6™ International Conference ALK UiRIE (a0

on Modern Research’s in > U-9) Slauitagy

MANAGEMENT, ECONOMICS Slaidl Qo
& ACCOUNTING GJlaJlun g

15™ Nov. 2016 London - UNITED KINGDOM -} QULwSit - sl 196 olo LT P&

Investigation of Foreign direct investment impact on lran's

government budget deficit

Samad Maleki

M.Sc. of Economic Sciences (corresponding author)

Abstract

If there is a correct arrangement and budgetary discipline in government funding, government
spending in the realm of strategic and fundamental imperatives can lead to a protective effect;
This means that any increase in government spending as a supplement and infrastructure,
increases foreign direct investment. For this, the present thesis examines relationship between
deficit and foreign direct investment in Iran. This has compounded importance of
government's focus on foreign direct investment in recent years to offset state budget deficit.
In this paper, proposed model is used to assess relationship between foreign direct investment
and short and long term impacts of the budget deficit for the years 1997-2014 ( in quarterly
manner). According to results, effect of short-term dynamic model estimate on government
deficit variable foreign direct investment is negative and significant. Effect of variable GDP
on budget deficit is negative but statistically significant.

Keywords: State budget deficit - economy openness degree, foreign direct investment
economy - GDP — ARDL
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1-Introdcution

In recent decades one of the economic issues of many countries has been budget deficit. This
problem is more widely spread in developing countries because these countries are deprived
of an efficient private sector. This expansion of government activities and increasing the
share of government in the economy leads to such countries; so that government consumption
and investment spending accounted for a major proportion of the total demand. In contrast,
the revenue side, the government does not have resources enough money to account for much
costs incurred. Such a process results in these countries is nothing other than a persistent
budget deficit (Kachumesgali, 2012). In different periods, the functions of government and its
role in economic activity is not the same obligation of the state according to changes in the
economic and social life of the community has changed and at each stage of the development
of a new series of specific tasks and the governments and in addition, social and political
philosophy that prevails in society, governments will determine the type and scope of
tasks. The governments are more involved in their community and economic affairs, as well
as revenues and government spending is more important and highlights the role of the state in
the economy and the resulting investigation about the budget (especially the deficit) is
important. A variety of factors can affect the important factors that affect it. If the
government to finance its budget deficit in this situation rely on financial resources, will
cause inflation this lack of internal balance be transferred to the outer part of the economy
because the rise in government spending in the first stage in the growth of aggregate demand.
However, the rise in government spending on the supply side of the country due to structural
problems of the economy and inelastic supply, the increase did not result in supply. The pure
result of these effects is inflation in the economy. In such a situation, increasing imports and
decreasing exports. As a result, the imbalance in the state budget transferred to the outside,
causing the current account deficit in these countries (Zavareian, 2012). In these
circumstances the government to finance its spending resorted to issuing paper money,
obtaining direct taxation and indirect borrowing from the banking system (internal or
external) to which the interest rates and general price level increases. By raising interest rates
tend to strengthen the savings or non-productive activities and thus cancel out the private
sector from its investment activities. In fact, the expansionary fiscal policy of the government

influence on improve their economic conditions and cause leaves no substitution effect on
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investment spending. Of course, structuralism economists believe that if the right mix of

government budget and budget discipline exist, government spending in the realm of strategic
imperatives and Immunotherapy can lead to a protective effect; this means that the increase in
government spending as a supplement and infrastructure, increase foreign direct investment.
The purpose of this paper is to identify the impact of fiscal imbalance on foreign direct

investment.
2-Literture review

One way to meet budget deficit is foreign direct investment. Foreign direct investment in the
host country would transfer its technology and production efficiency is increased. With the
boom in production and improve the economic environment, as a result, the amount of taxes
and received by the government through fiscal policy to increase productive sectors. This
increases government revenue and reduces the deficit in the economy. (Oskoee, 2009)

FDI affect budget deficit as follow:

