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ABSTRACT

This study examines the various socio-economic determinants of foreign direct investment
(FDI) inflows in India during the study period ranging from 1991-92 to 2011-12. Log
linear regression model has been used for drawing results. The study results revealed
that coefficients of labour quality, political stability and foreign exchange reserves are
negative, while the coefficients of log of labour quantity, natural resources, log of research
and development, money growth are positive. All the regression coefficients are statistically
significant except the variable of labour quality. To sum up, the results show that all the
variables except labour quality are found important variables in attracting the FDI inflows
in India in the post-reform period. Labour quantity, natural resources, political stability,
research & development, money growth and foreign exchange reserve has significantly
contributed in explaining the inflow of FDI. While labour quantity, natural resources,
research and development and money growth positively influenced the FDI, whereas
Joreign exchange reserves affect the FDI inflows negatively. However, labour quality is
not important variable in explaining FDI inflows in India.

Keywords: TNCs, FDI, SAARC, Variance Inflation Factor

INTRODUCTION

Over the past half a century, perceptions of investors about Foreign Direct Investment (FDI)
has undergone several changes. In the 1960s, FDI was seen in most of the nations as a best
partner of development endeavours. However, the scenario has changed from the close of the
decade when Transnational Corporations (TNCs), the main vehicles for FDI, were viewed as
agents that undermined the sovereignty of different provinces. :

A Study of Foreign Direct Investment in India 357

It is generally acknowledged that FDI produces economic benefits to the recipient countries
in terms of capital, foreign exchange, technology, competition and by enhancing access to
foreign markets (Crespo and Fontura, 2007). FDI also plays significant role in achieving rapid
economic growth in the developing countries by bridging the gap between domestic savings
and investment and to import the latest technology and management know-how from developed
countries (Khondoker and Mottaleb, 2007).

Most researches on country-specific (host country) determinant factors of FDI addresses
natural resource availability, political stability, infrastructure development, labour market
condition, market accession, Intellectual Property Right (IPR) protection, corruption, exchange
rate and volatility of exchange rate, interest rate, regulatory framework of the country on
repatriation of capital and remittance of profit as main factors affecting FDI inflow.

To sum up, policy variables such as corporate tax rates, tax concessions, tariffs and other
fiscal and financial investment incentives had a significant effect on FDI in a number of studies
and should thus be considered as potentially key determinants of FDI. This study is an attempt
to address the gap in literature by providing empirical support through exploration.

REVIEW OF LITERATURE

To accomplish the research activity in a scientific way, systematic review of literature is
highly significant and essential because it furnishes relatively inclusive information relating
to the research problem and provides clear understanding to define objectives of the research
study in a good manner. A substantial amount of empirical studies have been conducted on
the factors determining FDI. This section focuses on the macro-economic variables that affect
FDI inflows into India and the past studies provide an explorative view of these variables.

In early empirical studies analyzed the FDI were, Basi (1966), Kolde (1968) and Wilkins
(1970), whereas FDI in Australia was examined by Brash (1966), FDI in New Zealand by
Deane (1970), FDI in Scotland by Forsyth (1972). These studies focused on variety of factors
including marketing factors, trade barriers, costs factors and investment climate. The consensus
is that marketing factors, in particular, market size, market growth and maintaining market
share but also dissatisfaction with existing market arcrangements were the main determinants of
FDI. Caves (1971) examined the relative production costs, technology, trade and barriers are
the determinants of FDI. Recently, researches of international foreign investment, e.g. Jeon
and Rhee (2008), Maniam (2007), Skabic and Orlic (2007) and Rodriguez and Pallas (2008)
explained that the determinants of FDI like market size, labour costs, labour skills, openness
risk, macroeconomic and political stability.

Lucas (1993) examined the determinants of FDI flows in seven East and Southeast Asian
economies and FDI inflows were found less elastic with respect to the costs of capital than
to wages and more elastic with respect to aggregate demand in export markets than domestic
demand. Chen, Chang and Zhang (1995) study found a positive relationship between FDI
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Where,
FDI = Foreign Direct Investment (unit $ million)
LL_QUAN = Log of Labour Quantity (Population growth used as proxy) (unit annual
percent change)
Labour Quality (Industrial Value added percentage of GDP used as
proxy) (unit per cent)
NAR = Natural Resources (Production of crude oil and Petroleum products used
as proxy) (unit million tonnes) ’
PS = Political Stability (military expenditure as percentage of GDP used as
proxy (per cent)
LR D = Log of Research and Development (Patents application filed used as
proxy) (unit in number) )
M_G = Money Growth (the quasi money growth taken as proxy) (unit is annual
percent change)

