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ABSTRACT

This paper examines the impact of terrorism, intftecture and inflation on Foreign Direct investmanPakistan.
Using time series data from 1990 to 2015 and apglyhe ordinary least square method to determigergfationship
between the variables. The finding indicates ttetdérism and inflation have negative while infrasture has a positive
effect on FDI. And the results also show that tieiem and infrastructure were significant whilelation was insignificant
statistically. Stable and sound country situatidthva stable hike in the rate of inflation and able infrastructure with
some other factors in a country helps in attractingge foreign direct investment. But in recent gearPakistan the level

of FDI decreases because terrorist attacks stattiige number after 9/11 and Pakistan lost imvestonfidence.
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INTRODUCTION

Foreign direct investment (FDI) are the investmianested by the foreign investors in a host couritrglays a
vital role in development and escalation of econaxing country. FDI bridges the gap of saving ancgétment and makes
possible the transfer of technology, creates enmémt, and improve the managerial skill in the romatntry. It fulfill the
demand, helps in production of quality goods andvises and also results in specialization of labarsl other

supplementary advantages.

The progression of globalization causes competi@iorong developing countries to attract more andenkdd|
inflows so as to increase economic growth, theeefiovestors will consider those countries wherectis incur is less the
profit gained and where their investment are setut®untries that are facing the problem of tesmrivill find difficulty

in attracting the foreign investors because of codorence of insecurity (Rasheed & Tahir, 2012).

OVERVIEW OF TERRORISM

Terrorism is the intended use of violence and aggjo® by a person or group to gain some sociablitiqgal aims
through terrorization of the general populacenWoives exertion of self annihilation, bombingaalts, hijacking, abduct,

assassinations and other disruptive activitiesq&a& Enders, 2008).

There are direct and indirect economic costs aasetiwith terrorism, the outcomes of direct cost be in the
form of loss of life, destruction of infrastructurdamages of goods in business and commerce, dtite WWpsurge in
unemployment rate, thin out in Gross domestic pcod®DP), lost of FDI, surpassing insurance payremd over
excepted compensation for the riskier locationtheeforms of indirect cost. Such activities notyoimivolves damages of
the country’s infrastructure, harm to a specifigioa, but also tear away country financial wellfge{Rasheed & Tahir,

2012). Without taking consideration of country smg of being developed or developing economy, fismmodoes effect
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FDI inflows in a particular country. (Anwar & Mugh2013).

Terrorism has an effect on the economy and alsth@mpolitical situation of the country. The war tenror brings
miseries to Pakistan. All sectors of an economg likansport, business, agriculture, industry, toarimanufacturing,
fishing, mining etc effected due to war againstaerTerrorism has an adverse impact on the ecorafrRakistan. We can
see its worst effect in the form of a low level kDI, BOP disturbance, trade imbalance, destruatibinfrastructure,

increase cost on security, instability in the vadfienoney, moment of capital from Pakistan to ottmuntries.

War on terror has direct and indirect cost efféttthe beginning the cost of the war was estimaelde $ 2.0669
billions, according to the economic survey of 2@WD2, hoping that this will come to an end by Deben?001. But the

war does not come to an end, is still going inegtéht parts of Pakistan.
PAKISTAN AND FDI

Developing countries are in need of capital finagcand are short of saving and making an investniemtrder
to fill the gap it is in need to attract these istveent to raise their economic growth. Therefore gbvernment should
encourage investors by bringing relaxation in pofimme work to increase FDI inflows in a count(iallampally and
Saurant, 1999).

Pakistan being a developing country, does not lmaseurces for internal and external financing, smdave
modern technology, stable industrial sector, mokegpportunities, advance communication system,emothformation

system and to fulfill the saving investment gap) Fiflows are crucial for Pakistan.
RESEARCH OBJECTIVE

The objective of the study is to examine the immdderrorism, infrastructure and inflation on etreign direct

investment inflows in Pakistan.
LITERATURE REVIEW

Both empirical and theoretical research have beadento explain trends in FDI inflows. Various fastthave
been pointed out by the researchers which affecirttiow of FDI. For instance Abade and Gandeazé®@08) research
found that terrorism risk effect greater movemaeritsapital across the countries. Using cross couegression the study
found that terrorism effect the FDI negatively. ¥hstudied that risk has greater influence on theisiten of the
international investors. Alamor and Sakhha (20KE) panel data of 136 less developed countries. Stueljed the impact
of government barriers, terrorism, GDP and popoitattn FDI. The authors found out that governmentidss have a
negative impact on FDI. Population and GDP of thetltountry have a positive impact on FDI inflovibeir important
finding was that the terrorism has the most sigaift effect on the FDI in the host country. Shahrugt al (2011)
explained the determinants of FDI in Malaysia bingsdate from 1970 to 2008, using autoregressigtridutable lag,
they showed that the money supply and economic tirdvave a positive effect on FDI. More economicvgio means
more FDI because a country gets the confidenckeofdreign investors. Kinyanjui (2011) explained tiegative effect of
terrorism on FDI in Kenya. He used a data set iidelyear from 2010 to 2011 for a number of attaeic FDI and shows
through multiple regression model the negative ichpa terrorism on FDI. Haidar and Anwar (2014) kxped that
terrorism creates instability which effect the FBflows in Pakistan. The study shows a negativati@hship between the