By increasing foreign direct investment, transfer of technology to the host country is
facilitated and as a result, the period of time thereby increasing production efficiency in the
economy is the guest country. By increasing the productivity of capital and labor in the past,
increased economic output and consequently the amount of state tax revenue from businesses
will be increased. Increase in government tax revenues in fiscal year the budget deficit will be
reduced. According to the reference model and role of foreign direct investment in the
economies of least developed countries and as a result of its impact on government revenues,
can be affected by the deficit of foreign direct investment is realized. Since the relationship
between macroeconomic variables such as government deficits and money growth, inflation,
foreign direct investment and economic growth is one of the most important issues that will
be examined in the macro economy, in many countries, a deficit fiscal policy as one of the
tools they will be used. Since the allocation, distribution and stability known as the
government's economic tasks, thus one of the tools to achieve this goal the state budget.
Ashvar (1985) states that the increase in public investment, a level that is higher than the
national rate of capital accumulation are considered private firms, increases. Thus,

government capital spending may support consumer spending on capital goods. On the other
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hand, the state capital, especially capital infrastructure such as highways capital in the
external sector have a complementary relationship. Therefore, more public investment may
increase the marginal productivity of foreign direct investment and lead to a protective effect.
According to the theory of substitution and complementarity, there are different sets of
government spending may have different effects on foreign direct investment. Keynesian
economics in its analysis to the demand for particular attention, believe that the criterion of
marginal efficiency of capital is a very important role in investment decisions. Keynesian
analysis, as the real rate of return on investment, the discount rate is the discounted value of
expected earnings net of investing in a particular project at a cost equal to the initial

investment in that project. The rate is marginal efficiency of investment.

Landau (1983) and Cameron (1982) in cross sectional and time series data on Cooperation
and Development have shown that government spending by reducing private-sector

investment, lowers economic growth.

Gus and Coford (1984) used annual data Granger causality test and the 17 countries of
Organization for Cooperation and Development for the period 1949 -1981 found that budget
has not affected deficit, inflation, GDP and private sector investment. Bayram and Ward
(1993) evaluated relationship between private and public investment for 25 OECD member
countries. Based on the results in 24 of the 25 countries, there has been a correlation between
government spending and investment. Among them, in 19 countries have strong negative
relationship between these two variables together. Ternosfki and Fisher (1995) government
spending was considered as productive capacity in the context of a general equilibrium
model. On balance, government spending had a positive effect on private sector investment.
Ahmed and Miller (2000) used Miller and Rosique (1997) method to introduce the regression
model equations have budget deficit. The empirical findings of this paper, both the traditional
view (with emphasis on substitution effect) and non-traditional perspective (with an emphasis
on protective effect) were confirmed. Wang (2003) in his paper empirically evaluated effects
of various forms of government spending on private sector investment in Canada using
annual data from 1961 to 2000 during the period. The study was conducted using
convergence and error correction approach. The results of this study, the positive effect of

government spending on education and health and government capital expenditure and
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infrastructure had a negative impact on private sector investment. Jalali Naini and Khiabani

(1997) used an econometric model and by taking advantage of the acceleration to analyze the
impact of macroeconomic variables on the trade balance. The results indicate that this model,
increasing the size of government spending, especially in construction costs has a positive
effect on the demand for private sector investment. Based on the results Parvin and Quli
Begloo (2001) in a study used econometric models to assess relation between private sector
investment and government expenditure. Private sector investment to the credit of the
banking system relative to the volume of supply, positive sensitivity is high. Increased
government spending to public investment without interruption and immediately had a
positive effect on private sector investment. Abdoli (2001) evaluated influence of government
funding private investors, the most important factors in private investment in developing
countries, governments, financial constraints resources, foreign investment and other factors.
According to other research, the development of the state budget and its components (long-
term, short term, infrastructural and non-infrastructural, expectations ) had a positive effect
on private sector investment, but the severity of these effects have been different. Asali
(2004) studied effect of government spending on economic growth in a dynamic model. The
study of equations for important variables such as production and investment diminished and
demand for labor was. Based on model assumptions in terms of economy, increasing
investment and production within budget cuts and labor demand. Ghatmiri et al (2006)
evaluated effect of government spending on GDP and sources of funding in Iran's economic
growth. According to some research results a positive relation between GDP and government
expenditure during the period under review (1967-2003) and long-run equilibrium
relationship between government spending and economic growth was found. Studies in the
field of foreign direct investment and the factors impacting it was, each economic variable,
positive and negative effects on foreign direct investment. But in most previous studies
observed that the budget deficit and government spending associated with foreign direct
investment, and variable political decision by government spending and budget deficits in the

period before and on foreign direct investment were determinant.

