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Abstract: Malaysia is also affected by the economic crisis as it applies the door-to-door policy economy 

even though the crisis has started on a global platform. Therefore, the objective of this study is to see how 

far economic recession affects development expenditure, domestic investment, and foreign direct 

investment in Malaysia. Using secondary data from 1980 to 2015, unit root tests, Johansen co-integration 

test, Vector Error Correction Model (VECM), and Granger-causality test were carried out. The findings 

showed that there was a long run relationship between the economic recession and at least one independent 

variable while there was no short run relationship between the variables. For causal relationships, the 

economic recession was the cause of domestic development and investment expenditure while foreign 

direct investment was the cause of the recession, domestic development, and investment spending. Hence, 

the government must ensure economic stability by implementing various policies.  
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Introduction 

 

An open economic system is not a new system, but one 

that practices an open economic system will receive a 

major impact including Malaysia. Malaysia is exposed to 

the risk of an economic recession caused by changes in 

the international economy (Abdullah & Yuliyusman, 

2010). This condition is associated with financial flows, 

trade and other activities that require cooperation with 

foreign countries. Through the open economic system, 

Malaysia has also been affected by the economic crisis in 

other countries (Jauhari et al., 2005; Abdullah & 

Yuliyusman, 2010). 

 

The Asian financial crisis in 1997 has affected 

Malaysia's economic situation. According to Khor 

(2017), Executive Director at the South Center, the crisis 

began as speculation for Thailand's currency drop by 

George Soros, an expert in manipulating world finances. 

This situation has led to instability in the foreign 

currency exchange rate and thus impacted countries with 

no strong foreign reserves in the financial markets. 

 

From 14 July 1997 to 7 January 1998, Malaysia was 

met with economic crisis. The value of Malaysian 

Ringgit dropped from RM 2.50 = USD 1 to RM 4.88 = 

USD 1. As a result, Gross Domestic Product (GDP) 

growth in 1998 dropped from 7% in 1997 to -7% in 1998. 

This situation led to higher debt (Mahani et al., 2003), 

and adversely affected foreign investors in that they lost 

the confidence to continue investing in Malaysia. The 

foreign investor brought out all the investments to invest 

in other countries (Shafie, 2017). 

 

Then in mid-2007, there was an interruption in the 

US financial system, as a result of the subprime asset 

quality decline (Pajarskas & Jociene, 2014). This 

situation led to the collapse of the stock exchange around 

the world. The Wall Street Stock Exchange continued to 

fall until the index value was as high as 700 points within 

a day. As a result, giant companies in the United States 

faced financial difficulties due to the mortgage crisis 

(Acharya & Richardson, 2009; Pajarskas & Jociene, 

2014). 

 

In addition, the economic crisis in 2007 was 

attributed to the failure of the United States financial 

institutions globally. The crisis was due to systemic 

disruptions across global financial markets (Acharya & 

Richardson, 2009). This situation affected international 

trade activities. Most countries dealt in import and export 

in the trade with the United States. There were many 

countries that were holding US Treasury bonds. China 

was holding US Treasury bonds amounting to USD 

$ 503.8 billion (Chinadaily.com, 2008). The economic 

crisis that struck the US caused bond prices to fall. It 

further undermined China's assets and also had a 

negative impact on China's trade with Malaysia. This 

situation led to the freezing of bank and credit markets in 

most financial centres around the world. 

