ISSN 2278-5612

Impact Of Foreign Direct Investment On India’s Exports

Dr. SumanMakkar,
Associate Professor in Economics, Panjab University, Chandigarh 160014

Abstract-

Globalization had major impact on overall trade of the Indian economy. The easy going and conservative attitude of
the policy makers in India were shaken by the 1990-91 crisis. The New Economic Policy of the nineties aimed at
opening up the economy, to encourage free trade and competition and reduce the role of government in foreign trade
matters. Restrictions on international trade were removed, foreign investments were allowed and a new Liberalized
Exchange Rate Management System (LERMS) was introduced to reap the benefits of competition and counter the
disadvantages of an inward looking trade policy.

Enabled by increasingly liberal policy frameworks, made possible by technological advances, globalization more and
more shapes today’s world economy. Global trade and foreign direct investment, the two main drivers of this process
have undergone a tremendous change during the last two and a half decades. There have been marked shifts in their
flows, destinations, determinants and policies. In this process, developing countries have found their economic
activities being increasingly internationalized. FDI by TNCs (Transnational Corporations) now plays a major role in
linking may national economies, building an integrated international production system — the productive core of the
globalized world.
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INTRODUCTION

Enabled by increasingly liberal policy frameworks, made possible by technological advances, globalization more and
more shapes today’s world economy. Global trade and foreign direct investment, the two main drivers of this process
have undergone a tremendous change during the last two and a half decades. There have been marked shifts in their
flows, destinations, determinants and policies. In this process, developing countries have found their economic
activities being increasingly internationalized. FDI by TNCs (Transnational Corporations) now plays a major role in
linking may national economies, building an integrated international production system — the productive core of the
globalized world.

Foreign Direct Investment (FDI) plays a pivotal role in the process of economic development particularly in a capital
scarce country, where the domestic base of assets like technology, skills and entrepreneurship are quite limited. FDI
is treated as one of the main accelerates of economic growth and technological development which provides ample
opportunities in accelerating economic development. It provides financial resources for investment in the host country
and thereby augments domestic saving efforts. FDI provides the much needed foreign exchange to help in bridging
the balance of payment or trade deficit. FDI brings complementary assets such as technology, management and
organizational competencies and there are spillover effects of these assets on the rest of the economy. FDI
contributes to exports indirectly and an enhanced export possibility contributes to the growth of the host economies by
relaxing demand side constraints on economic growth.

OBJECTIVE & METHODOLOGY

The present study aims to examine statistically the impact of FDI on Export Promotion in India using Multiple
Regression Model and step wise regression analysis for the period 1981-2012.

FOREIGN DIRECT INVESTMENT AND EXPORTS:

Foreign Direct Investment in export promotion depends upon the motive of investment. If the motive is to capture
domestic market because of high trade costs or tariffs, Foreign Direct Investment may not improve the export growth.
On the other hand, if the motive of Foreign Direct Investment is to make use of cheap inputs or the countries
‘comparative advantage to tap the export market, it may contribute to export growth. Inward Foreign Direct Investment
contributes to productivity growth which in turn helps increase trade. Recent studies have tried to categories the
impact of Foreign Direct Investment, on exports in terms of the following investment motives of the Foreign Direct
Investment:-

e Resource — seeking Foreign Direct Investment

e Efficiency — seeking Foreign Direct Investment

e Export — oriented seeking Foreign Direct Investment]
e Market seeking Foreign Direct Investment

e Technology — seeking Foreign Direct Investment

In the case of export-oriented investment, and as trade and investment barriers fall, such investments become
increasingly important compared to those that are made first to service the domestic market of the host countries,
increasing the likelihood of positive effects of Foreign Direct Investment on trade.

REVIEW OF LITERATURE

The literature on Foreign Direct Investment and exports reveal a positive relationship (Blomstorm, Kokko and Zejan
(1994)43. De Mello (1999)44, UNCTAD (1999)45, Majumdar and Chibbor (1998)46 and Lipsey (1999)47. It has also
been debated in literature that export — oriented industries help domestic industries and therefore, crowd — in domestic
investment Actken and Harrison (1999)48 opined that MNCs, which bring Foreign Direct Investment into the host
country, are larger than domestic firms, pay higher wages, have higher productivity care highly capital intensive and
are more likely to contribute to exports due to their international exposure and competitiveness.

