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Abstract
The current study has examined the link between exchange rate volatility, financial stability, foreign debt, and economic
growth in a few South Asian nations from 1985 to 2020. The findings show that labor force participation has a positive and
significant link with economic growth. Financial stability has a positive and significant influence on economic growth.
Physical capital has a positive and significant relationship with economic growth because South Asian countries have labor
as a larger factor of production. Foreign debt has a negative and insignificant influence on the level of growth, whereas,
exchange rate volatility has a positive and significant relationship with economic growth. The overall results conclude that
exchange rate volatility, financial stability, foreign debt, physical capital availability, and labor force participation are playing
important roles in determining economic growth in the case of selected South Asian countries.
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1. INTRODUCTION

The basic aim of every economy is to extend economic progress. Ricardo (1891) refers to the total goods and services
produced by a country as economic progress. The economy is like a machine that transforms inputs into outputs and the
number of inputs determines the number of outputs. After the 2nd World War, most of the countries adopted aggressive
economic policies to improve the growth rate of real gross domestic product (Crafts, 2000). Exogenous technological progress
and the accumulation of factors of production are considered the main determinants of economic growth. Solow (1957)
explains that with physical inputs there are some nonphysical (skill, knowledge) factors for determining steady-state economic
growth. Nelson and Phelps (1966) point out that it is the size and capability of labor that absorb new technology which is
discovered elsewhere. But the last decade of the 20th century changed the research direction about economic growth when
Lucas (1988), Romer (1990), and Grossman and Helpman (1991) developed an endogenous growth theory. The policymakers
are much interested in a sustainable level of economic growth and much worried about downward economic growth. Barro
(1991), Baker and Schmitt (1998), and Caballero (2007) mention that internal and external factors are responsible for unstable
economic growth. There are two main sources of unstable economic growth in developing countries like Pakistan. First, big
exogenous shocks come from financial markets and terms of trade. Second, less developed nations experience domestic
shocks due to intrinsic instability and self-inflicted policy faults (Kharroubi, 2006).

Since the 1950s developed countries and international institutions are providing loans, aid, and debt to developing countries
to boost their economic growth. Foreign borrowing is also a key element for the current expenditures of a country and plays
role in determining the level of economic growth (Junior, 2011; Ali & Ahmad, 2014; Ali & Audi, 2016; Ali & Bibi, 2017).
But external debt and its repayments raise some other issues for developing countries. In the last three decades, external debt
is becoming the biggest cause of lower investment and economic growth in many developing countries. External debt is
becoming an unfavorable and unbearable tax on future generations, which they have to pay for nothing (Nguyen and Faff,
2006; Ali & Naeem, 2017; Ali 2015; Ali, 2018). Ferraro and Rosser (1994) mention that foreign debt is more responsible for
a lower level of economic growth in the case of third-world countries. There is a direct relationship between economic growth
and exchange rate volatility. Exchange rate volatility stands as fluctuations in the exchange rates over time (Mordi, 2006).
The effect of exchange rate volatility on growth has both micro and macroeconomic aspects. The exchange rate volatility
impacts the day-to-day or week-to-week transaction costs if the unpredictability is high and hedging foreign exchange risk is
high-priced which diminished the process of economic growth. The fixed exchange rates amplify international price
transparency, as consumers can differentiate prices in contrasting countries easily. If exchange rate volatility is abolished,
international arbitrage increases efficiency, productivity, and comfort. These advantages of exchange rate stabilization have
been witnessed in the European (monetary) integration process (European Commission, 1990). Ghosh (2012) mentions that
exchange rate stability influences economic growth positively or negatively.

Being the main target of every economy, identifying the sources of economic growth has remained a topic of discussion
among policymakers (Easterly et al., 2006; Hausmann et al., 2006; Berg et al., 2012; Ali & Rehman, 2015; Ali & Audi, 2018;
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Ali & Senturk, 2019). Denison (1962) points out that economic growth is attached to the rise and fall of real GDP per capita.
The variability of economic growth has a direct impact on socioeconomic and human well-being; thus, one cannot ignore the
study of economic growth at all. Several studies examine the determinants of economic growth (Hsu et al., 2014; Pece et al.,
2015; Inekwe, 2015; Bujari and Martinez, 2016; Ali et al., 2016; Bara and Mudzingiri, 2016; Bongini et al., 2017; Ali &
Zulfigar, 2018; Gault, 2018; Dey Tareque, 2020; Fatbardha et al., 2020; Sulehri & Ali, 2020; Audi et al., 2021; Ahmad et al.,
2022).

