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ABSTRACT 

 

 

The nexus between FDI and economic growth have been debated widely by many scholars. 
There are lots of different perceptions between FDI and GDP. Though the relationship is 
proved to be different, it depends on the absorptive capacity of the host country. For the host 
country to exploit spillovers from FDI, it needs to have a minimum amount of absorptive 
capacity. Therefore, in this thesis, the relationship between FDI and GDP in Malaysia was 
first investigated. Then, absorptive capacity, which is only limited to human capital, 
financial development, and trade openness, was included in the relationship between FDI 
and economic growth to determine the effectiveness of absorptive capacity towards the 
relationship between FDI and economic growth in Malaysia. The data was collected from 
World Development Indicator (WDI) from the duration of 1975 to 2019. In order to analyse 
the relationship between FDI and economic growth with the presence of absorptive capacity 
in Malaysia, Automated Regression Distributed Lag (ARDL) techniques were adopted to 
obtain the results. Firstly, preliminary analysis was taken to avoid spurious regression. The 
first stage analysis included is Augmented Dickey-Fuller, and Phillips Perron unit root test 
analysis was conducted to determine the stationarity of the variables. Then, ARDL 
cointegration bounds testing determined the cointegration of each model. Based on the 
results, short-run and long-run analysis were tested by using ARDL and Error Correction 
Models (ECM). By analysing the analysis in Stata 16 software, the unit root test results show 
that all the variables are stationary but at a different level of stationarity. Thus, ARDL bounds 
testing was tested to test the presence of cointegration in the models. The results show that 
there is cointegration in all models. The direct impact of FDI towards growth only shows a 
short-run relationship. Meanwhile, when human capital, financial development, and trade 
openness are the moderating factors, all of the models show a positive relationship for both 
the long and short run. Apparently, by the presence of absorptive capacity, the results of FDI 
and economic growth relationship showing only short-run effect. These results proved that 
absorptive capacity impact on the relationship between FDI and economic growth in 
Malaysia could only be determined in the short run. Also, the diagnostic test shows no 
autocorrelation and heteroskedasticity in the models. CUSUMSQ test signifies the 
specification of the model. 
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IMPAK KAPASITI DAYA MENYERAP TERHADAP HUBUNGAN ANTARA 
PELABURAN LANGSUNG ASING DAN PERTUMBUHAN EKONOMI DI 

MALAYSIA 
 

ABSTRAK 

 

Hubungan antara pelaburan langsung asing (FDI) dan pertumbuhan ekonomi di dalam 
negara telah banyak diperdebatkan oleh para sarjana. Terdapat banyak persepsi yang 
dibahaskan perihal hubungan antara FDI dengan keluaran dalam negara kasar. Walau 
bagaimanapun, hubungan tersebut adalah berbeza mengikut negara kerana ianya 
berdasarkan keupayaan sesebuah negara untuk menggunakan sumber tersebut dalam kadar 
yang optimum dan ianya dinamakan keupayaan menyerap. Sekiranya sesebuah negara ingin 
mengeksploitasi lebihan daripada FDI, negara tersebut perlulah sekurang-kurangnya 
mempunyai keupayaan menyerap di tahap minima. Dengan itu, di dalam tesis ini, perkara 
pertama yang dikaji adalah hubungan antara FDI di Malaysia dan pertumbuhan ekonomi 
Malaysia. Selepas itu, keupayaan menyerap yang tertumpu kepada modal insan, 
perkembangan kewangan dan keterbukaan perdagangan diambil kira di dalam hubungan 
antara FDI dan pertumbuhan ekonomi negara yang dikaji untuk menentukan keberkesanan 
antara keupayaan menyerap dengan FDI dan pertumbuhan ekonomi negara. Data yang 
digunakan adalah dikumpul daripada World Development Indicator (WDI) daripada tahun 
1975 sehingga 2019 iaitu selama 45 tahun. Untuk menganalisa hubungan antara FDI dan 
pertumbuhan ekonomi dalam negara dengan adanya keupayaan menyerap di Malaysia, 
teknik Automated Regression Distributed Lag (ARDL) telah digunakan untuk mendapatkan 
hasil. Tetapi, sebelum itu, analisa awal telah dibuat untuk mengelakkan regresi palsu. 
Antara yang termasuk di dalam analisa tahap pertama adalah analisa ujian punca unit 
Augmented Dickey Fuller and Phillips Perron yang telah dijalankan menentukan ketetapan 
pembolehubah. Selepas itu, ujian perikatan gabungan ARDL pula menentukan gabungan 
untuk setiap model. Berdasarkan hasil yang diperolehi, analisa jangka panjang dan analisa 
jangka pendek telah diuji menggunakan ARDL dan Error Correction Model (ECM). Dengan 
menganalisa analisis di dalam perisian Stata 16, hasil ujian punca unit menunjukkan semua 
pemboleh ubah adalah tetap tetapi berada di tahap ketetapan yang berbeza. FDI dan 
pertumbuhan ekonomi di dalam negara adalah tetap pada perbezaan pertama. Oleh itu, 
ujian batas ARDL telah diuji untuk menguji kewujudan kointegrasi didalam model. 
Keputusan telah menunjukkan bahawa perhubungan langsung antara FDI dan 
pertumbuhan ekonomi negara adalah hanya mempunyai kesan jangka pendek. Sementara 
itu, apabila modal insan, perkembangan kewangan dan keterbukaan perdagangan 
disertakan sebagai faktor moderasi, kesemua model menunjukkan hubungan positif dalam 
kedua-dua perhubungan dalam jangkamasa panjang dan pendek. Selain itu, apabila adanya 
keupayaan menyerap, hubunga antara FDI dan pertumbuhan ekonomi hanya wujud pada 
jangkamasa pendek. Kesemua hasil dapatan membuktikan bahawa kesan keupayaan 
menyerap pada hubungan antara FDI dan pertumbuhan ekonomi di Malaysia hanya boleh 
dibuktikan di dalam jangkamasa pendek. Tambahan lagi, ujian diagostik menunjukkan 
bahawa tiada autokorelasi dan heteroskedastisiti di dalam model. Ujian CUSUMSQ 
menandakan spesifikasi model. 
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CHAPTER 1 

 

INTRODUCTION 

 

1.1 Introduction of the research 

This chapter overview the whole process of the research and the foundation of the 

research. For the basic understanding of this research, this chapter discusses the background 

of the research and problem statement, which are the turning points of the existence of this 

research. The research objective and questions were listed as the main guideline for 

constructing the research and giving precise information on the primary target. Next, the 

scope of this research will control the area of study for this research as it will only focus on 

the main population of the research area. The value proposed and contribution of this 

research will be classified as the significance of the research, which shows the value 

contributed towards theory, industry and government. Towards the end is the research 

contribution that explained the purpose and benefits of the execution of this research. 

Definition of the key terms will give a better understanding of the terms used in the 

fundamental research. Lastly, the thesis outline that shows this research's structure is 

presented at the end of this chapter. 

1.2 Background 

Globalization has taken over the world and provides more extensive opportunities in 

most countries. The process of globalization in areas such as communications technologies 

and biotechnology has been incorporated into the globalizing market, technology, ideas and 
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solidarity (Bende-Nabende, 2018). Since the colonial period, countries with a superior 

agricultural, plantation, and mining technologies that could not develop and expand as 

quickly have been either incorporated or exterminated. Since then, industrialisation and 

globalization have sparked a new round of technology transfer from developed to developing 

countries worldwide (Mohammed, Mosté and Mohammed, 2015). Developing countries' 

attitudes about globalisation, internationalization of production, and monetary policies have 

shifted dramatically in response to the current market globalization. The majority of them 

are compelled to look out for non-traditional and non-profitable debt investment 

opportunities. (Mohammed, Mosté and Mohammed, 2015). As a result, the globalization of 

manufacturing processes by multinational corporations (MNCs) has prompted policymakers 

worldwide to restructure their labour market legislation to allow for greater market flexibility 

to accommodate MNC operations. (Yusoff, Nordin and Nordin, 2017). Hence, the changes 

that happened through globalization contribute benefits especially on the growth of one’s 

country. 

 

Source: World Development Indicator (2020) 
Figure 1.1: Globalization index of Malaysia and the World 
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 Figure 1.1 shows the globalization index of Malaysia and the world. There is upwards 

trend of globalization since 1970 in Malaysia and the world. Globalization contributes to the 

growth of economy by the exposure in the global market. Bende-Nabende (2018) stated that 

globalization could affect economic growth processes either positive or negative. In fact, the 

positive effect has more significant impacts than the adverse effects. Therefore, it is vital to 

make sure that the globalization process provides benefits to the country. In doing so, FDI 

has been regarded as a critical component of globalization in the global economy in research 

conducted by Anyanwu (2012). Transferal of technology that happened through FDI helps 

the host country benefit from the spillovers, which boosts the global market of the host 

country. FDI is increasingly sought by both developed and developing countries. It is no 

longer seen as a source of dominance but rather a critical path for technology transfer and 

innovation. As a result, in recent years, the global economy has undergone a dramatic 

transformation. It operates in a more entangled environment, where free trade, capital 

movement, and goods have become standard features. FDI is widely regarded as a new way 

to fund economic progress (Mohammed, Mosté and Mohammed, 2015). Consequently, FDI 

acts as the channel of technology transfer through the globalization process.  

The importance of FDI as a significant source of capital inflow into developing 

countries was evidenced once again during the Asian financial crisis. FDI has traditionally 

been beneficial to develop a country's economic growth due to its relative immobility and 

subsequent strong interest in long-term profitability. Since FDI has played a crucial role in 

many of the country’s economies, particularly in export-oriented sectors, it has also been a 

critical vehicle for facilitating international technology transfers and a crucial source of 

foreign capital during the crisis. (Lee and Tan, 2006). .Supported by Hayat (2019), the author 

finds FDI as one of the elements in the globalization process that created advantages for 
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countries in the world to promote their economic growth. Hence, FDI was indeed one of the 

globalization acts that promote more significant positive effects in the economy's growth. In 

order to attract FDI, developing countries mostly have opened up their economy and provide 

a favourable environment for investors. Moran (2016) also mentioned that countries with 

beneficial trade regimes support private property and untainted business outlook for the 

future. Inward FDI can increase host countries export which cause to increase foreign 

exchange earning in developing countries. FDI can also encourage technology transfer and 

the creation of new jobs and boost overall economic growth.  

According to Crespo and Fontoura (2007), there were five critical pathways for FDI 

spillovers: imitation, labour, mobility, exports, competition, and backward and forward 

linkages with local firms. It has recently been demonstrated that the presence, quantity, and 

sign of FDI spillovers to domestic companies are influenced by various factors, including 

MNE characteristics and foreign investment, as well as host country, sector, and firm 

characteristics. Similarly, Ozturk (2007) found that only when the host country has sufficient 

absorptive capacity can FDI contribute to economic growth through spillovers. Hence, the 

absorptive capacity determines the FDI technology spillover impact. Therefore, firm-level 

improvements in absorptive capacity allow FDI spillovers to be increased.  

 The interaction of absorptive capacity in the relationship between FDI and economic 

growth can be examined through various variables. (Carbonell and Werner, 2018) in his 

empirical studies agrees that human capital, trade openness, and financial market 

development can all be used as indicators of absorptive capacity in a study of FDI to enhance 

growth. Likewise, Li and Liu (2005) have included human capital and technological gap to 

examine absorptive capacity indicators in the interactions between FDI and growth. They 

then discover that FDI has a significant positive interaction effect with human capital in 
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developing countries and a strong negative interaction effect with the technological gap on 

economic growth. Similar results achieved by (Borensztein, J. De Gregorio and Lee, 1998) 

in their seminal work finds FDI, especially in countries with a significant degree of human 

capital, contributes more to growth through technological improvement than total capital 

accumulation in the host economy. Additionally, another variable that indicates absorptive 

capacity is financial development. FDI is a limited predictor of growth and can only have a 

favourable impact when the domestic financial system has matured sufficiently, implying 

that FDI should be more helpful to established nations (Hermes and Lensink, 2003). (Sakyi, 

Commodore and Opoku, 2015) have include trade openness in their studies to determine the 

impact of FDI on growth and finds that significant results in the long run. Thus, these studies 

included human capital, financial development and trade openness as the indicator of 

absorptive capacity on the nexus between FDI and economic growth in Malaysia.  

 

 Transitioning Malaysia from a country dependent on agriculture and primary 

commodities, such as palm, to an export-driven economy based on high technology, 

knowledge-based and capital-intensive industries has changed Malaysia’s economy and 

image. It shows that Malaysia is in the process of globalization and open to change in the 

market (Osman et al., 2018). FDI is a stepping stone to help Malaysia to build a good 

reputation in the international market. According to Auzairy et al. (2018), Malaysia is one 

of the most outstanding Southeast countries engaged in FDI by developing policy 

instruments favourable to sustaining FDI. Furthermore, FDI plays a crucial role as a key to 

hasten economic growth in Malaysia. Being in the same light, Tiwari and Mutascu (2011) 

revealed that both FDI and exports help Asian countries to thrive, which means that Asian 

countries that are moving forward with globalization, particularly those who lack the 
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resources to put more modern technology into private households, may opt to do so for 

signifying a more appealing environment for FDI inflow. 

