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 FPI is a critical factor for growth of developing nations, therefore, this 

study aimed at examining the relation of governance factors with FPI 

inflows in Pakistan during the period of year 2001 to 2020 by the OLS 

model. The results have depicted that all the factors positively and 

significantly influence inflows of FPI in Pakistan except rule of law which 

have insignificant relationship with FPI. Therefore, the government should 

improve the governance level for improving the trust of overseas investors 

and improving FPI flows which would ultimately result in growth of 

Pakistan’s economy. 
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Introduction: 

 

The FPI is an investment for a shorter time duration and it involves investment in short term 

and long-term financial instruments for a shorter investment duration. The reason behind 

investing in short term instruments is to get revenue of favorable interest and exchange rates 

for trading of securities. When investment is made in foreign secondary market, higher 

returns are predicted and for obtaining the higher return, different investment approaches are 

adopted in markets. As a result of foreign investment, the host economy is to get benefits of 

improved liquidity position and increase in foreign reserves which results in exchange rate 

stability. Firstly, the FPI is useful in getting better returns and decreasing the risk by global 

diversification. On the other hand, the FPI also helps in host country’s growth and 

development.  

Given the unstable political environment in Pakistan, weak economic conditions and high 

market risk, foreign investors are avoiding to invest, so FPI is a very important and 

significant capital flow. The Pakistani government needs to provide incentives to attract 

foreign portfolio investment. Unfortunately, the current market conditions in Pakistan are 

instable, due to which the investors are hesitant in making the investment. The economists 

recommend that the stock market is an indicator of economy, and that Pakistan's stock market 

is in a serious situation. 

The table 1 shows that FPI increased from the preceding value of ($10) million in year 2001-

2002 to $ 1,820 million in year 2006-07. Then it started declining and reached ($ 60) million 

in year 2011-12 and then it started rising again and reached at $917.3 million in year 2014-
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15. Then it started declining again and reached ($ 281.7) million in year 2019-2020 and then 

finally started increasing again in year 2021-21 with a value of $ 211.5 million. 

 
 

The economic development of a country is determined through the selection process of a 

government, including the people who obtain the power and the mechanism of running the 

government. It has also been observed that a government’s ability of devising and 

implementing the policies and the reaction of the people to it also affects economic growth. 

Governance systems have six indicators that are used to assess the level of governance of a 

country (Kaufman et al. 2009). These factors include voice and accountability (VA); Political 

Stability and Absence of Violence / Terror (PV); Government Effectiveness (GE); Regulatory 

Quality (RQ); Rule of Law (RL) and Control of Corruption (CC). Due to the importance of 

the FPI in increasing Pakistan's economic growth, the aim of this study is to investigate the 

effects of governance indicators on FPI inflows through the use of OLS regression model 

during 2001-2020. This research is important because only a few studies have examined the 

factors that influence FPI in Pakistan generally, and association between governance 

indicators and FPI particularly.  

 

Literature review: 

 

Grabel (2003) worked on the foreign investment portfolio and researched that the world is 

now shifting investment to FPI and this seems to be a big change. Their research on FPIs 

concludes that FPIs are relatively safe and efficiently invested because they require a lot of 

investment. However, investigations into the 1994 crisis in Mexico and the South Asian crisis 

from 1997 to 1998 called into question Grabel. Based on Grabel's research and the crises in 

Mexico and South Asia, many economists have argued that these crises cannot be taken for 

granted, that they are not strange. If we do macro or even micro level research on FPI, we 

know that FPI had also played a critical function in a country’s economic growth. 