Theoretical and empirical literature shows that three main factors play an important role in deciding the level of economic
growth i.e. land, labor, and capital. The developing countries have less physical capital to keep the desired pace of economic
growth, and they rely on foreign assistance, among them foreign debt is the most famous. There is mixed evidence that foreign
debt increases or decreases economic growth i.e. at the initial level the inflow of foreign debt provides ease in fiscal deficit,
but continuous fiscal deficit puts developing countries into the trap of debt servicing (Kharas, 1984). Fluctuations in exchange
rates impact real activities and directly change the import prices and producer’s prices, consequently, this impact delivers
towards purchasing power of the masses. Under the flexible exchange rate system, any variation in the exchange rate impacts
the economy as a whole. Due to the fear of possible negative shocks of exchange rate volatility, economic agents, especially
firms can highly be opposed to the exchange rate risk. Additionally, the trader’s response to exchange rate risk relates to the
risk attitude. More specifically, the risk-averse trader would avoid trading in response to an increase in exchange rate
fluctuations (C6té, 1994). Thus, volatility of exchange rates, foreign debt, and financial instability are the main issues to
hinder economic growth.

The relationship between economic growth and financial stability is widely discussed in the existing literature. Schumpeterian
point out that entrepreneurs need credit to finance their innovations, whereas, banks and financial markets are viewed as their
supporters, so, finance seems to respond to economic growth. With rising economic growth, firms and households are
demanding more financial services. Hence, financial instability impacts macroeconomic growth adversely (Creel and Hubert,
2015). Financial stability links to different aspects of financial services, i.e. the market system (a huge strength of
concentration reinforces the contagion risks from one bank to another bank) and financial institutions themselves (depending
on whether their business system needs high or low risk) intrude on financial stability (Schinasi, 2004). Financial stability
also functions in the payment structure of the economy. i.e. funds handled by central banks, admin authorities, and private
firms that assure the functioning of the structure of payments among the financial institutions. Failures in any of the functions
cause financial instability, there are some cumulative prudential ratios such as the ratio of non-performing loans to gross loans,
which relates to the warning signal for systemic banking insolvency (Cihak and Schaeck, 2010; Omojimite and Oriavwote,
2012; Aliyu, 2009; Rodrik 2008; Mosley and Smith, 1988). This study has examined the relationship between exchange rate
volatility, financial stability, foreign debt, and economic growth in the case of South Asian countries. There is hardly any such
type of relationship in existing literature, so, this study is novel and it is a healthy contribution to the respective literature.

2. THE MODEL

The theoretical foundations of economic growth go back to the days of Adam Smith, the father of modern economics. There
are a variety of factors that may responsible for the process of economic growth which may change over time. In 1957, Solow
demonstrates that capital, labor, and technical progress play an important role in economic growth (Solow, 1957). Sala-i-
Martin points out that the accumulation of physical capital, human capital, education, diversity of institutions, free movement
of capital, technology, ideas, foreign investment, and the free flow of information are the main deciders of economic growth
(Sala-i-Martin, 2001). In this study, we are following the neo-classical model of economic growth. The neo-growth model
begins with Solow (1957), this model has three basic components for measuring economic growth, i.e. labor (L) capital (K),
and technology (A).

Y=AK*L &% (1)

Y=Economic growth

Romer (1986) and Lucas (1988) extended the Solow (1957) model by including human capital; as they believe that human
capital can lead to captivate technology and stimulate economic growth. This form of economic growth is modeled as:

Y=K* (AH) 1 (2)

H=Human Capital

Since the endogenous growth model allows us to include some additional variables for the determination of economic growth.
The variations in exchange rate impact economic activities, and the impact of exchange rate pass-through the economy by
purchasing power. The exchange rate directly changes the import prices and producer’s price, consequently, this impact
delivers towards purchasing power of the masses. Under the flexible exchange rate system, any variation in the exchange rate
impacts the economy as a whole. Due to the fear of possible negative shocks of exchange rate volatility, economic agents,
especially, firms can highly be opposed to exchanging rate risk. Additionally, the trader’s response to exchange rate risk
relates to the risk attitude. More specifically, the risk-averse trader would avoid trading in response to an increase in exchange
rate fluctuations (C6té, 1994). Higher economic growth is the predominant concern of all economies, but developing countries
face a burgeoning fiscal deficit to meet their current expenditures which are necessary for higher economic growth. For smooth
expenditures, developing countries depend upon external debt (Rajan & Zingales, 2003). The liquidity constraint hypothesis
and debt overhang theory are two main theories that discuss the relationship between foreign debt and economic growth. At
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the initial level, the inflow of foreign debt provides ease in fiscal deficit, but higher fiscal deficit, resources, inadequate use,
rescheduling of external debt, the less domestic inflow of capital, inelastic import, and rising debt-servicing raise new issues
for the developing countries (Kharas, 1984). Following the extensive literature review (Hsu et al., 2014; Pece et al., 2015;
Inekwe, 2015; Bujari and Martinez, 2016; Ali et al., 2016; Bara and Mudzingiri, 2016; Bongini et al., 2017; Gault, 2018; Dey
Tareque, 2020; Fatbardha et al., 2020; Audi et al., 2022; Senturk & Ali, 2022; Ali et al., 2022; Audi et al., 2022), the functional
form of the model becomes as:

ECOG:;; = F(ERVi, FINS, FDy, Xit,) (3)

ECOG=Economic Growth (measured with the help of GDP growth rate)

ERV=exchange rate volatility (with the help of ARCH, and GARCH, volatility in the exchange rate will be measured)
FINS=financial stability (measured with the help of stock return)

FD= foreign debt (inflow of foreign debt as a percentage of GDP)

X= set of control variables (labor force participation, human capital, political stability, etc.)

i= the country (Pakistan, India, Bangladesh, Sri Lanka)

t=time-period (1980 to 2020)

For checking the responsiveness of the dependent variable to explanatory variables, the equation can be written as:

ECOG it = ERV#jt FINS %%t FD 53t X A% Ut (4)
The econometric model of the study becomes as:
ECOG it = A+/1ERVit+S2FINSii+S3FDit+SaXic +Uit (5)

All the variables explained above except A and U,

A= constant intercept

U= Error term (supposed to be white noise)

Data of selected variables have been taken from World Development Indicators (WDI), online databases maintained by the
World Bank.

3. ESTIMATED RESULTS AND DISCUSSIONS

Table 1 presents the descriptive statistic of the selected variables of the model. The results reveal that financial stability,
physical capital, and exchange rate volatility are positively skewed, with positive Kurtosis. Whereas, labor force participation
and external debt are negatively skewed with positive Kurtosis. The value of skewness and Kurtosis show that all the variables
are statistically insignificant which reveals that the variables are normally distributed. The estimated values of the Jarque-
Bera show that all the variables have zero mean and finite covariance, which also approves that all the variables are normally
distributed.

Table 1: Descriptive Statistic

ECOG LF STAB PC ED EX
Mean 5.507461 16.56205 0.077824 28.33563 22.76133 0.030586
Median 5.208280 16.77936 0.012917 25.82872 23.20312 0.021427
Maximum 28.69627 20.01858 1.414214 69.52741 27.05127 0.127179
Minimum -2.977406 12.21221 0.008284 14.12063 12.67579 0.005596
Std. Dev. 2.934321 2.232202 0.219540 11.33237 2.467608 0.025428
Skewness 2.392676 -0.541964 4.112966 1.389926 -1.266495 1.750875
Kurtosis 20.02930 2.667035 19.80013 4.835882 5.632470 5573144
Jarque-Bera 3128.966 12.85765 3499.103 110.9804 133.4593 188.8333
Sum 1321.791 3974.891 18.67776 6800.551 5462.720 7.340609
Sum Sq. Dev. 2057.847 1190.871 11.51927 30692.98 1455.293 0.154530

Observations 240 240 240 240 240 240

The estimated results of the correlation have been given in table 2. The results of the correlation matrix explain that most of
the explanatory have a significant correlation with each other. But this mutual correlation is not so high which creates the
issue of multicollinearity among the selected explanatory variables. Thus, there is no issue of multicollinearity among the
selected explanatory variables of the model.

For checking the unit root issue in the selected panel series Levin, Lin & Chu t*, ADF - Fisher Chi-square, Im, Pesaran and
Shin W-stat, and PP Fisher Chi-square unit root tests have been applied. Table 3 presents the unit root test outcomes. The
results of Levin, Lin & Chu t*, Im, Pesaran and Shin W-stat, ADF - Fisher Chi-square and PP Fisher Chi-square unit root
tests indicate that the level of economic growth, volatility in the exchange rate, and external debt are stationary 1(0). The
calculated outcomes of Levin, Lin & Chu t*, Im, Pesaran and Shin W-stat, ADF - Fisher Chi-square and PP Fisher Chi-square
unit root tests reveal that labor force participation, final stability, and physical capital are not stationary 1(0). The estimated
results reveal that all the variables of the model are stationary 1(1). This indicates that all the selected variables of the model
have a mixed order of integration, this is the most appropriate condition for applying the panel ARDL co-integration approach.
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Table 2: Correlation Matrix