Source: The World Bank (2019) 
Figure 1.2: Foreign Direct Investment, Net Inflows (% Of GDP), % Of 

GDP 
To show that FDI affected the income of GDP, Figure 1.2 shows net inflows of FDI 

divided by % of GDP. The instability of FDI and GDP value proved that there are intervening 

factors between FDI and GDP. The relationship between FDI and economic growth has been 

widely investigated. Previously, scholars have identified and examined the intervening 

variables, which includes human capital (Dar et al., 2016; Li and Wang, 2016; Fatmawati et 

al., 2018), financial development (Alfaro et al., 2004; Azman-saini et al., 2010; Jayaraman 

et al., 2017; Olagbaju and Akinlo,2018; Amadi, 2019) and trade openness 

(Balasubramanyam et al., 1996; Dar et al., 2016). These factors explained the impact on the 

relationship between foreign direct investment and economic growth. The effectiveness of 

the inflow of FDI to home country economic growth also depends on the intervening factors.  
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1.3 Problem statement 

Relatively, FDI and economic growth are widely known to have positive 

relationships. As FDI inflows increased, it will lead to the increase of host country’s 

economic growth (Lean, 2008; Judith and Chijindu, 2016; Sokang, 2018; Onafowora and 

Owoye, 2019). However, through empirical studies, some researchers claimed that there is 

no direct positive relationship of FDI with the economic growth of the host country (Azman-

Saini et al., 2010; Belloumi, 2014). According to Borensztein et al. (1998), FDI will 

positively contribute to economic growth only if the host country has an excellent absorptive 

capacity for advanced technology. Supported by Bengoa and Sanchez-robles (2003), FDI 

has a positive relationship with the host country's economic growth in the long run only if 

the host country has sufficient amount of human capital, stability of the economy, and 

liberalized market. In comparison, Durham (2004) claimed that there is no direct relationship 

between FDI and the economic growth of a host country. Plus, there is a lack of research 

that studies in recent years. Therefore, this research will overcome this situation to affirm 

the relationship between FDI and economic growth in Malaysia. Data extracted from 

TheGlobalEconomy.com from 1970 until 2018 will be analyzed to get precise and relevant 

results. 

According to Okafor and Teo (2019), since 1992, the statistics show a decreasing 

FDI inflows trend. For example, based on the FDI performance index, Vietnam has 

performed better than Malaysia in attracting FDI inflows relative to its economic size since 

1994, which is less developed than Malaysia. The collective fall in FDI inflows and exports 

shows that international competitiveness in Malaysia has been behind in terms of export 

competitiveness and destination of foreign direct investment. Therefore, to boost the positive 

spillovers from FDI, the economic condition of the host country must be taken care of. The 



  

8 

economic condition also can be defined as the influencing factors between FDI and GDP. 

The influencing factors classified as the moderating factors are human capital, financial 

development and trade openness. These influencing factors will determine the successful 

spillover from FDI towards economic growth in Malaysia. 

The relationship between FDI and economic growth can be moderated by several 

economic variables such as human capital, financial market development, trade openness 

and degree of efficiency of local firms. Even though previous researchers have supported 

this statement, the research that applied the subject is scarce. No research tested the 

moderating variables altogether. This research will close the gap by analyzing the 

moderating variables towards the relationship between FDI and economic growth. The 

results will show whether the moderating variables affect the relationship between FDI and 

economic growth. In addition, the results will show which moderating variables most 

influenced the relationship between FDI and Malaysia's economic growth. 

1.4 Research questions 

Following the problem arises that stated in the previous section, the research question for 

this study is structured as follows: 

a) What is the relationship between FDI and economic growth in Malaysia 

b) What are the effects of moderating factors on the relationship between FDI 

and economic growth in Malaysia? 
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1.5 Research objectives 

This research aims to analyze the intervention of absorptive capacity on the relationship 

between FDI and economic growth in Malaysia. Based on the research questions, the 

objectives are developed as follows: 

a) To identify the relationship between FDI and economic growth in Malaysia 

b) To analyze the effects of moderating factors towards the relationship between 

FDI and economic growth in Malaysia. 

1.6 Research scope 

This study will investigate the relationship between FDI and the economic growth of 

Malaysia in time series analysis. Therefore, the main focus of this research is on the FDI and 

Gross Domestic Product of Malaysia for 45 years term. The data of FDI and GDP will be 

collected from the years of 1975 until 2019. Besides, the scope of this research will be 

focusing only on the inflows of FDI into Malaysia. Moreover, this research also will analyze 

moderating variables that affect the relationship between FDI and GDP in Malaysia. The 

factors include human capital, financial development and trade openness. The relation 

between FDI and economic growth in Malaysia is moderated by these variables: level of 

human capital, financial development, and trade openness. This research is focused on FDI, 

absorptive capacity and economic growth in Malaysia. Therefore the results of this research 

may vary from other countries and may not apply to other countries. 

1.7 Significance of research 

Over the past decades, Malaysia has faced many ups and downs in its economic 

growth. Therefore, it is essential to determine the possible way to improve the growth of the 

economy. Technology transfer spillovers contribute significant growth to economic growth 
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for both home and host country. Therefore, one of the channels for technology transfer is 

FDI. Many empirical studies have proved that FDI could increase economic growth. In 

contrast, some deny it. Thus, this research will reveal the relationship of FDI towards the 

economic growth of Malaysia.  

From an academic perspective, the significance of this research is to find the distinct 

relationship between FDI and the economic growth of Malaysia. As there is a limited source 

of readings on the factors that affect the relationship between FDI and economic growth, this 

research aims to fill those gaps. Thus, three moderating factors will be tested to examine 

their effects on the relationships between FDI and Malaysia's economic growth. 

On the other hand, from the industry perspective, the research may be significant to potential 

foreign investors whose main desire is to secure higher profits from their investment. The 

findings may guide industrial players to achieve more benefits and avoid and minimize their 

loss from the investment. Finally, the significance of this research from a government 

perspective is to make sure the Malaysian government is fully aware and utilizes the FDI to 

make sure it will benefit our country. Therefore, policy should be revised in order to achieve 

maximum results. 

1.8 Contribution of research 

This research is purposely conducted to contribute to applying the knowledge 

regarding the Malaysian economy in the future. Since there are limited sources of research 

study about Malaysian FDI and its relationship with economic growth, hopefully, this 

research could fill the gap and contribute to the knowledge of the subject. 

Besides, the result of this research might show the most practical ways and conditions that 

can be applied to Malaysia’s economy in the context of FDI inflows and the country's 

readiness before the FDI inflows. Hence, the responsible party may take action to improve 
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Malaysia’s economic condition. The liberalization of policy might have to be executed to 

increase the inwards foreign investors in Malaysia. 

1.9 Definitions of the key term 

• Foreign Direct Investment - FDI is defined as foreign investment in which a 

resident in one economy acquires lasting interest in an enterprise in another 

economy. The abiding interest includes establishment in manufacturing 

facilities, bank premises, warehouses and other long-term organizations 

abroad. Direct investment was established when the direct investor gained 10 

percent or more of the shares of the enterprise abroad (CMCG Working 

Group, 2003). 

• Gross Domestic Product - Economic growth of a country can be measured by 

its level of GDP. GDP is defined as the total value of goods and services 

produced in a specific period of time after the deduction of the cost of goods 

and services used up in the production process (Department of Statistic 

Malaysia 2016). 

• Absorptive Capacity – Firms’ ability to generate innovations and absorb 

relevant knowledge appearing in the external environment. 

• Human Capital – Ability to generate innovations and absorb relevant 

knowledge appearing in the external environment. It represents the 

correlation between competencies, knowledge, habits, social and personal 

attitudes. 

• Financial Development – Strategy to stimulate economic growth and reduce 

poverty. It is overcoming “costs” incurred in the financial system. This 
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process of reducing costs of acquiring information, enforcing contracts, and 

executing transactions result in the emergence of financial contracts, 

intermediaries, and markets. 

• Trade Openness – Trade openness refers to the orientation of a country’s 

economy in the context of international trade. The degree of openness is 

measured by the actual size of registered imports and exports of an economy. 

1.10 Thesis outline 

This research consists of five parts starting from the introduction of the research, 

literature review of variables, research methodology, analysis and discussion and the last 

part is conclusions and recommendations. Besides, it will roughly explain the conclusion of 

all of the research processes. Based on the objectives previously presented and on the 

approach proposed before, this thesis is made up of five chapters, which contents are 

summarized as follows: 

• Chapter 1 – Introduction 

This section will briefly outline the background of the problem and the 

problem statement. Then the research objective and research question will be 

constructed, followed by the scope, significance and definition of terms in 

this research. 

• Chapter 2 – Literature Review 

This section explains the variables in this research. The theory incorporated 

in this research will also be discussed to be better understood on the research 

subject. 

• Chapter 3 – Research Methodology 
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In this section, the principal behind the exploration of the design and 

technique used in research will be discussed to achieve the research 

objectives. This research will be focused on FDI and the economic growth of 

Malaysia, and the data that will be used are from the year 1975 until 2019, 

which consist of 45 years terms. 

 

• Chapter 4 – Analysis and Discussion 

This section will be focused on the expected outcome of the research. In order 

to produce good research, the results are expected to contribute to knowledge, 

society and nations. 

• Chapter 5 – Conclusions and Recommendation 

This section summarizes the principal conclusion and achievements of the 

work undertaken in this research and suggests areas for future work. 
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CHAPTER 2 

 

LITERATURE REVIEW 

 

2.1 Introduction 

This chapter discussed the empirical studies of this topic by reviewing the previous 

research of related topics. The focus of this chapter is reviewing the studies on the absorptive 

capacity intervention on the relationship between Foreign Direct Investment and economic 

growth. This chapter encompasses the review on a broad definition of FDI, economic growth 

and absorptive capacity, which consists of human capital, financial development and trade 

openness. Besides, the relationship between FDI, economic growth and absorptive capacity 

will also be explained in detail. These relationships will be conceptualized and triangulated 

by the theoretical framework, followed by a summarization of hypotheses. The summary of 

the reviewed journal will conclude and explain all the variables and the relationship between 

them. Generally, the adoption of FDI in host countries is crucial to ensure positive spillovers 

from the investment. Therefore, host countries have to improve their technology adoption 

capabilities to gain the benefits offered through foreign investment. Malaysia has been 

giving support to FDI inflows because of the potentials that FDI increased economic growth. 

Therefore, the Malaysian government has taken several measures to encourage FDI, 

including the establishment of favourable policies for foreign investment and exemption of 

tax to gain the attention of foreign investors. 
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2.2 Theoretical Foundation 

This research aims to study the impact of absorptive capacity on the relationship 

between FDI and economic growth. Thus, theories and models that were fundamental for 

this research background will be discussed in this part of the research. However, different 

debates by previous research regarding this topic are still unclear. Empirical evidence shows 

that there is no consensus on the impact of FDI on economic growth. There has been little 

agreement on the crucial existence of absorptive capacity in control or strengthen the 

relationship between FDI and economic growth. 

One of the earliest theories developed for FDI spillovers was by Findlay (1978). 

According to the model, FDI is one of the most critical channels for knowledge transfer, 

with spillover effects from advanced countries expected to accelerate technological growth 

in the host country. The model also predicts that the technical gap will influence the degree 

of FDI spillovers. When the technology gap is small, home firms can have more significant 

FDI spillovers; but, when the gap is large, domestic firms cannot get the technological 

advantage of foreign firms. Findlay (1978) theorizes that the adoption of more sophisticated 

technology, management methods, and other practices by foreign enterprises boosts the rate 

of technical progress in the host country through a ‘contagion' effect. Wang (1990) 

incorporates this concept into a more neoclassical growth model, assuming that the increase 

in ‘knowledge' applied to production results from FDI. Meanwhile, Wang and Blomström's 

(1992) model emphasizes the impact of market structure on FDI spillovers, arguing that 

stronger competition in the host country reduces the technological gap between domestic 

and foreign businesses, encouraging foreign firms to transfer more technology to host 

countries.  
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2.3 Foreign direct investment 

Foreign Direct Investment, also known as globalization, is a critical element in 

helping to grow in the international market. FDI creates a direct, stable and long-lasting link 

between economies and acts as the moving factor of local enterprise development and 

enlightening the competitiveness of the host and home country’s economy. Moreover, FDI 

helps boost the transfer of technology and know-how between economies and gives an 

advantage for the host countries to enter the global market and promote their products 

internationally. In the meantime, FDI also acts as the critical source of capital for the host 

and home country (OECD, 2008) 

According to the World Investment Report (2007), FDI is defined as a long-term 

relationship and provides a lasting interest controlled by a direct investor known as a host 

country in foreign country other than its country, known as home country. Host countries 

have the right to influence and make decisions in the management of companies in their 

home country. Foreign Direct Investment can be categorized into three mechanisms: equity 

capital reinvested earnings and intra-company loans. In equal capital, foreign direct 

investor’s purchase shares of an enterprise in another country. Next, as for reinvested 

earnings, the shares earned by direct investor’s is not classified as dividends by affiliates. 

Affiliates reinvest the retained profits. Lastly, intra-company loans are defined as short- Or 

the lengthy borrowing and lending process between host and home country owners. 

2.3.1 Definition of Foreign direct investment 

Foreign Direct Investment was defined as owning 10 per cent or more of a foreign 

company by an individual or a business located other than its own country (Amadeo (2019) 

and Ali and Hussain (2017)). Similarly, according to the United Nations Conference on 



  

17 

Trade and Development (2018), FDI was defined as a long-term investment that involves 

maintaining relationships and lasting interest controlled by the investor of the home nation 

in a company located in another country than its own country. FDI means that the 

shareholder imposes a significant degree of influence on the management of the citizens of 

the other economy. It covers the initial transaction between the two companies and all 

subsequent transactions between them and international partners, both incorporated and 

unincorporated. Thus, both individuals and business entities can conduct FDI. Meanwhile, 

Amadeo (2019) claimed that investors do not have the power to control the interest of the 

host country despite the ownership of part of the company.  

According to Anh et al. (2019), FDI is a financial asset in global ownership. FDI is 

also defined as a long-term investment by individuals or companies that invest in another 

country by creating a company production facility. In this case, a foreign firm has the right 

to control the business where the investment is performed. The Organisation for Economic 

Co-operation and Development (2019) claimed the purpose of FDI flow was to track the 

price of cross-border direct investment transactions over a given period, typically a quarter 

or a year. The financial flows include equity transactions, reinvestment of earnings and 

intercompany debt transactions. Furthermore, Chen (2019) defines FDI as investing business 

interests in another country by a firm or an individual when an investor establishes a foreign 

business or acquires foreign business assets. However, FDI’s are distinguished from 

portfolio investments in which an investor merely buys foreign-based companies’ equities. 