3-Model Estimation
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If there is a correct arrangement and budgetary discipline in government funding, government

spending in the realm of strategic and fundamental imperatives can lead to a protective effect;
This means that any increase in government spending as a supplement and infrastructure,
increases foreign direct investment. For this, the present thesis examines relationship between
deficit and foreign direct investment in Iran. This has compounded importance of

government's focus on foreign direct investment in recent years to offset state budget deficit.
Research Model

According to theoretical budget deficit and taking into account the empirical studies
regarding the relationship between foreign direct investment and government deficits, such as

the Suchismita & JHA, Sudipta (2012)' empirical model was presented as follow:
BD = f (FDI,GDP, LP, INF, RER, Trade)

BD: Government Budget deficit

LP: Labor production

INF: Inflation

GDP: Gross domestic product (% GDP Growth)

FDI: Foreign direct investment, net inflows (% of GDP)
Trade: Trade (% of GDP)

RER: Real exchange rate

In this paper, using the proposed model, the relationship between foreign direct investment
and short and long term impacts of the budget deficit for the years 1997-2014 (quarterly) was

investigated.
Results of reliability test

Research showed that about many economic time series, the variables are non-stationary

(non-reliable). Therefore, in accordance with the co-integration or convergence? theory in

' BOSE, Suchismita & JHA, Sudipta, CRISIS EXACERBATED FISCAL DEFICITS AND POSSIBLE IMPACT ON FDI
FLOWS: AN EMPIRICAL ANALYSIS OF EMERGING EUROPE AND INDIA
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modern econometrics is essential to the reliability of the (stationary) or non-reliability (to
measure the actual) of research. Phillips-Perron unit root test, this test is most appropriate.
Phillips-Perron test than the static tests of benefits it can be noted that such there is no need
to determine the optimal lag by the researcher. Here reliability and viability test by unit root
test (Unit root test) Phillips - Perron for individual variables in the control (non-differencing),

followed by an order of differencing is discussed.

Table 1: Phillips-Perron unit root test for the 1st level and after one level differencing

1" Probability level Probability at level variable

Test Adj. t-Stat Test Adj. t-Stat
critical critical
values values

%:* %:°

-2.90 0.30 -2.90

-2.90 0.51 -2.90

-2.90 0.70 -2.90

-2.90 0.71 -2.90

-2.90 0.21 -2.90

-2.90 0.52 -2.90

-1.96 -2.58 -2.90

Reference: research findings

2 Convergence means long-term equilibrium relationship between the variables time series
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Phillips-Perron test the primary hypothesis of the unit root, so the Phillips-Perron test must
obtained probabilities of below 5% (95% confidence level chosen) to the initial hypothesis is
rejected and the opposite hypothesis is to be accepted that represents the non-root units and if
the variables are not static level must be differencing variable to be reliable.In accordance
with the table above and the resulting probability of all variables of the model are not

sustainable in the LEVEL and then once differencing are valid.
Co-integration test

Although reliability of the time series variable-based differencing is met, but long-term
relationship between the varying levels of valuable information will be lost. Econometric
specialists trying to solve this problem led to the emergence of a new method called co-
integration or integration method, to be able to have no fear of spurious regression, model
coefficients based on the varying levels respectively. The economic concept of co-integration
is that when two or more variables, time series based on the theoretical foundations linked
together to form a long run relationship - although it may be non-stationary time series with
trend - but over time each to pursue well so that the difference between them was steady.
Thus the concept of co-integration of the associate. Given the variables in the model time
series are stationary at a time differencing is the need for co-integration test. One way to find
a long-term relationship between the variables in the model is Johansson Julius method -.
Integration is necessary to review the test results presence or absence of trend and intercept
the co-integration vector, pattern selection, which in this context is five patterns: The first
pattern, without intercept and process time; the second model, the intercept bound and
without the time; third model, the intercept non-binding and without the time; the fourth
pattern, origin unrestricted and when the tying and fifth model, the intercept unrestricted and
bad time bound process. The five most constraint model (model I) to non-constraint (model
V) is estimated figure for variables. The null hypothesis of the existence of co-integration
vector against a vector of integration, followed by a maximum of one vector of co-integration
hypothesis is tested against the two brothers. The test for the presence of n-1 (n number of
variables) vector integration will continue. Summary of test results regarding the number of
co-integration vector based on the five patterns are listed in Table 2. As can be seen, the null