L_QUAL

LFEXR = Log of Foreign Exchange Reserves (foreign exchange reserves as
percentage of GDP used) (unit per cent)

e = error term over the time t
a = Intercept term
B, = Vector of coefficients

Labour Quantity and Labour Quality

From the potential investors’ perspective, lower cost of labour is a critical consideration for
making investment in host country. Lower cost of labour enhances FDI inflows. The studies
of Zhao and Zhu (2000) and Skablic and Orlic (2007) found a negative correlation between
labour cost and FDI inflows. The labour quantity, proxied by population growth rate is found
to have positive but statistically insignificant effect on FDI inflow in host countries (Hailu,
2010). The present study used population growth (unit as annual percent change) and Industrial
value added (unit as percentage of GDP) as proxy variables to measure the labour quantity
and labour quality. Thus, both labour quantity and labour quality are positively correlated
with FDI inflows.

Natural Resources

Natural resources are main considerations in FDI decisions. The studies conducted by (Asiedu,
2002; Hailu, 2010) found positive and significant influence of abundance of natural resources in
host countries on FDI inflows. The study employed the production of crude oil and petroleutn
products (unit as million tonnes) as a proxy variable for natural resources. The study considers
a positive influence of abundance of natural resources in host country on FDI inflows.

Table 1: Variables, Definitions and Data Sources

Sr. Variables | Abbreviation Definition Unit Expected Sources
No. Sign
1 | FDI Inflows Foreign Direct US$ Secretariat
Investment million for Industrial
t
(Dependent) Inflows Assistance,
various FDI
Fact Sheets
2 Labour LL_QUAN | Population growth | Percentage + Handbook
Quantity of Statistics
on Indian
economy, 2011
3 Labour L QUAL Industrial value | Percentage + World
Quality added Development
Indicators,
2011
4 Natural NR Production Million + mma@omw
Resources of crude oil Tonnes of msﬂ_m.:nm
and Petroleum on Indian
products economy, 2011
S Political PS Military Percentage + World
Stability Expenditure _uo<o._ovao=n
(percentage of Indicators,
GDP) 2011
6 | Research & LRD The Patent Number + World
Development application Development
number Indicators,
2011
7 Money MG The Quasi money | Percentage + World
Growth growth Development
Indicators,
2011
8 Foreign LFEXR Foreign exchange | Percentage + mmsaﬁoww
Exchange reserve as a of msn_mcom
Reserve percentage of on Indian
GDP Economy, 2011

Source: Survey
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quantity and political stability is -0.088, between labour quantity and research & development
is ~0.496, between labour quantity and money growth is -0.183 and between labour quantity
and foreign exchange reserves is 0.356. All the independent variables are negative except
foreign exchange reserve. The cocfficiont of labour quantity and labour quality is statistically
significant at 5 per cent level. The coefficient of labour quantity and research & development
is statistically significant at 1 per cent level and the coefficient of labour quantity and foreign
exchange reserve is statistically significant at 10 per cent level. The coefficient of labour quantity
and natural resources, coefficient of labour quantity and political stability and the coefficient
of labour quantity and money growth is found statistically insignificant.

The fourth column of table reveals the correlation coefficient between labour quality and
natural resources is 0.326 and between labour quality and political stability is -0.636, between
labour quality and research & development is 0.312, between labour quality and money growth
is 0.382 and between labour quality and foreign exchange reserve is 0.191. All the independent
variables are positive except political stability which is negative. Both the coefficient of labour
quality and natural resources and the coefficient of labour quality and research & development
are statistically significant at 10 per cent level. The coefficient of labour quality and political
stability is statistically significant at 1 per cent level, whereas the coefficient of labour quality
and money growth is statistically significant at 5 per cent level. However, the coefficient of
labour quality and foreign exchange reserve is found insignificant.

The fifth column of table shows the correlation coefficient between natural resources
and political stability is -0.594, between natural resources and research & development is
-0.412, which are negative but statistically significant at 1 per cent level and 5 per cent level
respectively. The coefficient of correlation between natural resources and money growth is
0.233, which is positive and found statistically insignificant. The coefficient of correlation
between natural resources and foreign exchange reserve is 0.782, which is found positive and
statistically significant at 1 per cent level.