The International Investment Position and Balance of Payments likewise describes FDI as a 

profitable investment by foreign actors, giving domestic companies the previous, long-term 

ownership stake. This is consistent with the International Monetary Fund (IMF) definition 

(Ministry of Finance Malaysia, 2019). 
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Although FDI is said to be the central pillar of globalization in the late 20th century, 

a serious debate has arisen on the effect of FDI towards globalization among academicians 

mostly. At the same time, the supporters of FDI claimed that FDI helps reduce poverty and 

upsurge global economy competency (Protsenko, 2004).  Alguacil et al. (2011) mention FDI 

as one of the critical components of globalization and developing economies global 

integration.  As stated by Nabi and Malarvizhi (2014), FDI in developing countries was 

remarkable and contributed to the overall growth of the nations. Nevertheless, as one of the 

sources of international funds, FDI promotes economic development, and many countries 

have started soliciting international funds. On the same pages, attracting FDI is not quite the 

same as developing. The results reinforce the argument that policies designed to attract 

foreign investment are not enough to drive economic growth. 

2.3.2 Foreign direct investment in technology transfer 

Technology is a powerful mechanism for increasing a country’s productivity through 

the knowledge used in the production, commercialization and distribution of products and 

services, which intrigues most developing countries to discern their technology development 

as a pivotal point to leverage their economic development performance. Likewise, in their 

study, Deng et al. (2019) mentioned the crucial factors of social development technological 

advancement highly controlled by the implementation of technology transfer. Contrarily, the 

time and cost constraints hinder them from developing and generating the technology 

themselves. Thus, imports of technology are a wise selection for developing countries as it 

costs less and could also help countries keep up with the latest technology. Technology 

transfer can directly translate as the process of transferring technology from one country into 

another. Malaysia proved that regulating technology transfers is beneficial as the 



  

19 

Technology Transfer Unit facilitates the technology transfer at lower cost and higher 

effectiveness (Lim, 1985). 

 Lee et al. (2017) define technology transfer as the transfer of new technology 

developed by public research institutions for the private firms to arouse and encourage 

commercialization of the transferred technology. At the same time, it is purposely to 

advertise the new technology to be acknowledged for the public to reinforce industrial, 

technological competitiveness. These acts, in the broader perspective, help to promote 

competitiveness nationwide. According to Ismail et al. (2018), the establishment of science 

parks, technology transfer centers and technology incubators are also significant in easing 

technology transfer processes. Despite many inventors producing the latest innovation 

technology, many of them are still veiled and have not been transferred. Many factors need 

to be considered before preparing for the technology transfer process, such as the 

appropriateness of the technology to make sure the technology is suitable. The home country 

can adopt it. Thus, definite identification to examine the most suitable technologies plays an 

important role (Deng et al., 2019) 

FDI is known as one of the most important global sources of technology transfer for 

most firms. As it assists the firm in the host country with efficient corporate governance 

restructure (Damijan et al., 2003, 2013) According to Alfaro et al., (2004), through 

technology transfer, FDI helps increase economic growth. Similarly, da Silva and Mourão 

(2019) also claimed that technology transfer by FDI helps to promote productivity at the 

microeconomic level. Hence, it can be said that FDI not only sourced on the economy's 

capital but also enabled technology transfer, resulting in knowledge spillover (Djulius, 

2017). Several scholars claimed that the results of FDI as a tool of technology transfer 

depends on the host country’s economic environment (Kotrajaras, 2013; Lemma et al., 
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2014). Host countries with a smaller technology gap tend to absorb technology transfer more 

efficiently and effectively as it has benefits to lessen the time to adapt to the new technology 

(Bu et al., 2019). 

2.3.3 Foreign direct investment in Malaysia 

The International Investment Position (IIP) report released by the Department of 

Malaysia (DOSM) shows that in the second quarter of 2019, total FDI stocks in Malaysia 

increased by 10.3% to RM667.5 billion, from RM605.1 billion a year earlier. The steady 

increase in total FDI stocks demonstrates the continuing attractiveness of Malaysia as an 

international investment destination in the face of rising global trade tensions (Ministry of 

Finance Malaysia, 2019). Malaysia’s capital inflows have been dominated by FDI previously 

since the early 1980s. At the beginning of the 1980s, the FDI flows started to increase. 

Malaysia was given greater FDIs than any other of its neighbouring Asian Association of 

Nations (ASEAN) economies from 1991 through the onset of the 1997 financial crisis. 

Because of the factors of cheap and abundant labour, the manufacturing sector rapidly 

conquered FDI. However, during the 1990s, FDI in the manufacturing sector became less 

appealing. Some multinationals moved their plants to their neighbouring countries, such as 

Indonesia, Thailand, Vietnam and China, as the economy multiplied and wages grew. The 

FDI flow decline has been a significant concern since the financial crisis. Therefore, from 

1997 until 2001, FDI experienced decline growth. Many analysts attribute the decrease in 

foreign capital to the policy response of Malaysia to the crisis based on capital controls 

(Baharumshah and Almasaied, 2009). In conclusion, these downfalls of FDI also affected 

economic conditions in the global economy and, at the same time, affected the economic 

growth in Malaysia particularly. Thus, this research aims to examine the economic condition 

that affected the relationship between FDI and economic growth in Malaysia. 
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On the other hand, Economics and Foreign Exchange Administration Departments 

(2018) have emphasized FDI's contribution to the agriculture-based economy. FDI plays a 

significant role in promoting Malaysia's competitive expansion from a commodity-

dependent, agricultural-based economy to a developed economy with a vibrant 

manufacturing base well-positioned in the regional and global value chain. However, the 

1970s to 1980s shows rapid industrialisation of developing countries and multinationals 

investment mainly invested in manufacturing and mining sectors. Such trends have been 

influenced by strengthening global production value chains, technological progress, a 

favourable demographic profile, and modern home infrastructure. In the meantime, critical 

domestic policies such as the Investment Promotion Act 1986, the liberalization of foreign 

equity rules in the manufacturing sector and the incremental liberalization of foreign equity 

rules in selected service sub-sectors have continued to attract foreign investment and 

improve the competitive competition environment in domestic industries. This situation 

emphasizes the importance of better-planned policies in facilitating the economy. Policy 

implication thus determines the growth of the economy in the big picture. Mun et al. (2008) 

also claimed FDI as the source of Malaysia’s economic growth. Since the 1990s, FDI has 

helped in Malaysia's economic growth and helps create working opportunities, which are the 

essential benefits for developing countries like Malaysia. Despite increasing the economy’s 

financial situation, FDI also helps in increasing employment rate and transfer technology in 

host countries. 

2.4 Economic growth 

Scott (1991), in his seminal book, comments that the current national income 

definition is circular and, therefore, unsatisfactory. National income should be described in 

Hicksian terms as well as individual income. The best estimates available are the sum of 
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consumption and the gross investment. Haller (2012) defines economic growth not only as 

increasing the size of the national economy. However, it helps promote macro-economic 

indications, specifically in increasing GDP per capita but not necessarily linear direction and 

positive effect on the economic-social sector. Piętak (2014) has defined economic growth as 

one of the most significant notions of the world economy. It remains the primary indicator 

of success, given the criticism that growth levels and rates do not necessarily represent the 

actual standard of living. Belgian author that has produced seminal works in economics, de 

la Croix (2015) has defined economic growth as a process in which increases over time the 

amount of goods and services that may be provided with the same amount of work. That 

usually means earnings per worker increase over time, while working hours slowly decline. 

According to Chappelow (2019), economic growth is an increase in consumer goods, 

and services demand relative to a period of time. They were supported by Amadeo (2019), 

which defines economic growth as an increase in goods and services produced over a given 

period. Chappelow (2019) before has discussed that economic growth can be measured in 

nominal or real terms. Economic growth is usually measured in the gross national product 

(GNP) or gross domestic product (GDP), even though alternative metrics are sometimes 

used. Economic growth, in the simplest terms, refers to an increase in aggregate production 

in an economy. Sometimes, but not always, with increased average marginal productivity, 

gross increases in production correlate. This leads to higher incomes, inspiring consumers 

to open their wallets and buy more, which means a higher quality of life or living standards. 

The best way to measure economic growth is the Gross Domestic Product because it includes 

the whole economic output of the country. Plus, it contains all goods and services produced 

for sale by companies in the country. GDP is used to measure final production. However, 

the parts that are manufactured to make a product are not included. Meanwhile, export is 



  

23 

included because it was produced in the country and imports are subtracted from economic 

growth Amadeo (2019). 

2.4.1 Economic growth in Malaysia 

Malaysia’s economic structure has become more diverse since Malaysia gained 

independence in 1957. In recent years, the manufacturing sector has become the primary 

source of growth. Until 2018, the Services and Manufacturing sectors have become the main 

contributors to Malaysia economic growth. According to Kei (2018), positive growth is 

recorded for all sectors except agriculture. In addition, Malaysia is a middle-income 

economy that is relatively small, accessible and diverse. As demonstrated by the overall 

trend rise in trade, international trade is one of the economic pillars. This rapid increase in 

international trade plays a significant role in Malaysian economic development and 

advancement. Therefore, Malaysia is best equipped to take advantage of significant 

advantages arising from international trade, such as global spillovers of technology, access 

to a broader range of goods and services, among others (Okafor and Teo, 2019). 

2.5 Absorptive capacity 

Previous research has shown variable results of the relationship between FDI and 

economic growth. Several factors also have been identified and have been said to affect the 

relationship between FDI and economic growth. These influencing factors either strengthen 

the relationship or otherwise. In their seminal work, Cohen and Levinthal (1989) define 

absorptive capacity as the ability of the company to exploit more intermediate external 

knowledge. They also mentioned that absorptive capacity is an integral part of the capacity 

of an organization to create new information. Extended from the study by Cohen and 

Levinthal (1989) and Lane et al. (2002) has discussed the main findings and classification 
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of absorptive capacity topics, which includes definitions of absorptive capacity, knowledge 

characteristics and absorptive capacity, knowledge transfer and absorptive capacity, 

organizational learning and absorptive capacity, absorptive capacity and innovation, 

absorptive capacity and corporate scope and lastly, absorptive capacity and alliance. These 

seven broad characteristics explain absorptive capacity in different perspectives. Seminal 

work by Cohen and Levinthal (1989) has revealed that the ability of the company to use 

outside knowledge of a more intermediate kind also includes absorptive capacity. They also 

mentioned absorptive capacity as an essential part of the potential of an organization to create 

new information. 

 Quitzow et al. (2017) define absorptive capacity, which suggests that companies' 

ability to absorb and use knowledge depends partly on their prior knowledge in related areas 

and on more generic organizational learning capabilities. However, Saggi (2016) has 

mentioned that a lack of absorbing capability on the part of local high-tech companies causes 

multinationals to be further behind and unable to absorb foreign technologies. The positive 

relationship between private capital flows and investment, which varies in different regions 

and over time, is also crucially dependent on the absorption ability (The World Bank, 2001). 

Meanwhile, the theoretical literature suggests that the spillovers of expertise from 

multinationals are not supposed to help all businesses equally. This depends on its relative 

backwardness and capacity to assimilate information, whether a firm profit is an absorptive 

capacity (Görg and Greenaway, 2003). 

2.5.1 Human capital 

Organization for Economic Co-operation and Development (OECD) defines human 

capital as knowledge, skills, competencies and attributes of one person that enable the 
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formation of personal, social and economic welfare. Similarly, Goldin (2014) defines human 

capital as the skills owned by the labour forces, which increased individuals’ productive 

capacity as it increased. The World Bank (2018) also defines human capital similarly: 

individual skills, health, knowledge, and resilience. Plus, it highlights the importance of 

human capital investment, which caused the nature of work to evolve due to technological 

change. In a seminal work by de la Croix (2015), accumulating human capital helps sustain 

growth. Even though one country cannot increase its labour supply, it can take other 

initiatives by enhancing the quality of its labour, which also refers to its human capital that 

encompasses education, experience and health. 

Therefore, the previous researcher has done many types of research to study the 

importance of human capital in the economy and how it can affect economic growth and 

FDI. Kottaridi and Stengos (2010), in their research, confirmed that human capital has a 

nonlinear effect on economic growth even in the presence of FDI, which means that the 

value of the change in human capital does not correspond with constant change in economic 

growth. On the other hand, Baharumshah and Almasaied (2009), who explores the role of 

FDI in Malaysia's economic growth, found that cooperating FDI with human capital 

resulting in positive effects of growth in the short and long term. It explains that the 

educational system allows the country to receive more from the positive spillover effect of 

FDI. The researcher also stated the factors of Malaysia’s remarkable growth records over 

the past three decades partly by the contribution of the education and financial institutions. 

Furthermore, Lean (2008), in her research of analyzing the relationship between FDI 

and the economic growth in the manufacturing sector in Malaysia from 1980 to 2005, 

supported the positive implications of human capital. Lean (2008) mentioned that only if the 

host country has a skilled and qualified labour force representing human capital can FDI 
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attain growth. Plus, human capital proved to contribute to the economy's growth by easing 

the diffusion of technology and transferring technology in FDI (Su and Liu, 2016). The 

researcher also stated that human capital is most effective if there is a significant amount of 

innovation and activities in the host country, representing technology-intensive. Both human 

capital and technology-intensive FDI strongly support each other to contribute to economic 

growth (Su and Liu, 2016). This discussion supported Oketch (2006), where the researcher 

claims that the determinants of economic growth and development are the investment in 

human capital. Similarly, Noorbakhsh et al. (2001) stated that human capital is significant 

and one of the most important determinants of FDI inflows. 

In addition to both findings before, (Baranwal (2018) found a positive demand-side 

effect of foreign firms-led human capital formation where there is an increase in wage 

inequality over time. In contrast, there are not positive supply-side human capital 

development effects on FDI. Human capital's threshold stock plays a critical role in assessing 

the process of economic development. Human capital's projected effect on growth in 

economic development is subject to policy initiatives. For example, human capital focuses 

on health and education as inputs to economic output. More human capital itself can affect 

physical capital's rate of growth. Increasing human capital raises physical capital's rate of 

return. The underlying level of technical progress in an economy means that production 

changes are due to factors other than calculated inputs. 

Similarly, Tsaurai (2018) claimed that human capital production had been proved 

without any reasonable doubt that it is one of the cornerstones required for economic growth. 

In other words, the development of human capital in fostering economic growth is no longer 

a controversial issue. All of the claims of the effect of human capital are explained by 

Benhabib and Spiegel (1994). The idea is that it is beneficial for an educated workforce to 
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develop, apply, and adopt new technology, thus stimulating growth. According to 

Bouchoucha and Ali (2019), referring to endogenous growth theory, human capital 

determines long-term economic growth. 

