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ABSTRACT 

Developing Asia has received record highest level of inward FDI inflows in 2015. 

FDI may influence the country‟s Current Account Balance (CAB) position, by 

affecting the trade account of a country. On the other hand, developing nations often 

experience similar levels of corruption. At one side developing economies are facing 

the issue of corruption; on the other hand, they are a potential recipient of FDI. So the 

present study is intended to explore the impact of corruption level in host economy on 

inward FDI; then the impact of FDI inflows on the current account balance of the 

country and the impact on components of trade balance (exports/imports).  Data from 

2000 to 2017 is used for the panel of 31 developing Asian economies. System GMM 

(Generalized Method of Moment) technique is applied for empirical investigation 

since the problem of endogeneity and heteroscedasticity is found in the models.  

Results reveal that corruption has a positive and statistically significant impact on 

inward FDI; corruption also has a positive impact on FDI inflows to GDP ratio. 

Furthermore results assert that inward FDI has a positive and statistically significant 

impact on the current account balance of the host country. Results of the impact of 

FDI inflows on exports and imports demonstrate that FDI increases the exports and 

imports of the host economy. Disaggregated analyses are also performed for the 

different regions of developing Asia by dividing developing Asia into four categories: 

East Asia, South-East Asia, South Asia and West Asia. However, the results of 

different regions have some similarities and some differences with the results of the 

complete panel of developing Asia. Within developing Asia, countries have different 

social, economic and cultural characteristics that can be the reason for different results 

of different regions. In view of the findings of the present research, it can be 
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concluded that corruption is not deterrence for inward FDI; rather it can contribute to 

improve the CAB of the host economy. Based on the results of the present research it 

is suggested that developing economies should adopt more economic openness; as it 

can improve their current account balance position by attracting more inward FDI and 

by increasing the volume of net exports.  

Key Words: Corruption, FDI, Current Account Balance, Exports, Imports, 

Developing Asia. 

JEL Code: D73, F21, F32, P33, N25, 
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CHAPTER 01 

INTRODUCTION 

1.1: Background  

Foreign direct investment (FDI) has been emerged as potential source of capital 

inflows during last two decades. Initially countries were relying on a foreign loans 

and portfolio investment as a source of capital inflows but due to debt crises in the 

1980s gradually they shift to a more stable form of capital inflows that is FDI.  

Developing countries often face saving investment gap along with other 

macroeconomic challenges and they are in consistent need of capital inflows. 

Therefore most of the developing economies reformed their policies from inward 

looking approach to more liberalized and competitive approach. They have started to 

rely on FDI as external source of finance to bridge the gap of savings and investment 

(Agiomirgianakis, Asteriou, & Papathoma, 2003). FDI is the form of international 

investment, taking place with the intention of having direct ownership in the 

enterprise (Balance of Payment Manual [BPM] 05, p. 112). 

It is believed that FDI is a significant determinant in achieving socio-economic 

objectives of a country including growth target, employment generation and poverty 

reduction. It is considered as “manna from heaven” for the capital poor host country 

(Mencinger, 2008). FDI can have spill over affects in form of building infrastructure, 

employment generation, enhancing productive capabilities, improving managerial 

skills, increasing the skills of local labor, facilitating the exports market and helping 

to integrate the domestic economy with the world economy (Meyer, 2003). Moreover, 

FDI can support to bridge the three gaps. First, the saving-investment gap in 

developing country by providing capital, second, it can overcome the foreign 

exchange gap by providing direct foreign reserves and exports earnings. Third, FDI 
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can also reduce the tax revenue gap by increasing tax revenues as a result of increased 

economic activity (Quazi, Vemuri & Soliman, 2014).  A sizeable percentage of FDI 

took place through Multinational Corporations (MNCs). MNC‟s choose location for 

FDI based on the economic fundamentals of host economy which are size of the local 

market, macroeconomic stability, availability of cheap skilled unemployed labor and 

physical infrastructure (Dunning, 1993; Globerman & Shapiro, 1999). 

1.2 Current Data Trends of FDI Inflows 

Current data on FDI shows that FDI flows to developed nations and transitional 

economies begin to decline. While FDI flows to developing nations is increasing and 

stood historically high in 2014. World FDI inflows were $ 1.23 trillion in 2014. 

Developing nations demonstrated their lead to receive FDI inflows by receiving 55% 

($ 681 billion) of the total inflows in 2014.  