However, the study by Sharma (2000)49 finds no effect of Foreign Direct Investment on the exports in the Indian
case. Aggarwal (2001)50 finds weak effects support for the hypothesis that foreign firms perform better in exports
than local firms. Actken et al (1997) show the positing impact on exports of Foreign Direct Investment using the
example of Bangladesh where entry if a single Korean MNC in the garment industry led to the establishment of a
number of domestic firms exporting garments creating a large export industry. Sharma (2000) empirically establishes
that Foreign Direct Investment does not affect export in the Indian context.

Overall, there is no unamity among the economists regarding the impact of Foreign Direct Investment on exports.

STATISTICAL ESTIMATION OF THE REGRESSION MODEL

An attempt has been made in the present study to examine the role of Foreign Direct Investment in export promotion
in India using Multiple regression Model and step-wise regression analysis for the period 1981-2012. The following
regression equation has been estimated:-
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Model:-
XY = ap+a; FDI/Y + a; GDCF/Y+as INF + a4 G1 + as ED/X +
Where
X/Y = Exports as a percentage of GDP.
FDI/Y = Foreign direct investment as a %age of GDP
GDCF/Y = Gross domestic capital formation as a percentage of GDP.
INF - Annual %age change in Implicit GDP deflator
G1-Per capita Income
ED/X-External Debt as a ratio to exports
p-disturbance term (stochastic error term)
Following economic theory, we test the following hypotheses:
e Anincrease in Foreign Direct Investment promotes export as well.

e A high rate of gross domestic capital formation is an indicator of good developmental potential in future.
This suggests a positive influence on export promotion.

e A high rate of inflation is a sign of internal economic tension and the Central Bank to balance the budget
and to restrict money supply. As a rule, the higher the rate of inflation, lower the exports. A negative
relationship is hypothesized.

e Per capita GDP shows the level of economic development but as well the purchasing power of the
people. A higher purchasing power of the people proxied for domestic demand will leave the less
resources for exports.

o External debt as a ratio to exports is the ratio of the amount of outstanding external debt of a country at
the end of a particular year and the exports of that year. It is a variable that represents the debt burden
of the country and hence revealing pressure on foreign exchange reserves.

Besides above there are other variables which are important determinants of export promotion, such as market size,
infrastructure tariff level, literacy rate, political risks and legal issues etc.

But out prime focus is to examine the impact of Foreign Direct Investment on exports.

The estimated regression coefficients for the Indian economy for the period 1981-2012 have been presented in Table
1. Table 2 presents correlation matrix for the variables undertaken in the study.

Table 1: Estimated regression coefficients of the regression model on the impact of Foreign Direct
Investment and other determinants on exports

XIY = 4.749 + 0.825FDI)Y + 0.397 GDCF/Y- 0.339INF - 0.407 ED/X - 0.001 G
(11.848)**  (6.851)** (4.041) (2.020) (2.372) (0.008)
R%=0.68

R? = 0.66

DW =1.19

** significant at 99 percent level
Figures in parenthesis denotes t-values

Table2: Correlation Matrix

Exports Implicit FDI % | Total debt | Gross Per
% of | GDP of outstanding and | domestic capita
GDP deflator GDP disbursed as | capital GDP
ratio of exports formation % | GR
of GDP
Pearson Export % GDP 1.000 -.764 .825 -.801 .631 .198
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lati —
corretation | mplicit ~ GDP | -.764 1.000 -740 | 866 - 455 -.416

deflator

FDI % of GDP .825 -.740 1.000 | -.769 .338 241

Total debt | -.801 .866 -.769 1.000 -476 -.383
outstanding and
disbursed as
ratio of exports

Gross domestic | .631 -.455 .338 -.476 1.000 406
capital formation
% of GDP

Per capita GDP | .198 -.416 241 -.383 406 1.000
GR

RESULTS

Our results show that the model explains 66 percent of the variance. All the coefficients have theoretically expected
sign. The latter results supports the conclusion of Lall and Mohammad (1985)°" and Majumdar and Chhibar (1998)>
and might suggest that there is positive and significant association between export and foreign owned firms. Another
significant variable is GDCF which increases exports.

It may be concluded that inflows of Foreign Direct Investment in developing countries like India have positive impact
on the export growth of a country. Inward Foreign Direct Investment contributes to productivity growth which in turn
helps to increase trade.
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