2.5.2 Financial development 

A large and growing body of literature has researched financial development. World 

Economic Forum (2012) describes financial development as a factor in successful financial 

intermediation and market policies and structures and deep and broad access to capital and 

financial services. In their research, Judith and Chijindu (2016) define financial development 

as a combination of depth, access, and efficiency. In the past study regarding financial 

development by Love and Zicchino (2006), financial development level in a country can be 

used to indicate the different levels of funding constraints faced by the organization. 

According to Choong, Yusop and Soo (2005) and Olagbaju and Akinlo (2018), when a 

recipient country has a well-developed and well-functioning financial sector, FDI appears to 

be more likely to boost economic growth more effectively. 

According to Calderon and Liu (2003), the relationship between financial 

development and growth is important as it has affected the development policy even though 

the causal relationship remains unclear. In order to gain the positive growth effect of FDI, 

financial development is one of the factors that could lead to a positive growth effect. FDI 

and financial development are both significant in complementing elements to promote 

economic growth. Even though financial development can cause positive effects, as a part 

of absorptive capacity, the impact of financial development towards FDI on growth is fragile. 

It could result in different outcomes Abdul Bahri et al. (, 2018). As stated by Almfraji and 

Almsafir (2014), suitable levels of financial development alongside human capital and open 
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trade regimes can positively affect the relationship between FDI and economic growth. Thus, 

appropriate levels of financial development control the results of the impacts of financial 

development on economic growth.  Similarly, Hermes and Lensink (2003) research also 

mention that the financial system can boost the FDI inflow as it provides a more developed 

system that contributes to technological diffusion. Therefore, financial development is 

known as the influencing factor in the relationship between FDI and economic growth. 

Durham (2004), in his research, has attempted to examine the effects of FDI on economic 

growth and found that there are no apparent, unmitigated positive growth effects. 

Nonetheless, some data are consistent with the view that the impact of FDI on the ' absorptive 

capacity' of host countries are dependent on which ‘absorptive capacity’ refers to the 

financial development of host countries. 

In a recent study conducted by Bahri et al. (2019), financial development is 

acknowledged as an absorptive capacity in the relationship between FDI and economic 

growth. Thus, the effect of FDI on economic growth depends on the level of financial 

development. In the same vein, Olagbaju and Akinlo (2018), in their study conducted on the 

Sub-Saharan African region, suggest that improving the domestic financial system's banking 

sector is a fundamental requirement to enhance the economic growth effects of FDI in the 

SSA zone. According to Bhattacharya et al. (2018), they supported that the financial 

development level in the host country will affect its ability to take advantage of FDI. On the 

same page, from a recent study by Vojtovič et al. (2019), financial development has been 

included in their study on the linkages between economic growth and FDI. It has been found 

that in the sense of FDI, the degree of financial market growth seems to be one of the 

necessary conditions for a positive effect. They also highlighted the importance of economic 
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growth and financial market development which is linked directly to the country’s absorptive 

capacity. 

In their study, Alfaro et al. (2004) have emphasized the importance of financial 

development and stress that in order to utilize FDI spillovers, the extent of development of 

the host country’s financial market is crucial. In the same perspective, Alfaro et al. (2004) 

have also discussed various importance of financial development in host countries to take 

advantage of the knowledge and skill by purchasing new machines and hiring skilled 

workers. Besides, the closer the technological gap, the urge for external finance was also 

increasing. Other than that, significant financial development helps increase the potential of 

FDI backward linkages in host countries. Their results claimed that lack of financial 

development in the host country limits its ability to take advantage of FDI spillovers. While, 

bad financial development shows that the host country cannot handle unregulated short-term 

capital flow. 

2.5.3 Trade openness 

During the nineteenth and early twentieth centuries, international trade openness has 

often been referred to as the "force of prosperity" and helped encourage the production of 

today's economically advanced nations (Baharom et al., 2008). Hess (2008), in his 

introduction to trade openness explains that developing countries create policies to determine 

their level of openness to foreign firms and their activities to set the stage for FDI in their 

markets. In their study, Omri et al. (2015) revealed an interrelated relationship between 

economic growth and trade openness, which is that an increase in trade openness will 

decrease economic growth. Supported by Kyophilavong et al. (2015) revealed that trade 

openness helps increase economic activity and leads to upwards economic growth, and in 
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return, economic growth leads to trade openness. Similarly, Baharom et al. (2008) also 

proved positive and significant relationships of trade openness on economic growth, both 

short and long-run relationships. In contrast, Sothan (2017) mentioned that FDI does not 

help promote economic growth in some countries and it was said to be caused by several 

barriers, one of which is trade openness. 

FDI leads to increased economic growth. In order to attract the inflows of FDI, the 

government has made several moves which are changes in regulatory regimes on foreign 

countries (Solomon, 2011). To support this statement, Zhang (2001) has researched 11 

countries in East Asia and Latin America stated that the policy regimes that are open to both 

capital flow and foreign trade had increased the FDI in East Asia. Through this openness, 

foreign firms can reduce their liability in trade transactions. Thus, this will increase the 

number of FDI in the host country and relatively increase the growth of the economic 

performance of countries. Baharom et al. (2008) stated that trade openness had influenced 

economic growth, proving to have significant results. Whereby, trade openness was 

measured by dividing the total of import and export data by GDP. Relationship between FDI 

and Economic Growth 

FDI has positive impacts on developing economies. However, a negative impact 

could also happen if there are no efficient and suitable policies in attracting and managing 

foreign investment (Anh et al., 2019). According to Nabi and Malarvizhi (2014), FDI acts 

as a crucial key in the growth and development of an economy of one country’s explicitly 

developing countries. Typically, developing countries have limited capabilities to increase 

private capital. Therefore, FDI is important in maintaining Malaysia economic growth by 

opening the opportunities to increasing domestic capital formation. 
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Shahbaz et al. (2011) also find uncertainties in the effect of FDI on economic growth as 

many economists showed different arguments. Therefore, there are still opportunities for 

further study acclaimed by them. A similar idea by Ali and Hussain (2017) mentioned the 

contrary idea of the previous study on the relationship between FDI and economic growth. 

Policymakers and economists at the national and international levels have had a long debate 

about whether FDI is driving development in the host countries (Tiwari and Mutascu, 2011; 

Iamsiraroj, 2016). 

On the other hand, Ali and Hussain (2017) highlight the importance of the 

relationship between FDI and economic growth in the vast area of technology transfer of 

host countries other than only on its benefits on the capital inflows of host countries. This 

shows the emerging effect of FDI on hastening the economic growth of host countries. 

Although FDI is essential for the success of economic growth in developing countries, the 

result of a rapidly increasing number of empirical studies in FDI and development relations 

remains controversial (Skenderi, 2012). 

Foreign direct investment (FDI) will play a significant role in achieving rapid economic 

growth in developing countries by bridging the gap between domestic savings and 

investment and bringing developed countries the latest technology and management know-

how (Ravinthirakumaran et al., 2015). 

2.6 Relationship between FDI, absorptive capacity and economic growth 

The relationship between FDI and economic growth does not happen arbitrarily. 

However, this relationship occurs because of the transfer of new technologies and know-

how, human resource training, external trade, increased competition and business 

development and restructuring (Bouchoucha and Ali, 2019). Makki and Somwaru (2004) 

stated that the growth-enhancing effect of FDI is critically dependent on the host country's 
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absorptive potential and whether FDI's domestic investment is "crowded out." Plus, in his 

research, Kumar (1996) also mentioned the importance of absorptive capacity. However, 

specific absorptive capacity and technological entrepreneurship within the country are 

essential for licensing to help build local capacity. This technique will be of limited value in 

the absence of appropriate skills to learn information and expand on it. 

In their seminal article, Borensztein et al. (1998), the results suggest that FDI is an effective 

medium for technology transfer with a comparatively more outstanding contribution to 

growth than domestic investment. However, higher profitability of FDI occurs only when 

the host country has a minimum stock requirement for human resources. FDI only 

contributes to economic growth if the host economy of advanced technologies has enough 

absorptive capacity. 

Only if there are specific environmental characteristics in the host country, the 

spillover effect can become effective. Therefore, the absorptive capacity of the host countries 

can gain technology spillovers. FDI can therefore contribute to economic growth only if 

there is ample absorption potential in the host country (Hermes and Lensink, 2003). 

Therefore, a healthy business climate is crucial to reap the maximum benefits from the 

existence of foreign companies. FDI's net benefits do not automatically increase, and their 

value varies depending on the host country and situation (Kurtishi-kastrati, 2013). Studies 

by Ali and Hussain (2017) have mentioned that absorptive capacity holds the impact of FDI 

on the host country, including political, economic and technological conditions. 

Bijsterbosch and Kolasa (2009), in their study, found that the effect of FDI on efficiency 

depends critically on the absorption ability. The degree to which FDI inflows are converted 

into technological progress and productivity growth depends on the absorptive capacity of 

the host country. 
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2.7 Conceptual model and hypotheses development 

Based on the theoretical and empirical results discussed, the model used for this 

research was conceptualized to understand better. The impact of absorptive capacity was 

emphasized in this research to see its moderating effects on the relationship between FDI 

and economic growth in Malaysia. The independent variable was represented by GDI, while 

FDI represented the independent variable in this research. Additionally, absorptive capacity 

was included as an interacting variable towards the relationship between FDI and GDP. 

Absorptive capacity indicators consisted of three main variables known as human capital, 

financial development and trade openness. 

2.7.1 FDI and GDP 

There is conflicting literature on the relationship between FDI and economic growth. 

The role of FDI in capital accumulation and the transfer of new technologies to the host 

country directly affects economic growth. (Mohamed, Jit Singh and Liew, 2013). There were 

various views and opinions on the relationship between FDI and GDP. Most of the 

theoretical studies report the positive relationship between; meanwhile, conflicting results 

were undoubtedly seen in the empirical studies (Hayat, 2019). As the evidence in the 

empirical studies was still divided, on the one hand, some studies demonstrate a positive link 

between FDI and GDP (De Mello (1999), Yao and Wei (2007) and Vu and Noy(2009)). 

However, on the other hand, in particular studies, FDI has a detrimental impact on economic 

growth (Carkovic and Levine (2002), Li and Liu (2005), Elia et al. (2009) and Doytch and 

Uctum (2019)). 

Some findings show that FDI does not contribute much towards growth. For instance, 

Aitken and Harrison (1999) find that the influence of FDI on productivity is shown to be 
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pretty negligible. Instead, the positive impact of FDI on growth in countries that adopt an 

outward-oriented trade strategy, the impact is substantially more significant than in countries 

that implement an inward-oriented trade policy (Balasubramanyam, Salisu and Sapsford, 

1996). Besides, Alfaro et al. (2003) found that the FDI plays a negative role in the primary 

sector and a positive role in the manufacturing sector on the study that was based on a panel 

data set from 72 developed countries. 

On the research conducted by Zhang (2001), FDI can boost the host country's 

economic growth through both spillover and direct effects. Likewise, Hansen and Rand 

(2006) discovered that the spill-over effect of FDI has a favourable impact on economic 

growth. The rapid rise of FDI has a beneficial influence on economic growth, which usually 

leads to an improvement in productivity due to the additional facilities gained via acquiring 

management skills and higher technologies from other nations. Supported by Buckley et al. 

(2002), human capital and technical progress are projected to boost growth, and FDI also 

implies increased productivity through acquisitions and labour training backed by 

multinational firms. This shows a specific conditional factor for FDI to boost GDP 

(Blomstrom, Lipsey and Zejan, 1994). Thus, the researchers hypothesized that:  

H1: There is a relationship positive between FDI and economic growth in Malaysia 

2.7.2 Moderating effect of absorptive capacity 

Although the evidence on the relationship between FDI and economic growth is 

varied, numerous studies contend that the host country's absorptive ability is crucial in 

explaining FDI. For example, Blomstrom and Kokko, A. and Zejan (1994) FDI is only 

beneficial and essential in higher-income countries, while it has little impact in lower-income 

countries. As a result of the contrasting findings on the FDI-growth relationship, researchers 
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concentrate on the host country's absorptive capacity (Hayat, 2019). Absorptive capacity is 

a prerequisite for a host country to effectively assimilate FDI spillovers' advantages and 

positive consequences (Alfaro et al., 2009; Hermes and Lensink, 2003). Supported by Lapan 

and Bardhan (1973), Before organisations benefit from technology developed by others, they 

must have a specific level of absorptive capacity. Mechanisms as the human capital, the 

degree of trade and financial openness, the amount of infrastructure, and the institutional and 

macroeconomic context, have been highlighted in the endogenous growth literature as 

having an enhancing-growth influence. These factors may influence countries' ability to 

attract FDI and their ability to benefit from inward FDI flows, in addition to its favourable 

impact on economic performance.  

Much recent research has indicated that the relationship between FDI and growth is 

influenced by multiple factors associated with the absorptive capacity of the host country 

and empirical studies such as human capital (Borensztein, J. De Gregorio and Lee, 1998 & 

Makki and Somwaru, 2004), financial development (Hermes and Lensink, 2003; Alfaro et 

al., 2004; Azman-saini, Law and Ahmad, 2010), trade openness (Balasubramanyam, Salisu 

and Sapsford, 1996; Nabila and Zakir, 2014; Alguacil, Cuadros and Orts, 2011 & 

Bouchoucha and Ali, 2019)), level of economic development (Blomstrom, Lipsey and Zejan, 

1994) and economic stability and liberal markets (Bengoa and Sanchez-robles, 2003). 

