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ABSTRACT

The primary aim of this research is to investigate the impact of fluctuations in the USD
exchange rate (as the U.S. dollar (USD) holds a dominant position in global trade
and financial markets) on foreign direct investment inflows into Sri Lanka, placing
exchange rate stability as a critical factor in attracting investment. Furthermore, the re-
search will consider how the fluctuations of other important factors like GDP growth,
inflation, and trade openness influence the FDI inflows in Sri Lanka. These variables
were chosen based on their theoretical and empirical importance in FDI literature and
their relevance to the Sri Lankan economic context. By understanding these factors,
this study aims to provide comprehensive insights into the economic factors that influ-
ence FDI inflows especially during times of currency fluctuation.

The analysis establishes both long- and short-run relationships between the iden-
tified variables using the Autoregressive Distributed Lag Model (ARDL). ARDL is
particularly suitable for this research as it accommodates variables of different levels
of integration (i.e., I(0) and I(1)). The test results indicate a presence of the long-run re-
lationship between FDI inflows and the selected other variables. In additionally, Error
Correction Model (ECM) is applied to observe short-run dynamics and the adjustment
mechanism toward the equilibrium in the long run. Results from this study show that
GDP growth has a positive and significant impact on FDI inflow, both in the short and
long run. The error correction term is highly significant with a negative coefficient
signifying that the speed of adjustment toward the long-run equilibrium is high. In this
respect, it is found that almost 86% of disequilibrium is corrected in short-run periods.
The data have been analyzed on the statistical software Eviews. These insights hold
significant implications for policymakers, as they highlight the need to stabilize key
economic indicators to enhance Sri Lanka’s attractiveness as a destination for foreign
investment

Keywords: Foreign Direct Investment Inflow, Exchange Rate, GDP Growth, Inflation, Trade
Openness, ARDL Model, ECM

v



TABLE OF CONTENTS

Declaration of the Candidate & Supervisor I
Dedication I

Acknowledgement iii

Abstract 0\
Table of Contents Y
List of Figures IX
List of Tables X
List of Abbreviations Xi
List of Appendices Xii
1 Introduction 1
1.1 Background of the study 1
1.2 Early Years and Post-Independence (1948-1977) 2
1.3 Open Economy Reforms and Accelerated Growth (1977-Present) 2
1.4 Fluctuations of FDI inflow in Sri Lanka (1985 — 2023) 3
1.5 Sectoral FDI Inflow in Sri Lanka (2014 — 2023) 4
1.6 Major countries invested in Sri Lanka (2014 - 2023) 5
1.7 Factors influencing the FDI Inflow 5
1.8 Influence of Fluctuations in USD Exchange Rate on FDI Inflow 6
1.9 Influence of GDP Growth on FDI Inflow 7
1.10 Influence of Inflation on FDI Inflow 8
1.11 Influence of Trade Openness on FDI Inflow 9
1.12 Research Problem 10
1.13 Research Objectives 11
1.14 Chapter Structure Overview 11
2 LITERATURE REVIEW 12
2.1 Factors influencing the FDI Inflow 12
2.2 Influence of Exchange Rate on FDI Inflow 12
2.3 Influence of GDP Growth on FDI Inflow 13



2.4 Influence of Inflation on FDI Inflow
2.5 Influence of Trade openness on FDI Inflow
2.6 Summary
METHODOLOGY
3.1 Data Collection
3.2 Dependent and Independent Variables
3.3 Research Design
3.4 Model Specification
3.5 Log Transformation
3.6 Testing for stationarity
3.6.1 Unit Root Test
3.6.2 Augmented Dickey-Fuller (ADF) Test
3.7 Lag Length Selection:
3.7.1  Akaike Information Criterion (AIC):
3.8 ARDL Co-integration
3.8.1 Bounds Testing Approach
3.9 Error Correction Model (ECM):
3.10 Residual Diagnostics:
3.10.1 Serial Correlation LM Test
3.10.2 Heteroskedasticity:
3.10.3 Normality test:
3.11 Stability Test
3.11.1 CUSUM Test:
3.11.2 CUSUMSQ Test:
3.12 Estimate Procedure for ARDL Model
DATA REPRESENTATION ANALYSIS
4.1 Data Representation
4.2 Log Transformation
4.3 Variables Coding
4.4 Model Specification

4.5 Graphical representations

Vi

14
15
16
17
17
17
18
19
19
19
19
19
21
21
22
23
24
25
25
26
27
28
28
28
29
30
30
30
31
31
32