 

The collapse of the Malaysian Ringgit exchange rate 

and the drop in crude oil prices in the international 

market affected Malaysia as it is an oil-exporting 

country. On December 1, 2014, the FBM KLCI Malaysia 

Stock Exchange Index fell more than 40 points 

equivalent to 2.5%, driven by the fall of blue chips, oil 

and gas counters and Petronas subsidiaries such as 

Petronas Dagangan Berhad, Petronas Chemical and 

Petronas Gas (New Straits Time, 2014). As a result, many 

foreign investors began to pull out their portfolio 

investments such as stocks, bonds and currencies from 

Malaysia. 
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This monetary economic issue not only affected one 

country but also affected the stability of the global 

economy including Malaysia. Hence, this study was 

conducted to examine the impact of the recession on 

development, domestic investment and foreign 

investment in Malaysia. The economic downturn is due 

to several factors such as inflation, financial flows and 

interest rates. This recession is seen as a big issue as it 

affected most economic activities such as the 

manufacturing, manufacturing and basic services of 

consumers. This situation caused some firms in the 

industry to shut down their business operations. As a 

result, it contributed to the decline in the gross domestic 

product (GDP) rate. Indirectly, the quality of life of 

Malaysians was affected. This situation led to 

unemployment rate in Malaysia rising due to the 

reduction of staff in the private sector (Economic 

Development and International Cooperation, 2009). 

 

According to Riyadi and Bratakusumah (2005), 

development refers to a process of change implemented 

according to the plan. Planning in development is very 

important to form a strategy to change the country in a 

better direction. However, the term of this development 

may have different meanings but in general, it refers to 

an effort made to transform a society or nation from a 

retreat situation to a developed nation. Additionally, it 

refers to human resource capability to meet their 

potential to ensure they are able to obtain the desired 

basic needs. To meet this requirement, a country needs 

investment injection aimed at achieving national 

development. 

 

Malaysia is a country that has long been introduced 

to this foreign direct investment (FDI) system and it has 

been practiced since the British colonial era (Yusof, 

2011). FDI is linked to international capital transfers 

such as human capital and financial capital (Froot, 1993). 

FDI has provided many benefits to Malaysia, including 

improving the country's revenue, production volume, and 

national income through import and tax systems. In 

addition, FDI can open job opportunities to locals in 

Malaysia, promoting technology transfer processes and 

skills for large-scale industries from abroad. At the same 

time, FDI can help increase the per capita income of 

Malaysians.  

 

Thus, FDI is seen to be a key driver of domestic 

capital flows for Malaysia, known as domestic 

investment in the country. Hence, Malaysia's economic 

growth is highly dependent on the influx of FDI and will 

further stimulate development growth in Malaysia. If the 

FDI inflows are diminished, the Malaysian economy will 

experience a recession and thus will affect the country's 

development. As shown in Figure 1, Malaysia's GDP in 

2010 was RM 821,434 million. Then, it increased by RM 

90,299 million to RM 911,733 million in 2011. In 2012, 

Malaysia's GDP rose to RM 971,253 million and 

subsequently increased to reach RM 1,157,139 million in 

2015 (Department of Statistics Malaysia, 2017). 

 

 
Source: Department of Statistic, Malaysia (2017) 

 

Figure 1: Gross Domestic Product (GDP) Year 2010 to 2015 

 

Literature Review 

 

There are several studies on the relationship between 

economic growth and government spending (Asri et al., 

2010; Dzubaidi et al., 2013; Hasnul, 2015). Using the 

Johansen co-integration and VECM method, Asri et al. 

(2010) found that Malaysia's economic growth was 

influenced by government spending in the short and long 

run. Meanwhile, using the Two-Stages Least Squares 

(2SLS) method, Dzubaidi et al. (2013) found a positive 

relationship between government spending and 

economic growth in Malaysia. In Malaysia, the results of 

the study conducted by Hasnul (2015) showed that there 

was a negative relationship between government 

expenditure and economic growth. 

 

Furthermore, there are some recent studies on the 

relationship between economic growth and domestic 

investment and foreign investment (Shawa et al., 2014; 

Tang et al., 2008). In Kenya, Shawa et al. (2014) found 

that there was a long run relationship between economic 

growth and foreign investment and domestic investment. 

0

200,000

400,000

600,000

800,000

1,000,000

1,200,000

2010 2011 2012 2013 2014 2015 Year

GDP (RM millions)

84



Aainaa Izzati Azman et al. 