H2: Absorptive Capacity Moderates the relationship between FDI and economic 

growth in Malaysia 

When technology transfer leads to acquiring additional knowledge through labour 

training, skills development, new management techniques, and new organisational styles, 

FDI can directly promote economic growth. (De Mello 1999) An empirical study by 

Borensztein and et al. (1998) that examines the impact of FDI on economic growth rate in 
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cases of 69 developing countries throughout 1970–1989 reveals that there is a positive 

relationship between FDI and economic growth only when the host country has satisfactory 

absorptive competence and high level of educational sectors for progressive technologies. It 

reveals that FDI's contribution to economic growth is boosted by its interaction with the 

degree of human capital in the host country. According to the literature, the study 

hypothesized that: 

H3: Human capital moderates the relationship between FDI and economic growth in 

Malaysia 

Several studies have looked at the impact of financial development in the FDI-growth 

relationship along the absorptive capacity branch of the literature. Financial development 

has been identified as one type of absorptive capacity because it can stimulate economic 

growth by resolving different financial market flaws, allowing the advantages of FDI to 

manifest. Hermes and Lensink (2003) and Alfaro et al. (2004) argued that the FDI-growth 

relationship could inadvertently occur due to specific factors' conditional effects. Therefore, 

countries should consider the measures that can assist in the development of a well-

developed financial system. Consequently, this study proposes the following hypothesis: 

H4: Financial development moderates the relationship between FDI and economic 

growth in Malaysia 

After analyzing the data from 11 countries in East Asia and Latin America, using 

econometric techniques such as unit root and cointegration tests, Zhang (2001) demonstrates 

that FDI increases economic growth and a workforce with higher job skills and education in 

countries with a liberalised trade regime. Ram and Zhang (2002) mentioned that FDI 

facilitates global markets and serves as a conduit. Trade openness stimulates the economy 
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by boosting productivity. Only in a highly-skilled workforce do FDI inflows have a 

favourable impact on economic growth. On the other hand, FDI does not generate efficiency 

advantages on its own (Wijeweera et al., 2010). Thus, the study hypothesized that: 

H5: Trade openness moderates the relationship between FDI and economic growth in 

Malaysia 

2.8 Research framework 

This study aims to develop the framework of the effect of FDI and economic growth 

that is suitable in Malaysia. Thus Figure 2.1 shows the proposed conceptual framework of 

the Absorptive Capacity Threshold on the Relationship between FDI and Economic Growth.  

 

 

 

 

 

 

 
 

 

 
 

Figure 2.1: A proposed conceptual framework of the Absorptive Capacity 
Impact on the Relationship between FDI and Economic Growth 

Figure 2.1 represents the conceptual framework of this research aimed to examine 

the impact of absorptive capacity towards the relationship between FDI and economic 

growth in Malaysia. Hence, absorptive capacity acted as the moderating variable on FDI and 

economic growth to assess the strength of the relationship with the interaction variable. 

FOREIGN DIRECT 
INVESTMENT 

ECONOMIC 
GROWTH 

Human Capital 

Financial Development 

Trade Openness 

ABSORPTIVE CAPACITY 



  

38 

Human capital, financial development and trade openness were represented as the indicator 

of absorptive capacity. 

2.9 Research hypothesis 

• H1: There is a relationship positive between FDI and economic growth in 

Malaysia 

• H2: Absorptive Capacity Moderates the relationship between FDI and 

economic growth in Malaysia 

• H3: Human capital moderates the relationship between FDI and economic 

growth in Malaysia 

• H4: Financial development moderates the relationship between FDI and 

economic growth in Malaysia 

• H5: Trade openness moderates the relationship between FDI and economic 

growth in Malaysia 

2.10 Summary 

This chapter reviews the previous relevant research on the relationship between FDI and 

economic growth. It also encompasses the moderating roles of absorptive capacity on the 

relationship between FDI and economic growth. The variables in absorptive capacity include 

human capital, financial development and trade openness. In the next chapter, all of the 

research methodologies will be discussed. 
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CHAPTER 3 

 

METHODOLOGY 

 

3.1 Introduction 

This chapter will be discussing the research design and research methodology used 

to achieve the objectives of this study. Several studies can identify the purpose of this 

research. The studies method includes exploratory studies, descriptive studies, explanatory 

studies, evaluative studies and combined studies (Saunders, Lewis and Thornhill, 2016). For 

this research, researchers will use descriptive studies to explain the problem of this research 

briefly. This chapter comprises lists of methods that will be used in this research. The source 

of data is mainly from World Development Indicator (WDI). 

3.2 Research design 

Research design is the overall plan of how research issues can be answered. It, 

therefore, includes clear objectives from research questions, the source of data collected, 

data analysis and the ethical issue that will be discussed alongside the procedure (Saunders 

et al., 2016). In the same context, Burns and Grove (2003) define research design as an action 

to carry out the analysis with maximum control of factors that may influence the validity of 

research findings. 

By adapting research onion developed by Saunders et al. (2016), all the research 

designs implemented in this research are explained. Step by step from the research onion on 



  

40 

Figure 3.1, research philosophy, research approach, methodological choices, research 

strategies, time horizon, and technique and procedure will be discussed thoroughly in the 

following sub-section.  

 

Source: Saunders, Lewis and Thornhill (2016) 
Figure 3.1: Research Onion 

3.2.1 Research philosophy 

The first layer of research onion is known as research philosophy. It represents the 

main pillars of the research. Saunders et al. (2016) define research philosophy as a set of 

convictions and assumptions on information creation. Research philosophy can be classified 

into four different types: positivism, realism, interpretivism, and pragmatism. Plus, all these 

research philosophies contribute to three different types of assumptions towards the process 

of research growth. The three types of research assumptions are ontology, defined as an 

assumption made based on reality. Epistemology refers to an assumption made based on 

knowledge, and axiology refers to the roles and values of the research process.  
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In this research, positivism is used as the belief about how the data should be 

collected, analyzed and used. As research philosophy helps in becoming conscious of beliefs 

and assumptions and formulating them, positivism employed in this research is a view that 

only factual information and knowledge gain through observation or analysis. This view is 

supported by Amadi (2019), positivism is an epistemological point of view that promotes 

the application of the systems of the natural sciences to the study of social reality and beyond. 

Therefore, positivism is the most relevant to be adapted in this research as the quantitative 

approach will be used to analyze statistical analysis to test predetermined hypotheses 

(Rustanto et al., 2018). 

3.2.2 Research approach 

Research approach can be defined to the degree to which you are confident about the 

theory and raises an important question about the nature of your research project when the 

research is about to begin (Saunders et al., 2016). The research approach has three ways of 

reasoning to adopt, which is deductive, inductive and abductive. The three different 

approaches to theory development consisted of a deductive approach, inductive approach 

and abductive approach. A deductive approach is used when research theory was already 

developed and needed to be tested. Next is the inductive approach used when the research 

begins by collecting the data followed by framework building by using data collected. In 

comparison, the abducting approach refers to data collection, identifiable themes, and 

existing modifiable theory that will be tested through other data collection. Though, this 

research will use a deductive approach as the theme of this research is already defined. 

Deductive is the most suitable approach for quantitative research, while inductive is usually 

used for qualitative research (Soiferman, 2010). 
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3.2.3 Methodological choice 

Research approaches are plans and analysis techniques that vary from wide-ranging 

hypotheses to detailed data collection, analysis and interpretation methods. The plan 

involves many decisions, and they do not need to be addressed in the order in which they 

make sense and the order in which they are addressed here. The overall decision requires the 

approach to research a subject (Creswell, 2014). 

According to Saunders et al. (2016), the first methodological choice for research 

design is to use qualitative, quantitative or mixed methods. All of these research 

methodologies consisted of different approaches towards research design. To be specific, the 

research methodology consisted of six different methods. Those methods are mono method 

quantitative, mono method qualitative, multi-method quantitative, multi-method qualitative, 

mixed-method simple and mixed-method complex. Hence, for this research, the researcher 

will use the mono method quantitative as the research methodology as it is the most suitable 

method. Cohesively, quantitative analysis can show the analysis results by generating data 

into a statistical form and lead to fact formulated and identifying patterns in research. 

3.2.4 Research strategy 

Research strategy refers to the plan to get answers to the research questions (Saunders 

et al., 2016). While according to Denzin and Lincoln (2011), research strategies define the 

relationship between the research philosophy with the data collections and analyses method. 

Researchers often use several research strategies that suit their research: experiment, survey, 

archival and documentary research, case study, ethnography, action research, grounded 

theory and narrative inquiry. Each of these research strategies has been linked either with 

qualitative, quantitative or mixed methods research designs.  
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As for this research, archival and documentary research strategy was used in order 

to get the answer for the research questions. Nowadays, digital and online sources have 

spread widely as it facilitates the public to gather information and communicate to each 

other. Therefore, the digitalization of data and online archives provide more sources of data 

to be used as this research strategy. For this research, researchers will use secondary data for 

the sources of data collection. The value of the inflows of FDI and gross domestic product 

in Malaysia can be searched online through an official website such as the International 

Monetary Fund and Department of Statistics Malaysia websites. The official website is a 

more favourable choice as the sources of data collection provide more trusted and precise 

information. However, as the data sources are limited for the other variables, which is human 

capital, financial development and trade openness, this research will extract data from 

TheGlobalEconomy.com, which is a global online database consists interactive data tools 

for over 200 countries with data from The World Bank, the United Nations, the International 

Money Fund, the U.S. Energy Information Administration, UNESCO, the World Economic 

Forum, and many other trusted sources. This database is more beneficial as it has the 

complete data needed for this research so that the data gathered for this research are more 

stable and reliable. 

3.2.5 Time horizon 

In designing research, researchers may choose their time horizon, which is the 

timeline of their research. There are two types of time horizon available for the researcher 

to use: cross-sectional, which means the ‘snapshot’ time horizon, or longitudinal, which 

means ‘diary’ perspectives time horizon (Saunders et al., 2016). 
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According to Saunders et al. (2016), cross-sectional studies involving analysis at a 

given time of a particular phenomenon. It usually involves surveying methods. On the other 

hand, longitudinal studies can be described as examining a time series data span. The best 

attribute of longitudinal research lies in its capacity to study change and development. For 

this research, a longitudinal time horizon will be used as this research will use secondary 

data and information sources from the time series for 45 years.  

3.2.6 Technique and procedure 

The final layer of research onion discussing the data collection and data analysis. 

Hence, for this research, the data collection will be collected through secondary data 

collection. The sample population of data will gather throughout Malaysia and information 

and research from other countries related to this research. Then the reliable data collected 

will be analysed by descriptive analysis. The descriptive analysis defines the transformation 

of actual data to translate it in an easy way to interpret. The following steps will involve the 

data analysis process based on descriptive analysis where the software used is STATA 16 

software. 

3.2.7 Unit of analysis 

In academic research, the unit of analysis is classified as the level of aggregation of 

data collected before the subsequent data analysis stage. It may be described as individuals, 

classes, divisions, industries and countries (Sekaran and Bougie, 2010). 
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Table 3.1: Variable Indicators 
VARIABLE INDICATOR OPERATIONAL 

DEFINITION 
SOURCES 

Independent Variable 
Foreign Direct 

Investment 
Foreign 
Direct 

Investment, 
billion USD 

Foreign direct investment refers 
to direct investment equity flows 
in the reporting economy. It is the 

sum of equity capital, 
reinvestment of earnings, and 

other capital. Direct investment is 
a category of cross-border 

investment associated with a 
resident in one economy having 
control or a significant degree of 
influence on the management of 
an enterprise resident in another 
economy. Ownership of 10 per 

cent or more of the ordinary 
shares of voting stock is the 
criterion for determining the 

existence of a direct investment 
relationship. Data are in current 

U.S. dollars. 

World 
Development 

Indicator 

Dependent Variable 
Economic 
Growth 

GDP per 
capita, 

constant 2010 
dollars 

GDP per capita is gross domestic 
product divided by midyear 

population. GDP is the sum of 
gross value added by all resident 
producers in the economy plus 

any product taxes and minus any 
subsidies not included in the 
value of the products. It was 

calculated without deductions for 
depreciation of fabricated assets 
or depletion and degradation of 
natural resources. Data are in 

current U.S. dollars 
 

World 
Development 

Indicator 

Moderating Variable 
Human 
Capital 

Secondary 
school 

enrollment, 
per cent of all 

eligible 
children 

The gross enrollment ratio is the 
ratio of total enrollment, 

regardless of age, to the age 
group population that officially 

corresponds to the level of 
education shown. Secondary 

education completes the provision 

World 
Development 

Indicator 
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VARIABLE INDICATOR OPERATIONAL 
DEFINITION 

SOURCES 

of basic education that began at 
the primary level and aims at 

laying the foundations for 
lifelong learning and human 

development by offering more 
subject- or skill-oriented 

instruction using more specialized 
teachers. 

Financial 
Development 

Bank credit as 
per cent of 

bank deposits 

The financial resources provided 
to the private sector by domestic 
money banks as a share of total 

deposits. Domestic money banks 
comprise commercial banks and 
other financial institutions that 

accept transferable deposits, such 
as demand deposits. Total 

deposits include demand, time 
and saving deposits in deposit 

money banks. 

World 
Development 

Indicator 

Trade 
Openness 

exports plus 
imports as per 
cent of GDP 

The ratio of trade to GDP. Trade 
Openness is the sum of imports 
and exports normalized by GDP 

World 
Development 

Indicator 

3.3 Sampling design 

The sample is a part of the population that represents the whole population. While 

sampling design is defined as a standpoint of view of the framework within the sampling 

population and includes the number and type of sampling structures and size of the sample. 

Sampling techniques consisted of two different types which are probability sampling and 

non-probability sampling. Probability sampling refers to a group of sampling techniques that 

help researchers pick units from a population that wants to be researched. The researcher 

needs to know the amount of total population in their research. Besides, probability sampling 

design can be divided into four types which are simply random, systematic, stratified random 

and cluster 
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Whereas non-probability sampling design is a range of substitute techniques for 

choosing samples that contains a subjective element like a quota, snowball, self-selection 

and convenience (Saunders et al., 2016). For this research, the analysed data of FDI inflows 

and Malaysia GDP from 1975 until 2019 was used. These data were obtained from the World 

Development Indicator, a pioneer government agency that helps collect data and information 

on the economic and social aspects of the country. 

3.4 Sources of data 

In this research, secondary data sources will be collected to analyse. The data of the 

year 1975 to 2019 will be used in this research. For independent and dependent variables, 

FDI and economic growth, the data will be gathered from the World Development Indicator 

(WDI) as the indicator of FDI inflows and GDP, respectively. There are three moderating 

factors included in this research. The source of data for each factor is different. Firstly, for 

human capital Barro and Lee (2013) stated that using the estimated educational attainment 

for measuring the level of human capital are decent and reliable. Next, King and Levine 

(1993) have included four indicators to measure the level of financial development: first, 

financial depth, which is the overall size of the formal financial intermediary system. 