Variables ECOG LF STAB PC ED EX
ECOG 1.000000
LF -0.17555*** 1.000000
STAB 0.101555 0.433083*** 1.000000
PC 0.301579***  -0.51892***  0.134633** 1.000000
ED -0.190640**  0.862260***  0.438384***  -0.32978*** 1.000000
EX 0.195302*** -0.108898* -0.152605**  -0.156312**  -0.42829*** 1.000000

Note: The asterisks *** ** and * denote the significant at 1%, 5% and 10% levels, respectively

Table 3: Panel Unit Root Test

LLC IPSW ADF-FC PP-FC
Variable 1(0) (1) 1(0) I(1) 1(0) I(1) 1(0) I(1)
ECOG  -3513%%*  _1137%%* .6253*x* .1§32%%* 60.7057*** 17508%** 122.085%** 150,049***
LF -0.88793  -4.702%** 107228  -5.462*** 650096  56.7247***  22.5309%*  106.035%**
STAB 572183  -3.678%** 544601  -6.247*** 3400972  67.1323***  3.36351  114.704%**
PC 20173 -3509%%* 153112  -7.005%** 107175  72.3942*** 122085  153.663%**

ED -2.943***  -5513***  -0.53180  -5.796***  23.7866** 57.5868*** 33.8126*** 65.8216***
EX -12.10***  -6.759***  -0.656***  -6.247***  102.151*** 66.0436*** 198.712*** 76.4369***

Note: The asterisks ***, ** and * denote the significance at 1%, 5%, and 10% levels, respectively. Levin, Lin & Chu t* (LLC), Im, Pesaran and Shin W-
stat (IPSW), ADF - Fisher Chi-square (ADF-FC), PP - Fisher Chi-square (PP-FC) _

The estimated long-run results have been given in table 4. The coefficient of labor force participation shows that labor force
participation has a positive and significant impact on economic growth over the selected period. A 1 percent increase in labor
force participation brings (3.871499) percent increase in economic growth for selected countries. Following the traditional
Solow (1957) model, labor force participation is the main determinant of economic growth, the higher the number of working
people, the higher will be overall economic growth of the economy. Lucas (1988), Romer (1986), Fischer 1992; Knight et al.,
(1993), Easterly and Levine (1997), Chen and Feng (2000), Radelet et al., (2001), Freire-Seren (2002), Bayraktar (2006),
Anyanwu (2014) and Gomwz-Puig and Sosvilla-Rivero (2018) mention that human capital has a positive and significant role
in deciding economic growth. There are some studies (Hamilton and Monteagudo, 1998; Benos and Zotou, 2014) that
highlight labor force participation has a negative and significant impact on economic growth. South Asia is the most populous
part of the world, but the still-rising labor force has a positive influence on economic growth.

The estimated results show that financial stability has a positive and significant impact on the economic growth of selected
countries. The results reveal that a 1 percent increase in financial stability brings (3.082092) percent increase in economic
growth. Previous literature (Kindleberger, 2013; Minskey, 1991; Manu et al., 2011) considers financial stability an important
indicator of economic growth. Our estimated results are consistent with Goldsmith (1959), King and Levine (1993), Levine
and Zervos (1998), Beck et al., (2000), and Beck and Levine (2004), when they claim that financial stability is positively
contributing to the economic growth of the country. Rioja and Valev (2004) mention that financial stability hurts economic
growth in the case of some African countries. Our results also explain the positive link between economic growth and financial
stability.

The estimated results show that the availability of physical capital has a positive and significant impact on economic growth.
The value of the coefficient reveals that a 1 percent increase in physical capital brings (0.076122) percent increase in the
economic growth of selected South Asian countries. Our estimated results are consistent with the findings of Bleaney et al.,
(2001), Freire-Seren (2002), Anaman (2004), Acikgoz and Mert (2010), Bayraktar (2006), Asheghian (2009) and Checherita-
Westphal and Rother (2012). Empirical studies (Barro, 2001; Barro & Sala-i-Martin, 2004; Eaton & Kortum, 2001; Keller,
2006; Kumar, 2013; Kim & Lau, 1994, Lau & Park, 2003) also highlight that it is the availability of physical capital which
decides the level of economic growth convergence among the nations. Thus, it is approved that the availability of physical
capital is positively and significantly impacting the economic growth of the selected South Asian countries.