hypothesis of the existence of co-integration vector against a vector of integration between
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the variables in all models has been rejected, in all models, there are at least 3 co-integrating

vector among the variables were studied.

Table 3: results of co-integration vector test
Model4 Model3 Model2 | Modell model

5 4 3 3 Effect testing

However, after evaluating validity and co-integration among the variables of the model to
estimate the model Vector Autoregressive was used.

Estimation of budget deficit dynamic model using ARDL model to short-term estimate

At first budget deficit dynamic model is as follow. Results are shown below:
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Butoregressive Distributed Lag Estimates

LEDL(Z2,0,0,2,0,2,2) selected based on Schwarz Bayesian Criterion
e e e e ol ol ke e e ol ol ol el e e e e e e e ol ol ol e ol ol ol ol el e e e e e e e ol ol ke e e ol ol ol ol e e e e e e e ol ol ol e ol ol ol ol ol e e e e e e e ol ol ol e ol ol o e e e e
Dependent wvariabkle is BD
70 observations used for estimation from 1376Q3 to 135304

o e e e e e e e e ol o e e ol e e e e e ol ol ol ol e e e e e ok e e ol e e ol e e e e e e ol e e ol e e e e e ol ol ol ol ol e ol e e e ol o e ol e e ol e e e e e o o e e ol e e

Fegressor Coefficient Standard Error T-Batio[Prok]
BD({-1) -1.5274 .105877 -14.8255[.000]
BD(-2) -.7Z545 -11030 -6.8134[.000]
FDI -214_4087 104.0 -Z.05735[.037]
GDP -718l.5 3851B.8 -.158111[.5845]
LE 1078710 141501.5 7.8018[.000]
LE(-1) -2073432 Z8ZZB3.8 -7.38e5[.000]
LE(-2) -385455.0 18&8750.4 -5.1514[.000]
INF 1087.7 314.5 3.45832[.001]
EER -1z285382.0 Za804.1 -4_.8113[.000]
EER (-1) 2581031 53581.1 4_B171[.000]
EER (-2Z) 133641.3 34Z83.2 3.5004[.000]
TRADE -282558.1 43882 .8 -5.3802[.000]
TEADE (-1) -527785.3 102431.5 -5.1434[.000]
TRRADE (-Z) -Z2e4427.7 &9556.4 -3.801&[.000]
INC 24134 .1 203854 .4 -.11848[.50&]
T -4 _3850 112 .0Z12 -.035001[.5c5]
e e e e ke ol e e o e ol ol e ol e ol o e ol ol e ol e e o e ol ol e ol o e o e ol ol e ol e e o e ol ol e ol e ol o e o ol e ol e ol o e o ol e ol e ol o ol o ol e ol e o o o o o e o
E-Squared -897575 E-Bar-Squared -98302
5.E. of Regressicon Z582.7 F-stat. F{ 15, 54) 144.B8Z3[.000]
Mean of Dependent Variabkle -16341.0 5.0. of Dependent Variable 14673.4
Besidual Sum of Sguares 3 _e0E+08 Equation Log-likelihood -e40.2038
Lkaike Info. Criterion -85c.2030 Schwarz Bayesian Criterion —-&8T74_15%16
CW-statistic Z2.122Z2

o e e ol e e e o o ol e ol e e e e o o ol ol o e e e e e ok o e ol o e ol e e e e e e o e e ol ol ol e e e o o ol ol o e ol o e e ok o e o e e o e e e e e e o o ol ol ol ol

In accordance with a short-term dynamic model, impact of foreign direct investment on
government deficit variable, is negative and significant. The variable impact on GDP is
negative but statistically significant of funding deficit.