The sixth column of table reveals the correlation coefficient between political stability
and research & development is 0.375, which is positive and found statistically significant at 5
per cent level. The coefficient of correlation between political stability and money growth is
-0.462 which is negative and found statistically significant at 5 per cent level. The coefficient
of correlation between political stability and foreign exchange reserve is -0.549 which is also
negative and found statistically significant at 1 per cent level.

The seventh column shows the correlation coefficient between research & development
and money growth is -0.027 and between research & development and foreign exchange
reserve is -0.564. Both the variables are negative and money growth is insignificant, whereas
foreign exchange reserve is significant at 1 per cent level. The eighth column represents the
correlation coefficient between money growth and foreign exchange reserve is 0.161, which
is positive and found statistically insignificant.
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Therefore, it is concluded that the table simply presents the one-to-one relationship between
FDI inflows and one variable at a time without considering the effects of other variables at the
same time; it is very difficult to explain the influence of independent variables on dependent
variable with the help correlation among variables. To overcome this limitation, the present
study has employed the statistical technique of simple multiple regression analysis to capture
the impact of independent variables on the dependent variable.

Before applying the statistical technique of multiple regression; there are some assumptions
that should be satisfied by our dependent and independent variables:

« Normality and Stationarity: The present study has taken log of the time series data
in order to make the data normal and to check the stationarity of the time series data during
the period under study. .

« Multicollinearity: The independent variables should not have high correlation among
them and should be unique to the extent that each one can be counted as separate and therefore,
the present study has checked the correlation among the independent variables. The empirical
results obtained are acceptable and significant on the basis of R-squared (R?) and Adjusted (R?)
values, Durbin-Watson statistics and VIF statistics. The model can be checked and evaluated
by using F-statistics. The F-statistics should be significant enough to reject the null hypothesis.

The problem of multicollinearity is checked by taking Variance Inflation Factor (VIF) below
10. There was no problem of multicollinearity as the VIF of all the independent variables are
found below 10. The models can be checked and evaluated by using F-statistics. The F-statistics
should be significant enough to reject the null hypothesis.

Description of Regression Results

It is stated that to remove the multicollinearity problem, the present study has taken logarithm
of labour quantity, research and development and foreign exchange reserve variables (e.g. time
series labour quantity is now Log labour quantity (LL_QUAN), research and development
is (LRD) and foreign exchange reserve is (LFEXR) in the model) of multiple regression for
correct and consistent results of the regression modeling. The last column of Table 3 shows
the collinearity statistics. One of the ways to check for multicollinearity is VIF (Variance
Inflating Factor). It can be seen from the table 3 that there is not an issue of multicollinearity
in independent variables as VIF is less than 10. The fact is that the VIF will be 1, if there is
no collinearity among variables.

Table 3 presents the regression results of determinants (dependent as well as independent)
of FDI in India and also the coefficients of each variable with significance level, t-statistics and
VIF statistics during the period under study. The table also reveals the R-square (R?), Adjusted
(R2), the F-statistics and Durbin-Watson statistics. The R-square (R?) and Adjusted (R?) values
for the model, as a whole, are 0.955 and 0.930 respectively. The F-statistics value is 0.000,
which is statistically significant at 1 per cent level revealing the significance of the fitness
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India in the post-reform period. Labour quantity, natural resources, political stability, research
& development, money growth and foreign exchange reserve has significantly contributed
in explaining the inflow of FDI. While labour quantity, natural resources, research and
development and money growth positively influenced the FDI, whereas foreign exchange
reserves affect the FDI inflows negatively. However, labour quality is not important variable
in explaining FDI inflows in India.

The present study recommends the following practicable suggestions to boost up FDI in

India:

o There is an urgent need to adopt innovative policies and good corporate governance
practices at par with international standards by the Government of India to attract more
and more foreign capital in various sectors of the economy.

e Along with an open-minded policy towards FDI there should be an adequate policy
on the technology front to encourage domestic firms to invest for upgrading their
technological capability not only to face foreign competition but also to absorb the
possible positive spillover advantages from foreign firms. Towards this end, the FDI
policy needs to be constantly reviewed and necessary steps have to be taken to make
India one of the most favorable destinations for FDI.

e There is dire need of well-established infrastructure, flexible labour laws and favorable
regulatory and tax treatment of foreign firms.
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