Second, the distinction among financial institutions conducting intermediation and third was 

how the financial system distributes assets by credit issued to non-financial private firms 

divided by total credit. Lastly, the fourth indicators were credit issued to non-financial 

private firms divided by GDP. Therefore, this research will use the most traditional 

indicators, which Goldsmith also uses and McKinnon (1973), the first indicators mentioned 

by King and Levine (1993), the ratio of liquid liabilities to GDP to measure the financial 

depth of Malaysia’s financial development. Thirdly, based on the previous research 

literature, the most used unit measurement for trade openness is the ratio of exports and 
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imports of GDP (Makhlouf et al., 2015). Supporting Dowrick and Golley (2004) claimed 

that the advantage of these measurements, which is the ratio of exports and imports, is that 

it clearly defined trade openness. Besides, it is also well measured, and the availability of 

this data is many. 

3.5 Model specification 

To estimate the impact of absorptive capacity on the relationship between FDI and 

GDP, Cobb-Douglas production that first introduced by Cobb and Douglas (1928). The 

standard Cobb Douglas production function demonstrates that economic output is a function 

of capital and labour. As a result, any emergence in one of these two factors will stimulate 

economic production. A cobb-Douglas production function is an empirical specification that 

is widely accepted in the literature that covers FDI and growth relationship such as Anwar 

& Nguyen (2014), (Shevelova and Plaskon, 2018), (Doan, Maré and Iyer, 2015) (Javorcik, 

2003); (Girma, 2005)). To evaluate the impact of absorptive capacity on the relationship 

between FDI and GDP, Cobb-Douglas production function was used, and it was written as: 

Y = AKα Lβ 

Where Y represents the level of output measured by real GDP in Malaysia for 1975-

2019, Labour input is L, measured by the number of employees and K is physical capital. 

Output elasticities of capital and labour are α and β, respectively show the degree of 

scalability for the production factors, and A is endogenous technological progress. In this 

research, the impact of FDI on economic growth depends on the absorptive capacity of the 

host country. Following Borensztein et al. (1998), the interaction term between human 

capital and FDI as an additional variable would indicate the existence of complementarities 

between them. Human capital, financial development and trade openness wad used as the 

indicators of absorptive capacity. Therefore, human capital (HC), financial development 
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(FD) and trade openness (TO) was included in the model. This approach was applied to 

investigate the impact of absorptive capacity as the interaction term in the relationship 

between FDI and GDP. Then, the production function can be written as follows: 

Y = AKα Lβ FDIγ FDI*HCλ FDI*FDλFDI*TOλ (2). 

𝑦𝑦 = 𝛼𝛼 + 𝛼𝛼𝛼𝛼 + 𝛾𝛾𝛾𝛾𝛾𝛾𝛾𝛾 + 𝜆𝜆𝜆𝜆𝜆𝜆𝜆𝜆 ∗ ℎ𝑐𝑐 + 𝜆𝜆𝜆𝜆𝜆𝜆𝜆𝜆 ∗ 𝑓𝑓𝑓𝑓 + 𝑓𝑓𝑓𝑓𝑓𝑓 ∗ 𝑡𝑡𝑡𝑡 

As dynamic panel approach was used in the empirical study, the lagged dependent 

variable is also included to reflect the dynamic nature of the model: 

𝑦𝑦𝑖𝑖,𝑡𝑡 = 𝜌𝜌1𝑦𝑦𝑖𝑖,𝑡𝑡−1 + 𝛼𝛼𝛼𝛼𝑖𝑖,𝑡𝑡 + 𝛾𝛾𝛾𝛾𝛾𝛾𝛾𝛾𝑖𝑖,𝑡𝑡 + 𝜆𝜆𝜆𝜆𝜆𝜆𝜆𝜆 ∗ ℎ𝑐𝑐𝑖𝑖,𝑡𝑡 + 𝜆𝜆𝜆𝜆𝑑𝑑𝑑𝑑 ∗ 𝑓𝑓𝑓𝑓𝑖𝑖,𝑡𝑡 + 𝜆𝜆𝜆𝜆𝜆𝜆𝜆𝜆 ∗ 𝑡𝑡𝑡𝑡𝑖𝑖,𝑡𝑡 + 𝜂𝜂𝑖𝑖 + 𝜀𝜀𝑖𝑖,𝑡𝑡 

Where Yi,t-1 is the lagged dependent variable representing the lagged value of the 

variable in the previous period, εi,t denotes the random disturbance, and it is assumed to 

follow the normal distribution with zero mean and finite variance, ηi indicates the 

unobservable individual effects. 

The first objective of this study is to identify the relationship between FDI and GDP 

and the interaction effect of absorptive capacity on the relationship between FDI and GDP. 

The rest of the objective of this study is to reveal the channels through which FDI affects 

economic growth. Durham (2004) and Mingyong et al. (2006) added multiplication of FDI 

and absorptive capacity, which they analyzed to examine the simultaneous effect of FDI and 

related absorptive capacity variables.  

3.6 First stage analysis 

3.6.1 Descriptive statistics analysis 

Descriptive statistics is the main feature of data collection and was used to describe 

the data's basic features quantitatively. Hence, a descriptive statistic was used in this research 

to supply depth on the specifications of the information. It is different from inferential 
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statistics in that the aim was to summarise the data set quantitatively without employing a 

probabilistic formulation. It also does not use the data to make inferences about the 

population that it is thought to represent. 

3.6.2 Correlation analysis 

For this analysis, the correlation coefficient is used to examine the form and strength 

of relationships between dependent and potential independent variables. The correlation 

matrix calculates the degree of multicollinearity between all the variables, which is the 

regressor and regressand of the sample. The correlation test is often included in the list of 

the hypothesized independent variables to assess the most important factors 

3.6.3 Unit root test 

A preliminary test before investigating cointegration is analyzing stationarity 

properties of the time series. Using the Augmented Dickey-Fuller test for unit root testing, 

the order of integration of variables can be determined. Plus, Lau et al. (2018) also suggest 

the Philip Perron test developed by Perron as the unit root test to test the consistency of the 

unit root test results from the ADF test. The Phillip Perron test contributes to a milder 

assumption on the error distribution and also can control the higher-order serial correlation 

and the heteroskedasticity in the series. According to Dickey and Fuller (1979), the null 

hypothesis is when the variable contains a unit root, while the alternative is when a stationary 

process generates the variable. Therefore, to become stationary, the value of ADF or PP 

should be greater than the critical value. The equation for the unit root is as follows: 

ADF Unit root test including without trend, constant only 
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∆𝑌𝑌 = 𝛽𝛽1 + 𝛿𝛿𝛿𝛿𝑡𝑡−1 + 𝛼𝛼�∆𝑌𝑌𝑡𝑡−1 + 𝜇𝜇𝑡𝑡

𝑝𝑝

𝑖𝑖−1

  

 

ADF Unit root test includes trend and constant 

∆𝑌𝑌 = 𝛽𝛽1 + 𝛽𝛽2𝑡𝑡 + 𝛿𝛿𝛿𝛿𝑡𝑡−1 + 𝛼𝛼�∆𝑌𝑌𝑡𝑡−1 + 𝜇𝜇𝑡𝑡

𝑝𝑝

𝑖𝑖−1

  

Phillip Perron unit root test without trend, constant only 

𝑦𝑦𝑖𝑖 = 𝛼𝛼 + 𝜌𝜌𝑦𝑦𝑖𝑖−1 + 𝜀𝜀𝑖𝑖  

 

As equations in the above, Y represents the variable to be tested in the unit root. ∆ Is 

the difference operator, p represents the number for lagged terms, and 𝜇𝜇 is the residual term 

of white noise with zero mean and constant variance. β is the parameter in the equation. 

3.7 Second stage analysis 

3.7.1 ARDL bounds testing analysis 

After testing the unit root test, three possible outcomes are. First, the series are 

integrated of order one and stationary at level form. The second possible outcome is that the 

series are integrated of order 1, which means that the series are stationary at first. Lastly, the 

possible outcome is that the series is integrated with different orders. This is when 

stationarity is combined on level form, and the first difference from known as I(0) and I(1). 

The null hypothesis of this test stated that there is no cointegrating equation. Meanwhile, the 

alternative hypothesis stated that the null hypothesis is not valid. There is a cointegrating 

equation in the series. The rejection level is at the 10%, 5% or 1% level. The decision criteria 

for the bounds test is that: 
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i) If the reported F-statistics is higher than the critical value for the upper bound 

I (1), there is cointegration. This means there is a long-run relationship. The 

null hypothesis needs to be rejected at this rate. Then, the long-run model can 

be estimated using an error correction model (ECM).  

ii) If the reported F-statistic is lower than the critical value for the lower bound 

I (0), it can be concluded that there is no cointegration and no long-run 

relationship. Therefore, do not reject the null hypothesis. The next step is to 

estimate the autoregressive distributed lag (ARDL) model's short-run model. 

iii) If the F-statistics value was between the lower bound I(0) and the upper 

bound I(1), the test is inconclusive. 

Based on the result of the bounds test, it shows that the F-statistic of this series is 

higher than the I (1) bound, which is 9.507. Hence, the null hypothesis is rejected. This result 

means that there is a long-run relationship within the variable in the series. It also implies 

that the series are related and can be combined in a linear form. Thus, even when shocks in 

the short run may affect the movement in the individual series of variables, they would 

converge with time for the long run. This implies that GDP, FDI, Human Capital, Financial 

Development and Trade openness are cointegrated in the long run and are moving together 

following random paths. As the results presented that the series are cointegrated, both short-

run and long-run models should be estimated appropriately using autoregressive distributed 

lags (ARDL) and vector error correction (VEC) models. 

∆𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑡𝑡 = 𝛽𝛽0 + �𝛽𝛽1𝑖𝑖∆𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑡𝑡−𝑖𝑖 +
𝑛𝑛1

𝑖𝑖=1

�𝛽𝛽2𝑖𝑖∆𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑡𝑡−𝑖𝑖 +
𝑛𝑛2

𝑖𝑖=1

�𝛽𝛽3𝑖𝑖∆𝑙𝑙𝑙𝑙ℎ𝑐𝑐𝑡𝑡−𝑖𝑖 +
𝑛𝑛3

𝑖𝑖=1

�𝛽𝛽4𝑖𝑖∆𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑡𝑡−𝑖𝑖

𝑛𝑛4

𝑖𝑖=1

+�𝛽𝛽5𝑖𝑖∆𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑡𝑡−𝑖𝑖 + 𝜆𝜆1𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑡𝑡−1 + 𝜆𝜆2𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑡𝑡−1 + 𝜆𝜆3𝑙𝑙𝑙𝑙ℎ𝑐𝑐𝑡𝑡−1 + 𝜆𝜆4𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑡𝑡−1

𝑛𝑛5

𝑖𝑖=1

+ 𝜆𝜆5𝑙𝑙𝑛𝑛𝑛𝑛𝑛𝑛𝑡𝑡−1 + 𝜐𝜐𝜐𝜐 
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𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑡𝑡 =∝1+�𝛽𝛽1𝑖𝑖𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑡𝑡−1 +
𝑝𝑝

𝑖𝑖=1

�𝛾𝛾1𝑖𝑖𝑙𝑙𝑙𝑙ℎ𝑐𝑐𝑡𝑡−1 +
𝑝𝑝

𝑖𝑖=1

�𝛿𝛿1𝑖𝑖𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑡𝑡−1 +
𝑝𝑝

𝑖𝑖=1

�𝜗𝜗1𝑖𝑖𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑡𝑡−1 + 𝜇𝜇𝑡𝑡

𝑝𝑝

𝑖𝑖=1

 

∆𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑡𝑡 = 𝛾𝛾0 + �𝛾𝛾1𝑖𝑖∆𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑡𝑡−𝑖𝑖 +
𝑝𝑝1

𝑖𝑖=1

�𝛾𝛾1𝑖𝑖∆𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑡𝑡−𝑖𝑖 +
𝑝𝑝1

𝑖𝑖=1

�𝛾𝛾1𝑖𝑖∆𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑡𝑡−𝑖𝑖 +
𝑝𝑝1

𝑖𝑖=1

�𝛾𝛾1𝑖𝑖∆𝑙𝑙𝑛𝑛𝑛𝑛𝑛𝑛𝑛𝑛𝑡𝑡−𝑖𝑖

𝑝𝑝1

𝑖𝑖=1

+�𝛾𝛾1𝑖𝑖∆𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑡𝑡−𝑖𝑖 + 𝜑𝜑𝐸𝐸𝐸𝐸𝑡𝑡−1 + 𝜗𝜗𝜗𝜗
𝑝𝑝1

𝑖𝑖=1

 

𝐸𝐸𝐸𝐸𝐸𝐸𝑡𝑡 = ln (𝑔𝑔𝑔𝑔𝑔𝑔)𝑡𝑡−∝  

3.7.2 Long-run and short-run analysis 

In this research, ECM was developed to test the long run effect between FDI and 

GDP and the presence of absorptive capacity. Therefore, the ARDL version of the ECM for 

the FDI and GDP model can be expressed as Equation 3.9 below. While Equation 3.10, 3.11 

and 3.12 represent the ECM model for FDI and GDP with human capital, financial 

development and trade openness, respectively. Lastly, to examine the presence of absorptive 

capacity, FDI and GDP were tested in the ECM model with human capital, financial 

development, and trade openness. 