two variables by ARMX (auto regression integratedving average) model using time series data. Rashad Tahir
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(2012) used data from 2003 to 2011 found a negaélationship between terrorist attacks and FDloimfto Pakistan.
Anwar and Afza (2014) used ARMA and OLS regressimuel using date from 1980 to 2010.The authorsdabat gas
production has positive impact on the FDI whileraesm has negative impact on FDI in Pakistan. &grand Zahoor
(2014) studied terrorism and other economic indicatmpact on FDI in Pakistan. The authors fourat thar has higher
cost than the benefits of war. Hussain and Fait§p8howed the impact of terrorism with other faston FDI in SAARC
countries. The study concluded that terrorism axchange rate volatility shows negative impact omorésm, while

market size, trade openness, infrastructure andogaiz growth have positive impact on FDI.
DATA AND METHODOLOGY

For an analysis, secondary source of data foritte period of 1990 to 2015 is used for the varialiethe study.

Itis collected from World Development Indicator Py and Global Terrorism Database (GTD).
UNIT ANALYSIS
The study uses time series data from the perid®86 to 2015 for the country Pakistan.
MODEL / SPECIFICATION
FDIt =f(Terrorism, Infrastructure and inflation)t Equation (1)
The mathematical form of the model is as follows:
FDIt = o + B1 (Terrorism) B2(Infrastructure)tp3(Inflation)t-+ut Equation (11)

The intercept of a model is denoted dyywhere the coefficient is denoted py1,2,3) of the variables is the
error term of the model, where the subscript “towh the time period from 1990 to 2015. The dependariable is

foreign direct investment in the study, where aotésm inflation and infrastructure taken as ineiegient variables.
FDI = FDI net inflows US $.
TERR= number of attacks by terrorists is used pioay for terrorism.
INF = proxy for inflation is taken GDP net deflator
GFCF=is the proxy used for infrastructure starmrdgfoss fixed capital formation.
THE DEPENDENT VARIABLE

Foreign Direct Investment (FD is the dependentalaei of the study, while the proxy for FDI is takes FDI net
inflow in US $ from the World Development Indicaf®Dl).

THE INDIPENDENT VARIABLE

Inflation

A country with a stable inflation rate gives comfitte to the investors to invest in a host coufthys a negative
relationship is expected between FDI and inflatibime proxy taken for inflation is GDP deflator ahe data is collected
from WDI.

The hypothesis developed to be tested is:

www.iaset.us anti@iaset.us



20 Jamil Ahmad Khan

Hypothesis 1:high rate of inflation causes decreases FDI inflow
Infrastructure

The study uses GFCF as a proxy for infrastructurd expecting positive relationship between FDI and

infrastructure, while the data is collected from WD
Hypothesis 2:Reliable infrastructure attracts more FDI inflow.
Terrorism

Is the prime independent variable of the study. pitexy used for terrorism is the number of attasigerrorists
by adding up the data on explosion bombing, arnssduts, hijacking, hostages, assassinations aarthed assaults. And

thus expecting a negative relationship betweendsidlterrorism in a host country.
The relationship is hypothesized as:
Hypothesis 3:Terrorism in host country have negative effectan.
ESTIMATION ISSUE
Using Stata Program Version 14 is used as a to@rfalysing the data.

Analysis

Descriptive Statistics

Table 1: This Table Shows the Descriptive Statisticof All the Variables Taken In the Study

Variable Mean Std. Dev. Min Max

FDI 1.150408| 1.50e+09 2.45e+08 5.59e+D9
Terrorism 512.6293| 707.0448 29 2481.2p2

GFCF 1.76e+10| 9.11e+09 6.92e+(09 3.28e+10
INFLA 10.39356 | 5.579541| 2.463093 24.89115

Multiple Regression Model (OSL)
In order to find the result Ordinally Least Squitethod is applied, in which more then two varialdes taken.

