and non-stationary is important. A stationary series has a constant mean, variance and
auto-covariance for each given lag. Many factors, as mentioned by Abdalla and Dafaalla (2011), can make a
series non-stationary. These factors include seasonal factors, trends, and shocks and so on. All these factors
should be separated from time series for correct evaluations. One of the methods to evaluate stationary or
non-stationary series is Dickey-Fuller Test, but if disturbance term contains autocorrelation, DF test is invalid.
PP test is robust in dealing with general form of Heteroskedasticity. We have used Augmented Dickey-Fuller test
and Phillips-Perron test for unit root analyses. Following are the results of both tests:

Table 1. Unit root test for China

Augmented Dickey-Fuller (ADF) Test

Phillips-Perron (PP) Test

Variables . . . -

ADF test statistic Critical value PP test statistic Critical value
ER -3.31 -1.97 -2.90 -1.97
FDI -4.56* -3.21 -9.39* -3.17
FPI -3.70* -3.21 -6.41* -3.17
GDP -4.07* -3.21 -3.19* -3.17
OP -3.40* -3.21 -5.54* -3.17

Source: Authors’ analyses in Eviews.

Notes: 1. Significance level is 5 per cent.

2. (*) means stationary of order | (I).

3. Both tests include intercept, except ER.

Table 2. Unit root test for India

Augmented Dickey-Fuller (ADF) Test

Phillips-Perron (PP) Test

Variables — " . -

ADF test statistic Critical value PP test statistic Critical value
ER -7.39** -3.25 -3.59* -3.17
FDI -3.71* -3.17 -3.71* -3.17
FPI -5.22* -3.17 -6.40* -3.17
GDP -4.12* -3.17 -3.73 -3.14
OoP -3.90* -3.21 -5.77* -3.17

Source: Authors’ analyses in Eviews.

Notes: 1. Significance level is 5 per cent.

2. (*) means stationary of order I (I); (**) means stationary of order I (Il).
3. Both tests include intercept.

The above-given results of ADF and PP test in table 1 and 2 depict that OP, FDI, FPI and GDP of China and
India are stationary at first difference with intercept included for both PP and ADF tests. In case of china, ER is
stationary at level without intercept. Since all variables are stationary, at 5% of significance their data is reliable
for further tests. Following are the results of Granger causality test:

Table 3. Granger causality test for China

Pairs for Causality Test F-Statistic Probability Causal Relationship
GDP —FPI 0.99 (0.42) No
FPI—>GDP 3.037 (0.12) No
FDI —>FPI 6.14 (0.035) Yes
FPI—>FDI 6.44 (0.032) Yes
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OP —>FPI 6.74 (0.029) Yes
FPI—>OP 572 (0.040) Yes
ER —>FPI 072 (0.52) No
FPI—ER 11.59 (0.008) Yes
FDI —>GDP 1.40 (0.31) No
GDP —>FDI 578 (0.047) Yes
OP —>GDP 761 (0.027) Yes
GDP —>OP 20.47 (0.002) Yes
ER—>GDP 2.46 (0.16) No
GDP —ER 14.24 (0.005) Yes
OP —>FDI 0.16 (0.85) No
FDI—>OP 3.18 (0.11) No
ER—>FDI 0.83 (0.47) No
FDI—>ER 0.80 (0.48) No
ER—>OP 043 (0.66) No
OP —>ER 0.46 (0.65) No

Source: Authors’ analyses in Eviews.

The empirical results reported in Table 3 show that there is a bidirectional relationship between FPI and FDI of
China i.e. FPI granger causes FDI and FDI granger cause FPI. Significant causal relationship between GDP and
FDI of India also portrays the same but an indirect relationship among GDP and FPI (i.e. GDP => FDI => FPI).
On the other hand, no direct relationship has been discovered between GDP and FPI. Our results are based on
strong economic rationale. During the last two decades China and India have made significant strides in
economic growth and market development for promoting international business environment. Between 2005 and
2007, about 28 percent of global foreign direct investment (FDI) inflows went to the developing world. In 2006,
China received USD 69 billion or 5.3 percent of global FDI inflow. China’s position as the largest recipient
among developing countries has continued since the early 1990s, and thus it is not surprising that FDI is strongly
influential on developing countries (UNCTAD, 2007; Ramasamy & Yeung, 2010).

China’s breathtaking development over the last three decades the scope, size and the rates of growth of both
these economies has inspired the whole world. At present, China is significantly ahead of India in all defined
merits; average annual growth, foreign investment and measures of society welfare as well (Kalyanaram, 2009).
All these factors are an indicator of economic progress and stability; this in turn attracts both long and short term
foreign capital flows. There is a two way causal relationship between FPI, openness and openness to GDP. This
indicates that the foreign trade is strongly influential on both GDP and FPI. Trade links with the international
community enhance knowledge and management skills of home country and enables them to reduce cost of
capital by enjoying economies of scale. Growing production uplifts the economic growth, productivity and
domestic investment and attracts foreign investors to come and invest for long and short run.