∆𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑡𝑡 =  𝑎𝑎0 + � 𝑎𝑎1𝑖𝑖∆𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑡𝑡−1 + � 𝑎𝑎2𝑖𝑖∆𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑡𝑡−1 + 𝜆𝜆𝜆𝜆𝜆𝜆𝜆𝜆𝑡𝑡−1 +
𝑞𝑞

𝑖𝑖=1
𝑒𝑒𝑡𝑡

𝑝𝑝

𝑖𝑖=1
 (3.9) 

∆𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑡𝑡 =  𝑎𝑎0 + � 𝑎𝑎1𝑖𝑖∆𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑡𝑡−1 + � 𝑎𝑎2𝑖𝑖∆𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙 ∗ ℎ𝑐𝑐𝑡𝑡−1 + 𝜆𝜆𝜆𝜆𝜆𝜆𝜆𝜆𝑡𝑡−1 +
𝑞𝑞

𝑖𝑖=1
𝑒𝑒𝑡𝑡

𝑝𝑝

𝑖𝑖=1
 (3.10) 

∆𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑡𝑡 =  𝑎𝑎0 +� 𝑎𝑎1𝑖𝑖∆𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑡𝑡−1 + � 𝑎𝑎2𝑖𝑖∆𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙 ∗ 𝑓𝑓𝑓𝑓𝑡𝑡−1 + 𝑒𝑒𝑡𝑡
𝑞𝑞

𝑖𝑖=1

𝑝𝑝

𝑖𝑖=1
 (3.11) 

∆𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑡𝑡 =  𝑎𝑎0 + � 𝑎𝑎1𝑖𝑖∆𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑡𝑡−1 +� 𝑎𝑎2𝑖𝑖∆𝑙𝑙𝑙𝑙𝑓𝑓𝑑𝑑𝑑𝑑 ∗ 𝑡𝑡𝑡𝑡𝑡𝑡−1 + 𝑒𝑒𝑡𝑡
𝑞𝑞

𝑖𝑖=1

𝑝𝑝

𝑖𝑖=1
 (3.12) 

∆𝑙𝑙𝑙𝑙𝑔𝑔𝑑𝑑𝑑𝑑𝑡𝑡 =  𝑎𝑎0 +� 𝑎𝑎1𝑖𝑖∆𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑡𝑡−1
𝑝𝑝

𝑖𝑖=1

+� 𝑎𝑎2𝑖𝑖∆𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙𝑙 ∗ ℎ𝑐𝑐 ∗ 𝑓𝑓𝑓𝑓 ∗ 𝑡𝑡𝑡𝑡𝑡𝑡−1 +
𝑞𝑞

𝑖𝑖=1
𝜆𝜆𝜆𝜆𝜆𝜆𝜆𝜆𝑡𝑡−1 + 𝑒𝑒𝑡𝑡  

(3.13) 
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3.8 Summary 

In conclusion, this chapter has discussed how the process of this research will be 

going through. As this chapter completes, the research objectives have become more evident. 

As we discussed in this chapter, this research will be conducted through positivism 

philosophy, deduction approach to the theory development, using mono method quantitative, 

archival and documentary research strategy, along with longitudinal time horizon and data 

collection from secondary data will finally be analyses by using descriptive and regression 

analysis method. All these steps of research design have been discussed, each one of them 

by using research onion to provide a clear understanding of the research process. The next 

chapter shall be the analysis of the results. 
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CHAPTER 4 

 

RESULT AND DISCUSSION 

 

4.1 Introduction 

The research guide at the University of Pretoria (2018) explained data analysis and 

findings as the most decisive component in any research. Gathered data will be summarized, 

then interpreted by analytical and logical judgement to ascertain the relationships, patterns 

and validity of research objectives. This chapter will discuss all detailed information about 

the result findings in order to prove the research objectives. All analysis results will be 

discussed thoroughly so that all possibilities will be taken into consideration. This research 

was conducted following the research methodology and analytical design discussed in 

Chapter 3. There are several sections that will be discussed in this chapter: 

Section 4.1: Introduction 

Section 4.2: Descriptive Statistic Analysis 

Section 4.3: Correlation test 

Section 4.4: Unit Root Test 

Section 4.5: ARDL Bounds cointegration test 

Section 4.6: ARDL-ECM long run and short-run test 
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4.2 Descriptive statistical analysis 

Descriptive statistics summarize a set of data that can measure central tendency and 

measures of variability. Measures of central tendency indicate the centre position of a data 

set distribution consisting of the mean, median and mode. In the meantime, descriptive 

statistics can also measure variability, including standard deviation or variance, the 

minimum and maximum variables, and the skewness (Investopedia, 2018). 

Table 4.1 shows descriptive statistics results of all variables utilized in this research. 

Based on the data collected, variables are analysed using descriptive statistics, which 

resulted in the finding of mean and standard deviation that was acquired to determine how 

much FDI could affect Malaysia's economic growth. Mean was used to explore the 

relationship between dependent and dependent variables to determine the relationship 

between FDI and Malaysia's economic growth. This result links back to the first research 

objectives of this research. At the same time, the standard deviation was used to explain the 

extent of the spread of the numerical data. Overall, it can be seen that most of the standard 

deviation is relatively large, especially for GDP. It means that the variations of the variables 

are considerable among variables. Plus, the maximum and minimum values are pretty 

farther. It means that the value of variables often fluctuates across a period.  

Table 4.1: Descriptive Statistics 
Variable Mean Std. Dev. Min Max Obs. 

GDP 1.60e+11 1.08E+11 3.04E+10 3.99E+11 45 
FDI 3.79 1.73 0.06 8.76 45 
HC 70.64 10.70 52.05 85.45 45 
FD 98.60 31.90 33.98 154.89 45 
TO 149.71 39.87 90.65 220.41 45 

 

Based on the results, the summary of descriptive statistics describes all of the 

variables in this research. The variable consists of GDP as the dependent variable, FDI as 
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the dependent variable, and three indicators of absorptive capacity, namely human capital, 

financial development, and trade openness, representing the moderating variable. The 

observation of the data was at 45, which indicates 45 years term of the research. 

The standard deviation and range values show evidence of extreme values in the 

GDP and FDI data. Against this backdrop, all the data were transformed into natural 

logarithms before being used for the primary data analysis to deal with the effects of extreme 

values and abnormal data. The mean GDP recorded was USD 160 billion, along with a 

standard deviation of USD 108 billion. The results showed a considerable variation in GDP 

throughout the research. Meanwhile, FDI shows the lowest variation with a mean of 3.79 

and a standard deviation recorded at 1.73. FDI reach a minimum value of 0.06% during 2001 

and 2009. It was mainly due to the economic crisis that happened. Human capital recorded 

a mean of 70.64%, with a standard deviation of 10.70%. The minimum and maximum levels 

were at 52.05% and 85.45%, respectively. The mean of financial development representing 

the financial resources provided to the private sector by other depository corporations has 

the mean of 98.60% and 31.90& of standard deviation. Lastly, trade openness recorded a 

mean of 149.71% and a standard deviation of 39.87% at the minimum and maximum values 

of 90.65% and 220.41%. 

4.3 Data correlation   

Correlation analysis was used to measure the strength of the linear relationship 

between variables. In this research, by running correlation analysis between variables, it 

helps to explain whether the variables are highly correlated, which can explain whether the 

variables are valid or not. When there is a positive relationship between variables, a variable 
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will increase when the other variable increases. However, if there is a negative correlation, 

a variable will increase when the other variable decreases and vice versa. 

The Pearson correlation coefficients tend to range from −1.0 to +1.0, and the closer 

the value is to +/−1, the more related are the pair of variables to each other. A Pearson 

correlation coefficient value of 0 implies no relationship between the variables. A positive 

Pearson correlation coefficient value indicates that both variables move in the same 

direction, while a negative value indicates an inverse relationship. It is important to note that 

the Pearson correlation coefficient only indicates the movement of the variables and not 

whether a change in one impacts the other. 

Table 4.2: Correlation Matrix 
Variable GDP FDI HC FD TO 

GDP 1.00     
FDI -0.16 1.00    
HC 0.88 -0.21 1.00   
FD 0.63 -0.01 0.78 1.00  
TO 0.31 0.16 0.57 0.72 1.00 

 

Pearson Correlation matrix, which indicates the direction, strength, and significance 

of the relationships between independent and dependent variables, was computed. The 

results from table 4.2 indicate a negative correlation between the dependent variable, GDP, 

with FDI as the independent variable at -0.16, which is also the lowest correlation among 

other variables with the dependent variable. Human capital recorded the highest positive 

correlation with GDP at 0.88. The second highest value of correlation with GDP is human 

capital, with a coefficient correlation of 0.63. These results again confirm that all of the 

explanatory variables are relevant for partly determining economic growth. 
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4.4 Unit root test analysis 

The common problem of running time series data is the problem of occurring non-

stationarity in the data. Therefore, the variables were tested for stationarity by performing 

Augmented Dickey-Fuller (ADF) and Phillips Perron (PP) unit root tests to tackle this 

problem. The null hypothesis for the unit root test is represented as the series of variables 

containing unit root and non-stationary. In determining the stationarity of the series, the null 

hypothesis is rejected when the test statistics are higher than the critical values. Thus, the 

series is stationary and can proceed to the next test. Table 4.3 shows that the H0 of GDP, 

HC, FD, TO and AC cannot be rejected at the level that indicates non-stationary. However, 

after included the first difference, all the variables can be rejected. This indicates that GDP, 

HC, FD, TO, and AC are stationary at first difference integrated at order one I(1) and have 

no unit root test. Meanwhile, FDI is stationary at the level and can be termed as integrated 

of order I (0). The results of PP unit root test were applied, and the test showed similar results 

with ADF unit root test. Thus, the results of the unit root test of ADF and PP is consistent. 

Table 4.3: Results for Augmented Dickey-Fuller (ADF) and Phillips Perron 
(PP) unit root test 

Variable Augmented Dickey-Fuller Test Phillips-perron Test 
Level First Difference Level First Difference 

Lngdp -1.409 -4.364*** -1.939 -5.381*** 
Lnfdi -5.632*** -  -5.619 -  
Lnhc -1.514 -4.246*** -1.476 -6.469*** 
Lnfd -2.902* -4.771*** -2.615* -5.768*** 
Lnto -1.594 -3.669* -1.649 -3.852*** 
Lnac -4.197 - -5.506*** - 

Notes: The p-value at the significance level of 1% (*), 5% (**) and 10% (***) 

4.5 ARDL bounds cointegration test 

Based on the previous section of the testing unit root test, the outcome of the 

stationarity test is that the series are integrated at different orders. Therefore, it is necessary 
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to perform cointegration tests in order to establish a long-run relationship. The most suitable 

method for cointegration testing is the Bounds test by Pesaran et al. (2001). The lower critical 

bound assumes all the variables are I (0), which means no cointegration relationship between 

the examined variables. The upper bound assumes that all the variables are I (1), which 

means cointegration among the variables. When the computed F-statistics is greater than the 

upper bound critical value, the H0 is rejected, meaning that the variables in the model are 

cointegrated. However, if the F-statistics are below the lower bound critical value, the H0 

cannot be rejected because there is no cointegration among the variables. Meanwhile, when 

the computed F-statistics falls between the lower and upper bound, the results are 

inconclusive, which means that the relationship between the variables cannot be determined. 

Table 4.4: ARDL Bounds Testing Analysis 
Equation Bounds Test 

Lag Order F-Statistic Decision 
Lngdp*Lnfdi 1,0 10.837*** Cointegrate 

Lngdp*Lnfdi_Lnhc 1,0 10.550*** Cointegrate 

Lngdp*Lnfdi_Lnfd 1,0 10.140*** Cointegrate 

Lngdp*Lnfdi_Lnto 1,0 10.763*** Cointegrate 

Lngdp*Lnac 1,0 8.370*** Cointegrate 

Critical Value    

Significance Level I (0) I (1)  

10% 4.04 4.78  

5% 4.94 5.73  

1% 6.84 7.84  
Notes: The F-statistic at the significance level of 1% (*), 5% (**) and 10% (***) 

The ARDL bounds tests reported in Table 4.4 indicate that all models are cointegrate 

since the value of F-statistics is more significant than the upper bound of the critical value 

of 10% significance level at 4.78. The value of the F-Statistic for all GDP*FDI, 

GDP*FDI_HC, GDP_FDI*FD, GDP*FDI_TO and GDP*FDI_AC are at 10.873, 10.550, 

10.140, 10.763 and 8.370, respectively. Therefore, H0 is rejected, meaning the variables in 
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the models are cointegrate. As all the models are cointegrate, it indicates that a long-run 

relationship exists in the models.  

4.6 Long-run and short-run analysis 

ARDL model was conducted to test the long run and short-run relationship between 

variables. By utilizing ARDL model, we can know that a dynamic error correction model 

(ECM) following a simple linear transformation, where the ECM integrates short-run 

dynamics with long-run equilibrium without losing long-run information (Shrestha & 

Chowdhury, 2005)  

Table 4.5: Long Run and Short-Run Analysis 
Model FDI FDI*HC FDI*FD FDI*TO FDI*AC 

Long run Coef. Coef. Coef. Coef. Coef. 
Lnfdi 2.018 - - - - 

Lnfdi*Lnhc - 0.419*** - - - 
Lnfdi*Lnfd - - 0.342** - - 
Lnfdi*Lnto - - - 0.357*** - 

Lnac - - - - 0.003 
Short run Coef. Coef. Coef. Coef. Coef. 

Lnfdi 0.311** - - - - 
Lnfdi*Lnhc - 0.341** - - - 
Lnfdi*Lnfd - - 0.371** - - 
Lnfdi*Lnto - - - 0.338** - 

Lnac     0.003*** 
Notes: Significant level of 1% (*), 5% (**) and 10% (***) respectively. 
 

Table 4.5 indicates the results of ARDL long run and short-run analysis. There is an 

insignificant result of a long run relationship between GDP and FDI. This suggests that there 

is no long-run relationship between FDI and economic growth in Malaysia. Meanwhile, 

when the moderating variable of human capital, financial development, and trade openness 

was added, the results show a significant relationship, suggesting that the model's long-run 
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relationship existed. An increase in 1% of human capital will increase 0.419% of the 

relationship between FDI and economic growth in the long run. For financial development, 

the results indicate that an increase of 1% in financial development leads to a 0.3422% 

increase in the relationship between FDI and economic growth in Malaysia in the long run. 

Similarly, when trade openness increases 1%, it leads to 0.357% increase in the FDI-growth 

relationship. Contrary, when absorptive capacity is included in the model to study the impact 

on the relationship between FDI and economic growth, the results of the long-run 

relationship are insignificant, which explains that there is no long-run relationship. 

 The short-run result for all the models in this research is significant, shown by Table 

4.5. The direct relationship between FDI and economic growth in the short-run relationship 

shows a positive relationship. When there is 1% increase in FDI, economic growth will 

increase 0.331%. When interaction variable of human capital, financial development and 

trade openness is added on the model, the outcome suggests that 1% increased by 0.341%, 

0.371% and 0.338% of the relationship between FDI and economic growth respectively. 