VECM test

Co-integration relationship between a set of economic variables provides a statistics base for
model corrections. These patterns have become increasingly famous in experimental work.
The main reason for the reputation of correction models (ECM) is that short-term volatility
variables to their long-run equilibrium values are associated. When two variables Y1 and X1
have cointegration equilibrium relationship between them is a course in the short term there
may be an imbalance of ECM. Shows the speed of adjustment towards equilibrium is
expected to be negative and statistically. BD test result vector error correction for the

dependent variable in Iran is as follows.
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Table 4

Error correction model for variable (BD)

Abbreviation Ccv T statistic Probability level
ecm(-)) -0.10209 -2.6516 0.010

Source: author research

According to the index ecm (-1) can be stated that the country's budget deficit pattern in each
period by 10 percent from imbalance tends to the long term balance. Reason for this tendto
balance the country's budget deficit model the long run, is that the factor ecm (-1) is negative,
and smaller than one and is statistically significant.

Long term test using Banerjee, Dolado statistic

After estimating ARDL, following hypothesis is tested

k

i=1

k
Hl:Z(p,-—l <0

i=1

The null hypothesis is the lack of co-integration or long-term relationship. a test was
developed by Banerjee et al, , A number of factors have lagged dependent variable
coefficients deductions and the standard deviation divided by the sum of the test statistic of
the t-statistic is obtained.

S @1

t =

D
i:15@

If the absolute value of t-statistics obtained from the absolute critical values provided by
Banerjee, Banerjee, Dolado and MasterCard at 95% larger, reject the null hypothesis that
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there is no co-integration and long-term relationship will be accepted. Computational
statistics obtained 15.90- times. Because this number (15.90-) the absolute value of the
critical value Banerjee table, Banerjee, Dolado (3.27) is higher. Therefore, the null hypothesis

is rejected address the long-term relationship.
The statistic is as follow:

(-1.62-0.72) -1
0.10 +0.11

=5.11

Results of long term budget deficit dynamic model

After ensuring the long-term equilibrium relationship between variables can be estimated
using the software Microfit long-term research model (independent variables impact on the
country's budget deficit) did not result can be seen in the following table:

Table 5

Estimated Long Bun Coefficients using the ABRDL Approach
ABDL.(Z,0,0,2,0,2,2) 3selected based on Schwarz Bayesian Criterion
e e e e e e e ol ol ke e ol ol ol ol ol e e e e e e e ol ol ke e e ol ol ol el e e e e e e e ol ol ol e ol ol ol ol ol e e e e e e e ol ol ol e ol ol ol ol el e e e e e e e ol ol e e o o o e
Dependent wvariasble is BD

70 observations used for estimation from 137603 to 139304
e oy e e e e ol ol ol ol e e e e e ok e e e ol e ol e e e ol e e ol o e ol ol e e e e e ol ol ol ol e e e e e ok e e ol o e ol e e e e e e o o ol e ol ol e e e e o ol ol o e ol o e e

Fegressocr Coefficient Standard Error T-Ratioc[Prok]
FDI -Z100.2 234.3 —Z.5173[.002]
=0DE -70147_4 381121.0 =.15425[.847]
LE —-305878.¢ 128547 .4 —Z.3735[.008]
INF 10853.53 323€1.2 L3E92E[.743]
RER 44080.0 10175z2.7 .43321[.887]
TRADE -3325.1 146.7 —ZZ.807[.000]
IHNC —Z383%36.1 20010&0 —.11814[.5308]
T —-42.7543 1100.9 —.03BB71[.93e3]

e e e e e o ke ol e e e e o e ok ok o e o e e e e e e e e o e e e ol e e e e o o ol ol e e e e o e ok o o o e e e e e e e e e o e e e ol e e e e e o e ol e e e e e e

According to long term budget deficit dynamic model, foreign direct investment on budget
deficit is negative and significant in long term

Suggestions:

Given negative impact of foreign direct investment on government deficit it is recommended
to economic agents reduce the budget deficit and to balance the state budget, provide ground
for foreign investment and entry of foreign investors to reduce the size of government and the
transfer of technologies-from advanced countries face and to provide improved economic

growth and development.
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