 

For causal relationships, Shawa et al. (2014) found 

bilateral ties between economic growth and domestic 

investment. In China, the results of the study conducted 

by Tang et al. (2008) showed that there was a bilateral 

relation between domestic investment and economic 

growth. 

 

In addition, there are some studies on the 

relationship between foreign direct investment and 

economic growth (Baharumshah & Almasaied, 2009; 

Ekanayake & Ledgerwood, 2010; Karim et al., 2013; 

Melnyk et al., 2014; Upreti, 2015; Nor et al., 2015; 

Mahadika et al., 2017). In Malaysia, Baharumshah and 

Almasaied (2009) found that foreign direct investment 

had a positive relationship with economic growth. A 

study conducted by Ekanayake and Ledgerwood (2010) 

on 85 developing countries from 1980 to 2007 found that 

foreign direct investment had a positive impact on 

economic growth in developing countries. Similar to the 

study conducted by Ekanayake and Legdgerwood (2010) 

studies, Karim et al. (2013) also found a positive 

relationship between economic growth and foreign direct 

investment in 14 MENA countries. 

 

Besides that, Melnyk et al. (2014) saw the impact of 

Foreign Direct Investment on economic growth in 26 

countries with emerging economies and those 

undergoing economic transitions from European central 

states, the Commonwealth independence (CIS) and the 

Baltic countries from 1980 to 2010. The study found that 

foreign direct investment had a significant relationship 

with economic growth in the home countries. 

Meanwhile, Upreti (2015) studied the relationship 

between foreign investment and economic growth in 67 

developing countries using data from 1995, 2000, 2005 

and 2010. Using the Ordinary Least Squares (OLS) test, 

the findings showed that higher investment rates led to 

higher positive impact on economic growth in these 

developing countries. 

 

Next, Nor et al. (2015) looked at the relationship 

between foreign direct investment and economic growth 

in 30 developed and developing countries from 1999 to 

2009. The findings showed that countries with high level 

of stock market development and high efficiency would 

receive many benefits from direct investment foreign. 

However, foreign direct investment inflows had a 

negative correlation with economic growth in these 

countries. This is because higher inflows of foreign 

investment could cause slow economic growth. While in 

Indonesia, using time series data from 1981 to 2013, 

Mahadika et al. (2017) found that there was a long run 

relationship between economic growth and foreign direct 

investment. 

 

Methodology 

 

To meet the objective of the study, which was to 

investigate the effect of economic recession on 

development expenditure, domestic investment, and 

foreign direct investment in Malaysia, several 

econometric approaches were used. Using Malaysia's 

time series data from 1980 to 2015, the equation (1) was 

formed: 

 

 

GDP  =  ß0 + ß1 PPt + ß2 PDt + ß3 PLAt + ɛt  (1) 

 

where GDP is economic recession, DE is development 

expenditure, DI is domestic investment, FDI is foreign 

direct investment, ɛ is error and t is year. There were 

several tests conducted in this study, including unit root 

tests, Johansen co-integration, Vector Error Correction 

Model (VECM) and Granger-causality test. Unit root test 

was conducted to test the stationary of all variables. 

Hence, all variables were tested at each level and the first 

differentiation was performed using the Augmented 

Dickey-Fuller (ADF) and Phillip Perron (PP) Test. The 

equation is as below: 

 

∆λ1 = α1 + α2 + ɸ λt-1 + ßi Ʃ𝑖=1
𝑚  ∆λXt-i + ɛt (2) 

 

where λ refers to the main variables studied, Δ is the time 

trend, t is the time trend, and Ɛ is the error. The terms 

used here such as α1, α2, β1, and ... βm are a set of 

parameters to estimate. If the stationary test is important 

then the variable is stationary and does not have a unit 

root test. Therefore, the null hypothesis will be rejected 

and the alternative hypothesis will be accepted. 

However, if the stationary test is not important, the 

variable is not stationary and has a unit root test. 