According to Onuorah et al. (2003), developing countries used FDI and FPI to establish 

financial markets, so FDI and FPI inflows had a positive impact on economic growth. The 

authors found the effect of foreign capital on the growth of the Indian economy. In the light 

of this study, the authors have observed that FDI and FPI have significant effects on the 

growth of the economy. FDI has a positive effect while FPI has a negative impact on the 

economy.  
Agarwal (1997) examined the factors affecting FPI in developing Asian economies and the 

results highlighted some of the key factors in terms of FPI data, which were indicators of real 
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exchange rates, inflation, the distribution of the host capital market, and the economic 

movement.  Based on these variables, it has been observed that there is a negatively 

association between inflation and positive relationship with the other three variables. A study 

on factors affecting the FPI in India by Rai and Bhanomurthy (2007) found that the FPI 

exceeded 12 billion US$ at the end of 2002. It was found that these investment flows had 

significantly affected the performance of different domestic markets. Based on the study, it 

was found that stock market returns, past risk and inflation rate significantly affect FPI, and it 

was found that two factors compared to inflation, past risk and stock market returns (both 

domestic and foreign) turned out to be the most important factor in the arrival of FPI. Based 

on a study of two factors, the authors concluded that if the stock market stabilizes and the risk 

decreases, it will increase FPI inflows and it will have a positive effect on the national 

economy. 

Ekeocha (2008) studied the factors that motivate foreign investors to shift their investments 

to developing countries. It has been observed that low productivity in developing countries as 

well as high profit margins and high economic growth are the major factors which result in 

high foreign investment in developing countries. Based on the authors' study, it was observed 

that increase in foreign investment would be directly related to trade development, 

international economic relations and also enlarge in productive resources that are useful in the 

host country. It was also observed that if such policies are implemented in developing 

countries which result in decline of capital flow restrictions and improvement in the home 

capital markets, then foreign investors should invest in FPI may be attracted towards which 

may result in economic growth. 

The authors came up with evidence based on their study which shows the relationship of FPI 

with market growth, capital market level and market fluctuations and based on these 

relationships; assessed the benefits and costs associated with recipient economies. Duasa & 

Salina (2009) worked on the Malaysian economy and found a correlation between FPI and 

growth of the Malaysian economy between 1991 and 2006 and they also found a relationship 

between GDP and FPI. Based on the study, it was concluded that the foreign investment 

portfolio (FPI) positively affected the economic growth of the host country. 

Shahbaz et. al. (2005) applied multiple regression analysis based on sector analysis and time 

series data and found an association between foreign remittances and economic growth in 

Pakistan. The variables examined include GDP at current prices, public investment, inflation 

rate, workers' remittances, private investment, per capita income. Based on these variables, it 

was found that there is a positive association between workers' remittances and economic 

growth. Azam and Luqman (2010) used the OLS model to study the relationship of FDI with 

political and social factors in Pakistan between 1971 and 2005. The study found that there 

was a negative relationship between political instability and FDI, while a positive association 

was found between human capital and FDI in Pakistan. 

Arshad and Sajat (2011) worked to examine the relationship between FDI and Pakistan's 

economic growth during 1981-2008. For the study, they used four variables, which had a 

FDI, economic growth, and residual time effect, and found a direct correlation among these 

variables. Based on the relationship between their study and the variables, it was found that 

FDI is considered a primary factor in the growth of developing countries. Pleasure et. al. 

(2011) studied the growth of Pakistan's economy from 1985 to 2010 on the basis of the 

variable that was overseas capital inflow. Based on the study, he suggested that FPI and FDI 

play an important role in the growth of the economy and also found that foreign support 

negatively affects the growth of the economy. On the basis of their study, they determined 

that Pakistan should expand its domestic resources to increase foreign aid.  
Talat and Zeshan (2013) used the ARMA regression model to investigate the relationship 

between 

political instability, terrorism, electricity load-shedding, inflation, market size and trade 

openness, concessions provided to investors and stabilization of market rates with FDI in 

Pakistan from 1980 to 2010.The results showed that there was a negative association between 

terrorism and political instability. The results also showed that exchange rates, market size, 

investor incentives and trade openness positively affect FDI, whereas, inflation is negatively 
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correlated with FDI inflows. Zeeshan and Talat (2014) used OLS regression analysis and 

studied the effects of indicators on FDI and governance in Pakistan from1996 to 2010. Based 

on the study, it was revealed that if there is stability in politics, accountability, government 

effectiveness, less terrorism, effective measures to control corruption and index of 

governance has a positively impact on FDI. 