45.1 Graphical representation of LN_FDI_INFLOW
4.5.2 Graphical representation of LN_EX RATE
4.5.3 Graphical representation of GDP_GROWTH
45.4 Graphical representation of LN_INFLATION
455 Graphical representation of LN_ TRADE_OPENNESS
4.6 Descriptive Statistics
4.7 Correlation between variables
4.8 Interpretation of Unit Root Test Results
4.9 Lag length Selection
4.10 Interpretation of the ARDL Bounds Test
4.10.1 Conditional Error Correction Regression
4.10.2 Levels Equation
4.10.3 F-Bounds Test
4.10.4 T-Bounds Test
4.11 Interpretation of the ARDL Error Correction Model
4.12 Interpretation of the stability tests
4.12.1 Stability tests - CUSCUM
4.12.2 Stability tests - CUSCUMSQ
4.13 Interpretation of Residual Diagnostics
4.13.1 Residual Diagnostics - Normality Test
4.13.2 Residual Diagnostics — Serial Correlation LM Test
4.14 Residual Diagnostics - Heterokedasticity
CONCLUSION RECOMMENDATION
5.1 Summary of the findings
5.2 Recommendations
5.2.1 Exchange Rate Management
5.2.2 Promoting Economic Growth
5.2.3 Inflation Control
5.2.4 Enhancing Trade Openness
5.2.5 Institutional Reforms

5.3 Conclusions

vii

32
32
33
34
34
35
35
36
38
39
40
40
41
41
41
44
44
44
45
45
46
47
48
48
49
49
49
49
49
50
50



5.4 Limitations Future Research

Appendix A Unit Root Test Results

viii

50
53



LIST OF FIGURES

Figure

Figure 1.1
Figure 1.2
Figure 1.3
Figure 1.4
Figure 1.5
Figure 1.6
Figure 1.7
Figure 3.1
Figure 3.2
Figure 4.1
Figure 4.2
Figure 4.3
Figure 4.4
Figure 4.5
Figure 4.6
Figure 4.7
Figure 4.8
Figure 4.9
Figure 4.10
Figure 4.11
Figure 4.12
Figure 4.13
Figure 4.14
Figure 4.15
Figure A.1
Figure A.2
Figure A.3
Figure A4
Figure A5

Description

FDI Inflow in Sri Lanka (1985 -2023)

Sectoral FDI Inflow in Sri Lanka (2014 -2023)
Major countries invested in Sri Lanka (2014 — 2023)
USD Exchange Rates of Sri Lanka (1985 — 2023)
Annual GDP Growth rates in Sri Lanka (1985 — 2023)
Inflation in Sri Lanka (1985 -2023)

Trade Openness in Sri Lanka (1985 -2023)

Unit Root test Source: Jalil and Rao (2019)
Estimate Procedure for ARDL Model

Graphical representation of LN_FDI_INFLOW
Graphical representation of LN_EX_RATE
Graphical representation of GDP_GROWTH
Graphical representation of LN_INFLATION
Graphical representation of LN_TRADE_OPENNESS
Unit Root Test Result

Lag order selection for the dependent variable

Lag order selection for the regressors

ARDL Bounds Test

ARDL Error Correction Model

Stability test - CUSCUM

Stability test - CUSCUMSQ

Residual Diagnostics - Normality Test

Residual Diagnostics — Serial Correlation LM Test
Residual Diagnostics — Heterokedasticity

Unit Root Test result— LN_FDI_INFLOW

Unit Root Test result—LN_EX_RATE

Unit Root Test result— GDP_GROWTH

Unit Root Test result— LN_INFLATION

Unit Root Test result — LN_TRADE_OPENNESS

Page

© 00 N O 01 W

21
29
32
32
33
34
34
36
38
38
39
41
44
44
45
46
47
53
54
55
56
57



LIST OF TABLES

Table

Table 3.1
Table 4.1
Table 4.2
Table 4.3

Description

Variable List

coding’s of the variables
Descriptive Statistics
Correlation between variables

Page

17
31
35
35



LIST OF ABBREVIATIONS

Abbreviation

ADF
AIC

ARDL

BG

BP

CUSUM
CUSUMSQ
DW

ECM

FDI

GDP

B

Description

Augmented Dickey Fuller
Akaike information criterion
Autoregressive Distributed Lag
Breusch Godfrey

Breusch Pagan

Cumulative Sum
Cumulative Sum of Squared
Durbin Watson

Error Correction Model
Foreign Direct Investment
Gross Domestic Product

Jarque Bera

Xi



LIST OF APPENDICES

Appendix Description Page

Appendix -A Unit Root Test Results 53

Xii