Meanwhile, when absorptive capacity is included in the model, which imply that all the 

interaction variables are tested at once, the results show a positive relationship. As in, 1% 

increase in absorptive capacity leads to 0.003% increase in the relationship between FDI and 

economic growth in Malaysia. 

4.7 Diagnostic test 

Finally, to test for reliability of my results, different diagnostic tests are conducted to 

study the characteristics of normality of the distribution and whether autocorrelation is 

present in the residuals. Diagnostic tests support the robustness of the model. For the model 

to be trusted, it must be robust. There are three diagnostic test that analysed the model in this 
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research. Those are the Durbin Watson test, Breush-Godfrey LM test and heteroskedasticity 

test. 

Table 4.6: Diagnostic Analysis 
Model FDI FDI*HC FDI*FD FDI*TO FDI*AC 

Diagnostic 
Test Chi2 p-value Chi2 p-value Chi2 p-value Chi2 p-value Chi2 p-value 

Durbin 
Watson 

Test 
1.695 1.683 1.645 1.672 1.688 

Breush-
Godfrey 
LM test 

0.804 0.370 0.876 0.350 1.087 0.297 0.924 0.337 0.814 0.367 

Heterosked
asticity 

3.390 0.641 3.240 0.663 2.840 0.725 3.200 0.670 4.590 0.468 

 

Table 4.6 represent the results of the diagnostic test covered in this research. The 

direct model of FDI and GDP diagnostic test results shows no autocorrelation as the value 

of the Durbin Watson test is 1.695, which is nearly 2. This implies no-autocorrelation is 

detected. Similarly, for Breush-Godfrey LM test, the test for serial correlation shows similar 

results as the p-value recorded at 0.370, which is more than 5%, indicating no 

autocorrelation. The Hesteroskedasticity test for this model is at 0.641 indicates that no 

heteroskedasticity was tested as the p-value is more than 5%. When absorptive capacity is 

added to the model, the results show no autocorrelation for both Durbin Watson and Breush-

Godfrey LM tests. Heteroskedasticity also were not detected as a result higher than 5% at 

0.468. 

 For the moderating variable of human capital results, the diagnostic test indicates no 

autocorrelation and no presence of heteroskedasticity. The results of the Durbin Watson test 

is at 1.683, which is near 2. While Breush-Godfrey LM test shows the p-value at 0.350 and 

heteroskedasticity at a p-value of 0.663. Next, when financial development is added to the 
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FDI-growth model as moderating variable, the Durbin Watson test results indicate no 

autocorrelation at 1.654. Breush-Godfrey LM test results also show no serial correlation and 

no heteroskedasticity presence in the model. Lastly, diagnostic test results of the FDI-growth 

model with trade openness show no autocorrelation for both the Durbin Watson test and 

Breush-Godfrey LM test, where the value is at 1.688 and 0.367, respectively. For the 

heteroskedasticity test, the results suggest that there is no heteroskedasticity in the model. 

Therefore, it concludes that all the models used in this research are robust and appropriate. 

4.8 Stability Test 

The stability test was conducted by using CUSUMSQ to provides evidence 

of the correct specification of the model. The parameter of stability was tested using 

the cumulative sum of squares (CUSUMSQ) tests of recursive regression residuals 

developed by Brown et al. (1975). Figure plots of recursive residuals give a reliable 

picture for the analysis of parameter variations and decision making. The tests are 

also used to test a null hypothesis of parameter constancy over the sample. The 

CUSUMSQ test is based on the cumulative sum of squared recursive residuals. 

Squared residuals are plotted against time and critical lines. The significance of 

deviation from the mean value line is checked by critical parallel lines around the 

mean value. If the line passes outside the critical bounds, this indicates the instability 

of the regression parameters. 
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Figure 4.1: CUSUMSQ for GDP*FDI model 

Figure 4.1 represent the stability test for the direct relationship between FDI and 

economic growth. It shows that CUSUMSQ lies under the critical boundaries at a 5% level 

of significance. This means the model does not suffer from any serious issue of structural 

instability 

 
Figure 4.2: CUSUMSQ for GDP*FDI_HC model 

Figure 4.2 represents the stability test for the relationship between FDI and economic 

growth with human capital as the moderating variable. The results show that CUSUMSQ 

lies under the critical boundaries at a 5% level of significance. This means the model does 

not suffer from any serious issue of structural instability 

C
U

SU
M

 s
qu

ar
ed

year

 CUSUM squared

1978 2019

0

1

C
U

SU
M

 s
qu

ar
ed

year

 CUSUM squared

1978 2019

0

1



  

66 

 
Figure 4.3: CUSUMSQ for GDP*FDI_FD model 

Based on Figure 4.3 on the stability test for the relationship between FDI and 

economic growth with financial development as the interaction variable, the CUSUMSQ 

graph lies under the critical boundaries at a 5% significance level. This means the model 

does not suffer from any serious issue of structural instability 

 
Figure 4.4: CUSUMSQ for GDP*FDI_TO model 

Figure 4.4 shows that the CUSUMSQ also almost stable. Because most of the time, 

CUSUM square within critical bounds at 5% level, it must be significant at 10% level of 

significance (Khan et al. 2018). This means the model does not suffer from any serious issue 

of structural instability. 

C
U

SU
M

 s
qu

ar
ed

year

 CUSUM squared

1978 2019

0

1

C
U

SU
M

 s
qu

ar
ed

year

 CUSUM squared

1978 2019

0

1



  

67 

 
Figure 4.5: CUSUMSQ for GDP*AC model 

Figure 4.5 represent the stability test for the relationship between FDI and economic 

growth along with the presence of absorptive capacity. It shows that CUSUMSQ lies within 

the critical boundaries at a 5% significance level most of the time. So, it concludes that the 

model is stable and the results are reliable. 

In conclusion, as all of the CUSUMSQ of the model lies within critical bounds at 5% 

level, it must be significant at a 10% level of significance (Khan et al., 2018). Hence, 

CUSUMSQ parameter constancy tests confirmed that the models are stable throughout the 

analysis. The results show that FDI and absorptive capacity, which consist of human capital, 

financial development and trade openness, play an essential role in boosting economic 

growth.  
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4.9 Summary 

The main finding of this chapter is summarized in Table 4.7. 

Table 4.7: Summary of Findings 
Findings of this Research Hypothesis Analysis 

Objective 1: Relationship between FDI and economic growth in Malaysia 

1.1 FDI and Economic Growth 

The direct relationship of FDI and 

economic growth shows that only short-run 

relationships exist. Meanwhile, no long-run 

relationship was detected. 

Supported H1 

H1: There is a positive relationship between 

FDI and economic growth in Malaysia 

Objective 2: Examine the factors that moderate the relationship between FDI and 

economic growth in Malaysia 

2.1 Absorptive Capacity 

Absorptive capacity results suggest that 

there is only a short-run relationship exist in 

the model. 

• Supported H2 

H2: Absorptive Capacity Moderates the 

relationship between FDI and economic 

growth in Malaysia.  

2.1.1 Human Capital 

Human capital has both long-run and short-

run effects on the relationship between FDI 

and economic growth in Malaysia. 

Supported H3 

H2: Human capital Moderates the 

relationship between FDI and economic 

growth in Malaysia 

2.1.2 Financial Development 

There are positive long-run and short-run 

results for financial development as the 

moderating variable towards the 

relationship between FDI and economic 

growth in Malaysia  

Supported H4 

H2: Financial Development Moderates the 

relationship between FDI and economic 

growth in Malaysia 

 

2.1.3 Trade Openness 

Trade openness shows both long-run and 

short-run relationships with the FDI-growth 

relationship 

Supported H5 

H2: Trade Openness Moderates the 

relationship between FDI and economic 

growth in Malaysia 
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CHAPTER 5 

 

CONCLUSION AND RECOMMENDATION 

 

5.1 Conclusion 

The relationship between FDI and economic growth in Malaysia is worth examining 

as the relationship varies among different country's economic structures. Therefore, the 

relationship results also differ based on the threshold of absorptive capacity in the host 

country (Fan et al., 2019). In general, this research proposed three main refinements to 

examine the results. Firstly, the relationship between FDI and economic growth in Malaysia 

was analysed. It is essential to know the current trends of FDI and whether it can significantly 

reap positive spillovers from the transaction. Secondly, absorptive capacity was included in 

the nexus between FDI and economic growth in Malaysia. The absorptive capacity, which 

consisted of human capital, financial development and trade openness, may influence FDI 

and economic growth. Lastly, the level of effectiveness of absorptive capacity towards the 

relationship between FDI and economic growth was discovered.  

The first stage analysis in this research identified potential determinants affecting the 

relationship between FDI and economic growth in Malaysia. Correlation analysis proved 

that there is a strong positive relationship between FDI and economic growth. After 

including absorptive capacity towards the relationship between FDI and economic growth 

also shows a strong positive relationship. Thus, the empirical finding supported the strong 

correlation between all variables. Next, unit root test was analysed on each variable in this 

research. In order to avoid spurious regression, it is crucial to make sure that the variables 
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used are stationary. ADF unit root test was tested, and the results were also supported by the 

Phillips Perron unit root test outcomes to determine the reliability. Empirical findings 

suggested that GDP was only stationary after the first difference. In contrast, FDI was 

stationary at a 5% significance level. When including absorptive capacity, human capital, 

financial development and trade openness, all the variables were also proved to be stationary 

at level. Therefore, the subsequent analysis can be conducted as all the variables are 

stationary. 

The cointegration analysis was tested by using Augmented Regression Distribution 

Lags (ARDL). The cointegration test results for Model 1, which for FDI and GDP, shows 

inconclusive results. This suggests that there is no short and long run in this model. Next, 

Model 2 represents FDI and economic growth relationship when moderated by human 

capital. The results suggest that this model is cointegrated, which means both short run and 

long run are presents in the model. Model 3 represented the relationship between FDI and 

economic growth when financial development moderated the relationship. The results stated 

that there is no cointegration in the model. It means that only a short-run relationship exists 

in the model. By adopting trade openness towards the relationship between FDI and 

economic growth, the results suggest that the models are not cointegrated, showing that only 

short-run relationships are available. Lastly, Model 5, which represents absorptive capacity, 

consisting of human capital, financial development and trade openness, shows that the 

models are cointegrated. This means that there is both short-run and long-run available in 

this model.  

The second stage of analysis in this research investigated the short-run and long-run 

effects on the relationship between FDI and economic growth. For the short-run model, 

ARDL is implemented, and for an extended run model, the Error Correction Model is 
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implemented. Based on the empirical results, Model 2 shows that the percentage change in 

the interaction between FDI and human capital is associated with a 0.47% increase in 

economic growth. On average, ceteris paribus is at a 1% level. There is a long-run effect of 

0.47% by human capital in the relationship between FDI and economic growth in Malaysia. 

Models 3 that have been tested in the short run relationship suggest that the percentage 

change in the interaction between FDI and financial development is associated with a 0.05% 

increase in economic growth. On average, ceteris paribus is at a 1% level. After that, trade 

openness is tested as the interaction factor on the relationship between FDI and economic 

growth. The results show that the percentage change of the interaction between FDI and 

trade openness is associated with a 0.06% increase in economic growth. On average, there 

is ceteris paribus at a 1% significance level. 

This research shows that FDI and economic growth in Malaysia do not have a direct 

relationship. However, apparently, by the presence of absorptive capacity, which is human 

capital, financial development, and trade openness. This proved that absorptive capacity 

moderated the relationship between FDI and economic growth in Malaysia. 

5.2 Implication of the study 

Regarding the findings in Chapter 4, this research has defined the value of the 

relationship between FDI and economic growth and the effects of absorptive capacity 

towards the relationship between FDI and economic growth in Malaysia. The research 

finding has multiple implications for researcher and knowledge, government, and private 

sectors in Malaysia.  

First and foremost, in terms of area of knowledge, the findings of this research could 

be the reference for the future researchers that research on this area of study to explore more 

in-depth. Besides, this research also fills the gap in the existing study in which focusing on 
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the relationship between GDP and FDI by the presence of absorptive capacity consisted of 

human capital, financial development and trade openness. 

Secondly, the findings also provide practical implications for the private sector and 

industry. This research finding can help become a source of better information for industry 

to maximise the benefits of FDI. It is expected to provide valuable guidance to the private 

sector on maximizing the benefit from FDI spillovers by owning the minimum threshold of 

absorptive capacity in their firm. 

Lastly, the government. It could also become a guidance for the government to focus 

on the sector that contributes the greatest to GDP. As for Malaysia, the government should 

focus more on encouraging human capital as it contributes the highest to economic growth. 

In doing so, there must be several existing policies that need to be revised in order to acquire 

benefits for Malaysia’s economic growth. Meanwhile, as financial development and trade 

openness shows a minor contribution to GDP, the government may also focus on improving 

the activities in that sector. 

5.3 Limitations and suggestions for future study 

While conducting this research, several limitations are identified throughout the 

process. First, this research only studies the performance of FDI and the GDP of Malaysia. 

As the performance of FDI and GDP of every country varies because of different 

geographical and economic conditions thus, the results of findings may not be applicable to 

be adapted into other countries. Nevertheless, it still can be a reference for other countries. 

The second limitation faced by the researcher was the limited sources of data. As this 

research uses the secondary data kept in the repository, the completed available data sources 

are limited and require time to get the data. In order to analyse the complete data set, the data 

from the year 1975 until 2019 were used. The data of GDP, FDI, human capital, financial 
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development, and trade openness were extracted from a reliable World Development 

Indicator (WDI) source.  

Lastly, the limitation of this research was that it only covers the first level area of this 

study. It can be explained where this research only studies the relationship of FDI and GDP 

between sectors and does not include the type of FDI activities performed in those sectors.  

In order to produce better research, future researchers are recommended to collect a bigger 

sample size, which extends the duration of the sample size. As seen in the data analysis in 

the previous chapter, this research only analysed the annual data from 1970 until 2018, which 

is 48 years sample size. Therefore, future researchers should analyse a bigger sample size of 

data and quarterly data to get more varied and reliable results. 

Next, future researchers can conduct more in-depth research on this area. The 

breakdown of every sector should be studied for the future researcher to gain more detailed 

information and knowledge about this research area. For instance, future researchers should 

identify the type of investment in terms of equipment, capital or commodities. Future 

researchers may find new findings to be explored and obtained. 
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