Figure 1.1: FDI Inflows by Region (2012-2015 billion of US $)

 

Data Source: UNCTAD database 
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Inflows to the developing world are solely developing Asia's story. Figure 1.1 shows 

developing Asia received largest volume of FDI inflows during 2012 to 2015 relative 

to other regions.  In developing Asia China has become largest recipient of FDI of the 

world. Furthermore five out of the top ten host economies for FDI are the developing 

Asian economies. Developing Asia has a relatively stable and growing trend in FDI 

inflows. It experienced a decrease in inflows only in 2016. The main reason for this 

decrease was a return to the prior highest level of investment in Hong Kong in 2015.   

Figure 1.2 shows that inflows to developing Asia remained stable from 2012 to 2017 

and developing Asia has the most significant share of FDI inflows to the developing 

world (World Investment Report, 2015). 

Figure 1.2 Trends of World FDI Inflows (billion US $) 

 

Data Source: UNCTAD database 

Table 1.1 shows the percentage share of developing Asia in total world FDI inflows. 

Data shows developing world received more than 40% of the world's FDI inflows in 

each year but developing Asia received 55% of the global FDI inflows in 2014. 
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Further, the share of developing Asia in FDI flows to the developing world is largest 

which is above than 60%. Data shows that developing Asia is the largest recipient of 

FDI inflows. 

Table 1.1 Percentage Share of Developing Asia in Global FDI Inflows 

Years Total FDI Inflows 

(billion US $) 

Share of Developing 

Economies (% of 

global FDI inflows) 

Share of Developing 

Asia (% of FDI inflows 

to developing 

economies) 

 

 

 

developing economies) 

2012 1403 45.54 62.75 

2013 1467 45.73 63.78 

2014 1234 55.18 68.28 

2015 1774 42.39 69.68 

2016 1746 36.99 68.57 

2017 1497 46.09 71.30 

 

Source: World Investment Report (2015 and 2017) by UNCTAD 

Sector wise data on FDI inflows shows that services sector account most significant 

share in FDI stock around the globe. The world's FDI stock to services sector is 

almost 64% of the total FDI stock. The manufacturing sector is the second largest 

sector for FDI which account 27% of the total inward FDI stock. Similar to global 

trend developing Asia also have the largest amount of inward FDI stock in the 

services sector which account 70% of the total inward FDI stock. Manufacturing 

sector received 26% of inward FDI stock in developing Asia.  

Data trends of FDI shows that developing Asia remained the top recipient region of 

FDI up to 2015.  Secondly, inflows to developing Asia remained stable during 2012 to 

2017 relative to other regions, as they experienced decline in inflows. Thirdly, 

services sector remained the major sector for FDI inflows. 

Table 1.2 Sector Wise Distribution of Inward FDI Stock 
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Region  Services 

Sector 

Manufacturing 

Sector 

Primary  Un-

Specified  
World  64% 27% 7% 2% 

Developing Economies 64% 27% 8% 2% 

Developing Asia 70% 26% 2% 1% 

 

Source: World Investment Report 2016 by UNCTAD 

All data trends indicate that developing Asia is the most potential recipient for inward 

FDI, so it is important to explore the effects of FDI on host economy. 

1.3 Corruption and FDI 

In the last decade, corruption has also materialized another determinant of FDI 

inflows. Corruption is an institutional factor that affects FDI as well as economic 

growth in developing countries. Corruption which refers to the misuse of public 

power (office) for own benefit
1
 mainly occurs where the public and the private sectors 

work together. In other words, corruption takes place where public sector officers 

directly deal with the private sector and they have discretion over public resources 

and they are responsible for the provision of public service (Rose-Ackerman, 1997). 

There exists mixed evidence about the impact of corruption on FDI inflows. The 

corruption can be helping hand or deterrence for foreign direct investment (Hines, 

1995; and Wei, 2000). The grabbing hand view of corruption argues that corruption is 

deterrence to FDI (Hines, 1995; Judge, McNatt, & Xu, 2011; Omodero, 2019; Peres, 

Ameer & Xu, 2018, Svensson & Fisman, 2000; Wei 2000). They argued that 

corruption could discourage inward FDI in different ways. First, corruption can 

enlarge the transaction cost by increasing the inefficiencies and distortions (Bardhan, 

                                                 