Therefore, the null hypothesis will be accepted. The 

hypothesis for this study is: 

 

H0: ɸ ≠ 0 (ɸ not stationary)                            (3) 

 

       H1: ɸ = 0 (ɸ stationary)                                 (4) 

 

The Johansen co-integration test was used in this study 

to examine the long run relationship between all 

variables. The VAR levels, with Xt defined as GDP, 

Development Expenditure, Domestic Investment and 

Foreign Direct Investment were as follows: 

 

Xt = c + Ʃ𝑗=1
𝑝

 Гj ∆Xt-j + ɛj             (5) 

 

If the variable in Xt is I (1), the VAR in Eq. (5) is not 

stationary. If there is no joint co-integration, statistical 

conclusions are not possible by using regular tests. In 

view of this situation, the difference in the series must be 

determined and the first difference, the VAR should be 

estimated as follows: 

 

∆Xt = c + Ʃ𝑗=1
𝑝

 Гj ∆Xt-j + ɛt         (6) 

 

 

The co-integration vector poses a stationary variable. If 

this is the case, the VAR in Eq. (6) may be written as: 

 

85



EFFECT OF ECONOMIC RECESSION ON DEVELOPMENT EXPENDITURE, DOMESTIC INVESTMENT AND FOREIGN DIRECT 

INVESTMENTS IN MALAYSIA 

 

Xt = c + Ʃ𝑗=1
𝑝

 Гj ∆Xt-j + Π Xt-1 + ɛt   (7) 

 

In Eq. (7), ∏ is the rational matrix which can be divided 

into: 

 

Π =  αß!    (8) 

 

where α is the matrix of 3 × r and β is the 3 × r co-

integrating vector, r is the number of vectors integrating 

together. Following the Johansen procedure (Ighodaro, 

2010), the number of joint integration vectors was tested 

using integrated VAR together as in Eq. (7). 

Subsequently, the test of the error correction vector 

model (VECM) was conducted to see short run 

relationships and long run error correction. In general, 

there are two variable systems, F and K, and the co-

integration equation as: 

 

Ft = βKt    (9) 

 

Hence, the VECM model that can be formed from 

Equation (9) above is: 

 

ΔFt = α1 (Kt-1 - βFt-1) + ε1, t  (10) 

 

ΔKt = α2 (Kt-1 - βFt-1) + ε2, t  (11) 

 

In equations (10) and (11), the right part of the equation 

is an error correction. In the long run, this error is zero 

value. However, if F and K deviate from long run 

relationships, these correction errors will not be worth 

zero, and each variable is coordinated to maintain long- 

run balance relationships. The coefficient of αi 

coefficients measures the adjustment speed of the 

endogenous to i variable to return to longrun balance. 

Next, Granger-Causality test is used to study causal 

relationships between two variables. If the p-value of the 

variable Y is significant to predict the value of the 

variable X, then Y has a causal relationship with X and 

vice versa. This test is based on the equation below: 

 

Yi = γ0 +Ʃ𝑧=1
𝑝

 γz Yt-z + Ʃ𝑖=1
𝑞

 λi Xt-1 + μt  (12) 

 

Xi = φ0 + Ʃ𝑧=1
𝑝

 δz Xt-z + Ʃ𝑖=1
𝑞

 ΨiYt-i + ɛt  (13) 

 

where Y and X are the tested variables, μ and Ɛ refer to 

the error, and t is the length of time while z and i are the 

lag numbers. The null hypothesis is λi = Ψi = 0 for all i. 

In the alternative hypothesis that λi ≠ 0 and Ψi ≠ 0 for at 

least some i if the λi coefficient is important but Ψi is not 

significant, then X is the cause of Y. However, if both 

coefficients are important, then the effects of constant 

causal occurs both ways. 