Osemene and Arotiba (2018) worked on association of FPI with exchange rates in Nigeria 

from 2007 to 2016. Based on the study, it was observed that the association of exchange has a 

positive effect on FPI inflows in Nigeria. Al-Samadi (2018) studied FPI in Jordan during 

2000-2016. According to the study variables, inflation, economic activity, diversification of 

risk governance and a country's credit worthiness affect Jordan's FPI inflows. Yeh (2018) 

examined the relationship between board governance and overseas institutional investors for 

tourism companies in Taiwan and showed that due to the smaller boards and higher directors’ 

ownership; there will be higher foreign ownership. Anwar et. al. (2019) observed the 

association of FPI with governance indicators, inflation and GDP in Pakistan's agricultural 

sector for the duration 2005 to 2017. The authors depicted that the Governance Index and 

GDP have a positive and significant effect on FPI, while inflation rate has a significant and 

negative correlation between FPI in Pakistan's agricultural sector. 

According on the above literature review, it can be seen that there are no studies which 

studied the impact of governance indicators on FPI inflows in Pakistan. Therefore, the 

purpose of this study is to fill this research gap by examining the relationships between 

governance indicators and FPI inflows in Pakistan during 2001 to 2020.  
 

Research Methodology: 

This study used time series secondary data from 2001 to 2020 which was collected on 

dependent and independent variables from the Pakistan's Economic Survey, SBP reports and 

World Bank Development Indicators Database. The OLS regression method was used to 

examine the relationship between the dependent variable; FPI in Pakistan, and the 

independent variables; governance indicators such as VA, PV, GE, RQ, CC and RL. 

  

This study has used the following regression model: 

 
In this study, the E-Wave 9.0 is used to measure the relationship between dependent and 

independent variables  
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Theoretical Model: 

 

The theoretical model of this study is as follows:  

 

 

Analysis and Discussion of Results: 

Firstly, the ADF unit root test is used to check the stationary status of the variables and the 

results are table 2 describes them.: 

 

 
Table 2 shows that all variables are stationary at the same level. Therefore, based on the 

values of the Unit Root test, the appropriate model is OLS, which was used to estimate the 

relationship between governance factors with FPI and the table 3 shows the results. The value 

of Adjusted R-square is 0.81, indicating that independent variables have described around 
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81% of variations in FPI for Pakistan. The Durbin-Watson's value is 1.78, showing that there 

is no problem with auto correlation between explanatory factors. 

 

 
 

The above results show that variable of VA has a significant and positive impact on FPI 

flows. FPI is expected to increase by 5.59 % if voice and accountability increase by 1%. The 

findings also show that PV has a significant and positive impact on FPI inflows. According to 

the estimated coefficient, if this variable is increased by 1%, FPI will increase by 4.11 %. The 

variable of GE has a significant and positive relationship with FPI flows, with a 1 % increase 

in GE, there will be a 7.87 % increase in FPI in Pakistan. 

Furthermore, the RQ and CC variables show a positively and significantly relationship with 

FPI flows, which indicating that if these variables increase by 1%, the FPI will increase by 

7.51 % and 3.86 %, respectively. 

 

Conclusion and recommendation: 

FPI plays a significant role in the growth of developing economies and it's played a 

significant role in the development of Pakistan's economy as well. Pakistan is a developing 

economy like the other developing economies which significantly depend on foreign capital 

inflows for economic growth. Thus, the purpose of this study is to examine the relationship 

between governance indicators and FPI inflows in Pakistan from 2001 to 2020. This study 

showed that all governance indicators except RL, have a significant and positive impact on 

FPI flows in Pakistan. This study's main contributions to the literature is that it is the first 

study which is investigating the relationship between governance variables and FPI in 

Pakistan This study indicated that governance variables have a significant influence on FPI. 

Thus, these variables should be recognized in formulating policies to increase FPI flows.  

It is recommended that the governing authorities should adopt efficient processes to improve 

governance variables in order to increase national and international investor trust and 

improve the flows of FPI in Pakistan. 

The limitations of this study are as follows: 

1. The model can also include the other important variables. 

2. The model can also include the data for the extended time period. 

3. The model can also include Pakistan's major issues such as terrorism, political instability 

and the energy crisis. 
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