1
 Defined by transparency international  
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1997); second, corruption can decrease the private marginal product of capital and 

lower the economic growth (Knack & Keefer, 1995; Mauro 1995); third, corruption 

can increase the risk by putting the firm‟s credibility in danger in case of any 

corruption scandal (Zhao, Kim, & Du, 2003); fourth, corruption can have strong 

impact on other significant determinants of FDI like economic growth of a country 

(Mauro, 1995); productivity and quality of infrastructure (Tanzi, & Davoodi, 1998); 

and quality of human capital (Sanjeev, Davoodi, & Tiongson, 2000). Furthermore 

corruption may influence the institutions in the host country that have direct 

interaction with foreign investors (Cuervo-Cazurra, 2008; Holmes, Miller, Hitt, & 

Salmador, 2013). It is argued that countries with good regulatory framework attract 

more FDI inflows while those with poor legal structure cannot safeguard investment 

(Peres et al., 2018) 

On the contrary, it is believed that corruption is an essential evil; a lubricant to speed 

up the complex process. The helping hand view of corruption argues that corruption 

can act as grease money that can benefit the foreign investor in many ways. First, 

corruption allows firms to avoid bureaucratic red-tapism and speed up the decision 

making process; since it can increase efficiency by reducing the distortions caused by 

complex bureaucratic process. (Huntington, 1968; Leff, 1964; Leys, 1965); second it 

allows the business to evade government regulations (Lui, 1985); third, grease overall 

economic system when a weak regulatory framework exists (Bardhan, 1997). 
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1.4 Current Data Trends of Corruption 

Data on corruption perception by transparency international shows that corruption has 

increased in most of the developing Asian economies. 

Figure 1.3: Percentage of People Who Think the Level of Corruption has 

Increased (Results by Country) 

 

 

Data source: Global Corruption Barometer by Transparency International (2017) 

According to transparency international when it is asked from people how they 

thought the level of corruption in their country had changed over time – whether it 

had increased, decreased, or stayed the same. On average 40% people from 

developing Asia thought that corruption has increased. However there is difference of 

perception across different regions of Asia. Figure 1.3 shows country level results 

which indicate in majority of cases corruption has increased according to people‟s 

perception. Data on corruption shows corruption is prevalent in developing Asia. So it 

is significant to check how high prevalence of corruption can affect the inward FDI in 

potential FDI host economies.  
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1.5 FDI and Current Account Balance  

With growing integration in world market the external account has become the 

significant determinant to predict the future path of the economy. As a result of 

globalization, countries have liberalized policies for international trade and capital 

flows. With free capital mobility it has become crucial for countries to introduce such 

policies that can moderate the imbalances in external account balance. External 

account balance is significant for internal macroeconomic stability of an economy 

because imbalance in current account balance can contribute to fiscal imbalance and 

can damage other macroeconomic targets. Increasing capital inflows can appreciate 

domestic currency that can cause reduction in net exports and worsening the current 

account balance position (Abell, 1990; Kim, Kim & Lee, 2006).  

For developing countries, FDI is considered an important component of Balance of 

Payment (BoP) accounts. Literature pointed out that FDI has its strong implications 

on current account balance, as increasing volume of inward FDI is positively 

associated with growing trend of profit outflows. Moreover more inward FDI is 

directly related with the increasing volume of exports and imports (Ali & Shaheen, 

2013; Hossain, 2008; Jaffri, Asghar, Ali, & Asjed, 2012; Seabra & Flach 2005). The 

early literature on CAB discussed the determinants of CAB (Batdelger & Kandil, 

2012; Chinn & Prasad, 2003; Sooreea & Wheeler, 2010) and investigated the twin 

deficit hypothesis (Abell, 1990; Kim & Roubini, 2008). Now the debate has been 

started that FDI is another significant determinant of current account balance along 

with other determinants. 