The estimated results explain that external debt has a negative but insignificant impact on economic growth in the case of
selected Asian countries. Chenery and MacEwan (1966) and Presbitero (2012) point out that due to the number of internal
and external instabilities, external debt is playing an insignificant role in deciding the economic growth of developing
countries. Our findings are consistent with the findings of Hussin et al., (2012), Chikuba (2003), Calderon and Fuentes (2013),
and Babu et al., (2015). Our outcomes show that external debt is not playing a significant role in deciding the economic
growth among South Asian countries.

The estimated results reveal that exchange rate volatility has a positive and significant impact on economic growth. The results
show that a 1 percent increase in exchange rate volatility brings (3.68971) percent increase in the economic growth of selected
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Asian countries. The existing literature highlights mixed consensus about the relationship between exchange rate and
economic growth e.g., Samuelson (1964), Balassa (1964), Fischer (1992), Dollar (1992), and Rodrik (2008) find a negative
relationship between exchange rate and economic growth. Whereas, Sala-i-Martin et al., (2004) and Ciccone and Jarocinski
(2010) find a positive relationship between exchange rate and economic growth in the case of developing countries. Our
results are consistent with these findings. Our results approve that exchange rate volatility is positively and significantly
impacting the economic growth of the selected South Asian countries.

After analyzing the long-run estimates, now with the help of the panel error correction model, we can examine the short-run
relationship among the variables of the model. The results reveal that labor force participation, financial stability, external
debt, and exchange rate volatility have an insignificant impact on economic growth during the short run. These findings are
opposite to the long-run outcomes. Physical capital has a positive and significant impact on economic growth in the short and
these findings are consistent with the long-run findings. The short-run show that a 1 percent increase in physical capital, brings
(0.341115) percent short-run rise in the economic growth of the selected Asian countries. This reveals that during the short
run South Asian countries perform efficiently in the presence of sufficient physical capital. The value of ECT is theoretically
correct i.e., negative and significant. This shows that short deviations in the level of growth of South Asian countries need
around one year and one month to converge in the long run. This also reveals that 95 percent short-run deviations in economic
growth are corrected very next year in the case of South Asian countries.

Table 4: ARDL Outcomes
Dependent variable: ECOG ARDL (1,1,1,1,1,1)
Time Period 1980-2020

Explanatory Long-Run Coefficients Short-Run Coefficients
Variables Coefficient Std. Error t-Statistic Prob.*
LF 3.871499*** 1.412241 9.089692 15.31954
STAB 3.082092* 1.717855 -739.7399 740.4056
PC 0.076122** 0.033341 0.341115%** 0.123275
ED -0.495138 0.485700 -1.177127 1.391810
EX 3.68971*** 1.14044 251.1506 151.8908
ECT - - -0.931639*** 0.084305

Note: The asterisks ***, **, and * denote the significance at 1%, 5%, and 10% levels, respectively.

4. CONCLUSIONS

Based on empirical results and discussions, we have concluded this study with some policy implications. The results show
that labor force participation, financial stability, availability of physical capital, and exchange rate volatility have a positive
and significant impact on the economic growth of South Asian countries. Whereas, external debt has a negative but
insignificant impact on economic growth. Being the main indicator of economic growth labor force participation can help to
attain the desired level of economic growth. The results find that with rising financial stability, a country can provide a
sufficient amount of financial support to the industry to increase exports and overall economic growth. The availability of
physical capital enables the country to manage the required needs for economic growth. The exchange rate volatility has a
positive and significant relationship with economic growth. This means that the stability in the exchange rate increases
economic growth.

Based on empirical results and conclusions, there are some policy suggestions. As results find the positive and significant
effect of labor force participation on economic growth, this indicates that with the help of labor force participation a threshold
level of economic growth can be achieved. But for a higher level of economic growth, labor should be equipped with technical
education and advanced methods of production. So, South Asian countries should adopt such a policy that enhances the
efficiency of labor rather than only relying on labor force participation. Financial stability has a positive and significant impact
on economic growth. This suggests that South Asian countries must stable their financial conditions for higher economic
growth. For this, South Asian countries should adopt such a policy that raises the stability of net foreign assets and total
reserves. Physical capital has a positive and significant influence on the level of growth. For increasing the availability of
physical capital, South Asian countries should make investment more productive, as it is very necessary for a higher level of
economic growth. External debt has a negative and insignificant impact on economic growth. This suggests that foreign debts
are not properly utilized for assigned purposes. Thus, foreign debt has an insignificant impact on the economic growth of the
selected countries. The exchange rate volatility has a positive and significant effect on the level of economic growth. So,
stable exchange rate volatility raises the level of economic growth and a more volatile exchange rate creates business
uncertainty, deteriorates competitiveness, lower productivity and profits as well as increases domestic prices. Our findings
have welfare implications and should be the prime policy concern.
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