One way causality from FPI to exchange rate indicates the control measures to safeguard economy from
speculative effects of FPI. Since 1994 China pegged its RMB with USD and adopted fixed exchange rate regime,
which encourage FPI investors. As a control measure China appreciated RMB as a protection from speculation
and inflation effects. There is always a tradeoff to control inflationary pressure because currency appreciation
increases export price and affect international trade. Foreign trade is an integral part of Chinese economy circle
around import exports. Exchange rate GDP unidirectional causality indicates relevant adjustments in terms of
appreciation or depreciation of currency. Hence, movement of GDP leads to fluctuations in exchange rate.
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Table 4. Granger causality test for India

Pairs for Causality Test F-Statistic Probability Causal Relationship
GDP —FPI 0.24 (0.62) No
FPI —> GDP 0.46 (0.51) No
FDI —>FPI 5.86 (0.038) Yes
FPI—>FDI 13.18 (0.0054) Yes
OP —FPI 1.94 (0.19) No
FPI—>OP 18.10 (0.0021) Yes
ER —>FPI 1.18 (0.30) No
FPI—ER 6.54 (0.030) Yes
FDI —> GDP 9.75 (0.99) No
GDP —FDI 6.12 (0.035) Yes
OP — GDP 0.25 (0.62) No
GDP —OP 23.69 (0.0008) Yes
ER —> GDP 0.0004 (0.98) No
GDP —ER 1.016 (0.33) No
OP —FDI 0.34 (0.56) No
FDI —>OP 0.046 (0.83) No
ER —>FDI 5.11 (0.050) Yes
FDI—ER 0.41 (0.53) No
ER—>OP 7.75 (0.021) Yes
OP —ER 6.26 (0.033) Yes

Source: Authors’ analyses in Eviews.

We can observe from Table 4 that, there is a bidirectional relationship where FPI granger causes FDI. Moreover,
both GDP and FDI cause each other as well; but the outcome for causal relationship of GDP and FPI is not the
same. In short, the aforementioned results portray that there is no significant direct causal relationship between
GDP and FPI (and vice versa) in case of India. But there is also an indirect causality is running (i.e. GDP => FDI
=> FPI). Among developing countries, India is enjoying impressive average annual growth rates since last
decade. So GDP is the most important factor in attracting short and long term investment, and increases overseas
trade as well. Although, both are ranked among the fastest growing economies but one of the major differences
between China and India is political instability.

China enjoys a strong political structure and that is considered to be an asset compared to India’s sometimes loud
and energetic democracy. Causality between GDP, FPI, FDI and openness justifies that increasing domestic
production stimulates foreign trade and more open policies from government. Hence, inflows of investment
increase the efficiency and confidence of domestic investors as well. This in turn increases domestic
participation. Exchange rate differentials are driving force in attracting short term flows in developing countries.
But, same time surges of inflows increases instability and inflationary pressure. FP1 and exchange rate causality
indicates the counter measure to attract and manage these surges to protect economy from adverse effects.
Because of less confidence of investors, market rumors could dry up these surges, especially in countries like
India with instable political and social conditions.

Bidirectional causality between exchange rate and openness is obvious for India. The Indian currency is more
fluctuating than China in terms of exchange rate. Depreciation of currency leads to raise exports, which is a
positive indication towards openness. Furthermore, openness increase foreign activities, with exporting domestic
goods country can increase foreign reserves and improve its balance of payment position. This helps to
strengthen home currency. Finally, our results justify theoretical view that FPI indirectly influences the home
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country economic growth by improving different economic factors.
5. Conclusion

Along with its numerous benefits, globalization has provided foreign investors an opportunity to explore the
equity markets worldwide. Though there is a lot of critique on whether or not foreign portfolio inflows are
beneficial for the host country, however, the existing literature only points out herding behavior as the main issue.
On the other hand, merits of FPI include market efficiency, capital for the newly established corporations and
financing the deficit of balance of payments etc.

The aim of this study was to explore the causal relationship of FPI and GDP growth of China and India. The
results of Granger Causality test illustrate that there is no direct causal relationship between both variables.
These findings are similar with Durham (2003), and Duasa and Kassim (2009). However, it is interesting to note
that there is indirect causal relationship between GDP growth and FPI inflows of China and India i.e. GDP
granger causes FDI and the latter causes FPI.

This study has a definite clue towards indirect causal relationship between GDP growth and FPI, which shows
that China and India needs sustainable economic growth in the future in order to attract the portfolio inflows.
The policymakers must devise such strategies that will ensure the growth of both economies in the years to come.
Since our work is based on the data of two countries only, a broader data set will be more suitable to generalize
the results. This topic can be extended at the regional level e.g. South Asia, ASEAN, and the Middle East etc. for
more reliable outcome.
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