Testing for Multiconlinearity

VIF (Variance Inflation Factor) Test

Table 2: Shows the VIF Value of the Variables Takein the Study

Variable VIF 1/VIF
Terrorism 2.80 0.357779
GFCF 2.75 0.363133
INFLA 1.10 0.909792
Mean VIF | 2.022

For checking multicollinearity among variables dmmand is used. According to the rule of thumiKenndy
(1992) and Hill and Adkins (2007) if the value off ¥s greater then 10 then this shows that the lemb of
multicollinearity is existed in the variables. Batcording to the above result of the study the medne of vif is 2.22

which is less then 10 which means that the presehiwrulticollinearity is not problematic.
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TESTING OF MULTICONLINEARITY USING CORRELATION

Correlation shows the direction of variables in eththey are moving. From the table 3 it can becedtithat the

relation of FDI with terrorism is negative meaneafrorism decreases FDI inflows will increase ikiBtn.

Table 3: Correlation

FDI Terrorism GFCF INF
FDI 1.0000
Terrorism -0.2212 1.0000
GFCF 0.3001 0.7799 1.0000
INF 0.1369 -0.1359 0.0614 1.0000

CHECKING FOR THE PRESENCE OF HETEROSCADASTISITY

Data must be homoskedastic for the regression mddeke series data is tested for hetroskedastiging the
Brench-Paganl Cook Weisberg test. The result gbadow shows no heteroscadasity in the model mdansd variance
among variable is constant as the p value is grédaae 0.01 mean we accept the null hypothesisiwbiiates that there is

constant co variance among the variables of interes
Breusch-Pagan / Cook-Weisberg test for heteroskiedgs
Ho: Constant variance
Variables: fitted value of fdi
Chi2 (3) =1.94
Prob > chi2 = 0.5857
RESULTS AND DESCUSSION
Below is the result of the study after running tihe Stata on data.
Now lets simplify it to the following table.

Table 4: Regression Analysis

Variable Proxy used for Variable Beta (Coef.)/ Standard Error | T Value
Terrorism No of attacks by terrorist -0.0015233* -5.58
(0.000273) '
Infrastructure | SFCF . : 1.22e-107 5.81
(Gross fixed capital formation) (2.10e-11) '
Inflation Inflation GDP deflator (885166790326) -0.77
Value of the adjusted R square 63%
The value of standard error are introduced in ghesis under coefficient. Character
***Presents Significance at 1%,
*Show Significance at 5% and
*Represents Significance at 10%.

In table4 terrorism shows a negative relationshii DI, it means that if there is upsurge in rafderrorism,
then level of FDI inflow in Pakistan decreases anten the terrorism decreases the FDI increases.hypethesisl is
proved true here. These finding is consistent #ithfindings of Madonia (2007), Abadie and Gardbakzé007), Sandles
and Enders(2008), Shahrudin et al (2011), RashddTamir (2012), Shabaz et el (2012), Haidar and #&n{2014)
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Kinyanjui (2014 ), Farooq and Khan (2014), Shah kait (2015).Various reasons are attach to therism which causes
the FDI to decrease. Due to terrorism politicalartainty increases in a country, destruction ofastructure occurs, level
of productivity decreases, movement of capital fthehost country occurs and thus reduction in i@te ultimate result

of Terrorism.

Another variable that is crucial for the studynflation shows negative relationship with FDI bated not have
significance If there is no stable inflation rate in Pakistais thill cause hurdle because inflation decreasegthrichasing
power as well the saving level of the people, assalt will effect economic growth (Bibi, et al 20)lwhich has negative
impact on FDI. The results support the finding abah Kiat (2010), but the result is contrary to fimlings of
Omankhanlen (2011), Saleem et al (2013).

Infrastructure shows positive and significant efffec with FDI inflows. It means that reliable inftaucture will
increase in FDI inflows in host country, thus fingisupport the work of Rehman et al (2011) Bakar ldarun (2012),
Shah (2014).

The R square depicts that independent variablefiqir&@3 % variation in FDI. The three variableslie models
are significant statistically. The about resultewss the consistency with the other researcheseisdéime field and support

the theoretical predictions of the model.
CONCLUSIONS AND RECOMMENDATION

The study empirically analyze the impact of Tewon] inflation and infrastructure on FDI inflow iredstan.
Using Ordinary Least Square Method, setting timesealata from the period of 1990 to 2015.

It is observed that stable inflation rate with dadaility of reliable infrastructure and free of ter climate augment
the FDI inflow in a country. The result of the syushows that there is positive and significanttieteship between FDI
and infrastructure, inflation has negative butgng#ficant effect on FDI inflow in case of Pakistavhile the prime variable

terrorism has negative and significant effect onl Irdlow as was expected, and thus discouraging iRfbdw in Pakistan.

Capital financing is essential for Pakistan in ordeboost its economy. Pakistan is in need of nfi@é To have
improved skills, equip with modern technology, mgk availability, to fulfill country’s own demanaompetitive goods
and specialization in every sector of the econoiiherefore Govt. should take some serious measumntourage,
foreigner investor to invest in Pakistan. Pakisthauld providing security to the investors investingood law and order
situation to bring peace and stability to get cdafice of foreign investors and flexibility in poliframework to attract

more foreign direct investment.
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