 

 

Results and Discussion 

 

Table 1 and Table 2 show the results of unit root tests for 

Augmented Dickey Fuller and Phillip Perron. There were 

2 unit root test conditions carried out that were constant 

and trend. At constant, all variables were not significant 

at levels. However, in the first difference, all variables 

were significant at the 1% significance level. In the case 

of the trend, all the variables were not significant at the 

level. However, in the first difference, all variables were 

significant at the 1% significance level. Hence, the null 

hypothesis was rejected and the alternative hypothesis 

was accepted. Subsequently, testing for long run 

relationships, short run relationships and causality tests 

would continue.

 

Table 1: Augmented Dickey-Fuller (ADF) Unit Root Test  

Variables Constant Constant & Trend 

 Level First Difference Level First Difference 

GDP -0.4386 

(0.8914) 

-5.9845*** 

(0.0000) 

-2.2014 

(0.4741) 

-5.9036*** 

(0.0001) 

DE -0.5608 

(0.8664) 

-4.9751*** 

(0.0003) 

-2.9883 

(0.1500) 

-4.9003*** 

(0.0020) 

DI -2.0550 

(0.2632) 

-7.9017*** 

(0.0000) 

-4.1415** 

(0.0128) 

-7.7611*** 

(0.0000) 

FDI -2.0136 

(0.2799) 

-6.5494*** 

(0.0000) 

-2.1080 

(0.5236) 

-6.5966*** 

(0.0000) 

Notes: ( ) refer to probability, ***, ** and * refer to the significant level at 1%, 5% and 10%. 
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Table 2: Phillip Perron (PP) Unit Root Test 

Variables Constant Constant & Trend 

 Level First Difference Level First Difference 

GDP -0.5638 

(0.8647) 

-3.9025*** 

(0.0057) 

-2.3495 

(0.3972) 

-5.6749*** 

(0.0003) 

DE -0.3062 

(0.9129) 

-3.8878*** 

(0.0059) 

-2.9141 

(0.1724) 

-5.4589*** 

(0.0006) 

DI -2.3440 

(0.1654) 

-4.9043*** 

(0.0004) 

-3.1993 

(0.1031) 

-4.5336*** 

(0.0057) 

FDI -2.2987 

(0.1787) 

-3.8452*** 

(0.0065) 

-2.7361[1] 

(0.2301) 

-6.4476*** 

(0.0000) 

Notes: ( ) refer to probability, ***, ** and * refer to the significant level at 1%, 5% and 10%. 

 

Next, the Johansen Co-integration test was 

conducted to identify the existence of long run 

relationship between variables. Table 3 shows the 

Johansen co-integration test results. The results showed 

that the value of hypothesis r = 0 was significant at 5% 

significance level for trace test and maximum 

eigenvalue. Hence, there was a long run relationship 

between economic ties with at least one variable 

(development expenditure, domestic investment, and 

foreign direct investment). 

 

Table 3: Johansen Co-integration 

Hypothesis Trace  Maximum Eigenvalue 

 Trace Statistic Probability Max-Eigen Statistic Probability 

r=0* 51.1502 0.0237 30.6864 0.0193 

r>1 20.4638 0.3919 12.7042 0.4798 

r>2 7.7597 0.4915 5.8333 0.6347 

Note: * refers to the significant level at 5%. 

 

Table 4 shows the results of the Vector Correction 

Vector Model (VECM) Test. The results showed that 

there was no correction error in the long run because of 

the ECM value of -0.0048 that was not significant. 

Furthermore, for short run relationships, the findings 

showed that all variables were not significant. Hence, 

there was no short run relationship between economic 

recession and development expenditure, domestic 

investment, foreign direct investment. Thus, the null 

hypothesis was accepted and the alternative hypothesis 

was rejected. 

 

Table 4: Vector Error Correction Model (VECM) Test 

Variables Coefficient Probability 

ECM -0.0048 0.9330 

DE 0.0809 0.2723 

DI -0.0287 0.3564 

FDI -0.0044 0.8878 

C 0.0841*** 0.0004 

Note: *** refers to the significant level at 1%. 
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Table 5 shows the findings for granger-causality 

tests. The results showed that economic recession was 

the cause for development expenditure (significant at the 

1%) and domestic investment (significant at the 5%). 

Meanwhile, foreign direct investment was the cause of 

economic recession and significant at 10% significance 

while foreign direct investment was the cause of 

development expenditure (significant at the 5%) and 

domestic investment (significant at the 10%). 

 

Table 5: Granger-causality Test 

Hypothesis Null F-Statistic Probability 

DE  GDP 

GDP  DE 

0.6266 

6.9728*** 

0.5415 

0.0034 

FDI  GDP 

GDP  FDI 

2.5168* 

0.2460 

0.0982 

0.7835 

DI  GDP 

GDP  DI 

0.5853 

5.1421** 

0.5634 

0.0123 

FDI  DE 

DE  FDI 

3.8887** 

0.2139 

0.0319 

0.8087 

DI  DE 

DE  DI 

1.3702 

0.8525 

0.2700 

0.4368 

DI  FDI 

FDI  DI 

0.2556 

2.8202* 

0.7762 

0.0760 

Notes:  refer to ‘does not granger cause’, ***, ** and * refer to significant level at 1%, 5% and 10%. 

 

Based on the results as shown in Table 3 and Table 

4, there was a long run relationship between economic 

recession with at least one independent variable while 

there was no short run relationship between the variables. 

Thus, based on the causal relationship test as shown in 

Table 5, Figure 2 was formed. Figure 2 shows the 

relationship between all variables in the long run. In the 

long run, the recession would be the cause of 

development expenditure and significant at the 1% level 

of significance. In addition, economic recession 

variables would also be a cause for domestic investment 

in the long run and significant at the 5% significance 

level. Meanwhile, foreign direct investment was seen as 

a cause for Malaysia's long run recession and was 

significant at 10% level. There was also an indirect 

relationship between the variables of foreign direct 

investment and domestic investment and development 

expenditure. Foreign direct investment was seen as a 

cause for the long run and significant development 

expenditure at the 5% significance level. While foreign 

investment was seen as a cause for domestic investment 

in the long run and significant at 10% level of 

significance.  
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Note:             refer to direct relationship while                           refer to indirect relationship. 

Figure 2: Long Run Effect and Granger Causality. 

 

Based on the results, it can be suggested that the 

economic recession has only long run impact on 

development expenditure and domestic investment. 

Meanwhile, foreign direct investment is the cause of 

economic recession. Foreign direct investment also has 

an indirect impact on development expenditure and 

domestic investment. Hence, foreign direct investment is 

important to promote Malaysia's economic growth in the 

long run. But in the short run, all variables do not affect 

economic recession. 

 

Conclusion 

 

Using the time series data from 1980 to 2015, the 

objective of the study, which is to see how far the impact 

of the economic recession affects development 

expenditure, domestic investment and foreign direct 

investment in Malaysia, was achieved. Unit root tests 

indicated that all variables were insignificant on the state 

of the constant and trend conditions while significant in 

the first differentials. Furthermore, the findings 

suggested that there was a long run relationship between 

economic growth and at least one variable while there 

was no short run relationship between economic growth 

and other variables. For causal relationships, the study 

found that economic growth was a cause for government 

development and domestic investment while foreign 

investment was seen as a cause for economic growth, 

domestic investment and development expenditure. 

 

In order to strengthen Malaysia's economic growth, 

policymakers must find ways to attract foreign investors 

to invest in Malaysia in various sectors such as 

manufacturing, real estate, insurance and hire purchase. 

This is because foreign investment factors are seen as a 

cause for Malaysia's long run economic growth. The 

inclusion of foreign investment will indirectly create 

more employment opportunities for Malaysians and thus 

become a capital injection to the Malaysian government 

for national development and can convince local 

investors to continue investing in their own country. 

Thus, policymakers need to strengthen cooperation 

networks with regional countries to attract more foreign 

investors into Malaysia. 
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