The impact of inward FDI on CAB and on the exports and imports of the FDI 

recipient country is fiercely debated. The available literature suggested two diverse 

outcomes about the impact of FDI on CAB. It is concluded by existing literature that 
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FDI can improve the CAB position or it can worsen it. Moreover FDI can increase the 

total international trade volume by increasing the exports and imports of the host 

economy. How FDI can affect the exports and imports, it depends upon different 

factors. First, the type of FDI; second, the source of inward FDI; and third, the level 

of development of the host economy. Some studies have found out that FDI can 

complement the international trade by increasing the volume exports and imports 

(Abual Foul & Soliman, 2008; Banga, 2006; Jayakumar, Kannan, & Anbalagan, 

2014; Majeed & Ahmad 2007;  Xiao, 2009; Zhang, 2005). Some other studies gave 

the substitutability view about the impact of FDI inflows on international trade 

(Ahmad, Alam, & Butt, 2003; Yousaf, Hussain, & Ahmad, 2008). The immediate 

impact of inward FDI on host country‟s balance of payment could be positive 

however, the medium term and long term impact depend upon the local conditions of 

the host country and the type and nature of inward FDI. The longer run impact of 

inward FDI can be negative, if the FDI is associated with larger volume of imports 

and in longer run when MNCs start profit repatriation (Hossain, 2008).  

1.6 Significance of the Study  

Data on FDI inflows indicates that developing Asia has become the world‟s largest 

recipient of FDI. On the contrary, generally it is believed that corruption is a severe 

problem of developing and less developed countries. Data on corruption perception 

indicates that 40% people believed that corruption has increased in developing Asia. 

So, it becomes crucial to empirically investigate the role of perceived level of 

corruption on FDI inflows in developing Asian Economies, because so far the 

available literature did not address the issue of impact of corruption on inward FDI in 

developing Asian economies.  
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Existing literature suggested grease the wheel and sand the wheel hypothesis of 

corruption for inward FDI. Now when the developing Asia has become the potential 

destination for inward FDI and they are in constant need of capital inflows, it is very 

important to explore the impact of level of corruption on inward FDI for the region. 

The findings of the present research will be helpful to formulate the policies 

accordingly. If corruption act like grabbing hand then the developing countries should 

focus on anti-corruption laws to make their economy a potential destination for FDI 

but if the results will indicate the helping hand role of corruption than countries 

should devote their resource for other significant determinants of FDI rather to focus 

on anti-corruption policies only. Moreover it is also important to determine that how 

FDI can affect the CAB position of the recipient economy. FDI to developing nations 

can have positive impact on the volume of international trade by enlarging the exports 

of the host economy or by increasing the imports of the host economy. Findings can 

suggest that if inward FDI can increase the net exports of the host economy, then it 

can be beneficial for the current account balance position. However, if findings 

suggest that inward FDI does not increase exports or it can increase imports more than 

exports, then findings can suggest that countries should focus on sector specific FDI. 

It should come in export oriented sectors or/and it should come in sectors producing 

import substitution. The findings of the present research will be helpful to answer all 

these important questions. 
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1.7 Problem Statement/Research Question 

Developing economies has become the potential destination for inward FDI; on the 

contrary corruption is a severe problem in developing economies. Therefore it is 

important to investigate, what is the impact of host country corruption level on inward 

FDI flows? Secondly developing countries received significant amount of inward FDI 

and they are facing persistent CAB deficit, so it is important to explore the bearings of 

inward FDI on CAB position and on trade components of host economy. Given the 

above problem statement, following research questions are formulated for empirical 

investigation.  

1. How corruption can affect inward FDI, either it is deterrence to inward FDI or 

it is a lubricant for FDI inflows for the case of developing Asia?  

2. The second research question will focus on, how FDI inflows contribute to 

CAB position of a host country? Can inward FDI improve the CAB position 

or it can worsen it?  

3. The third research question intends to determine, how inward FDI can 

influence the international trade volume of the host economy? Either FDI 

complement the international trade or it can substitute the international trade? 

1.8 Objectives of the Study  

The main objective of the present research is the empirical investigation of the impact 

of corruption on FDI inflows; influence of inward FDI on CAB position and the 

impact of inward FDI on exports and imports for Developing Asian Economies. The 

specific objectives are to check the followings impacts for the panel of all developing 

Asian economies and across different regions of developing Asia. 

1. To examine the impact of corruption on FDI inflows and FDI inflows to GDP 

ratio for panel countries and across sub regions of the developing Asia.  
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2. To examine the effect of FDI inflows on CAB position of panel countries and 

across sub regions of the developing Asia.   

3. To explore the effect of inward FDI on exports of the panel countries and 

across sub regions of the developing Asia.  

4. To investigate the impact of FDI inflows on imports of the panel countries and 

across sub regions of the developing Asia.  

5. To give the policy recommendations based on the outcomes of the current 

research.  

1.9 Scope of the Study  

The present study will consist of five main variables, corruption, FDI, current account 

balance, exports and imports. Database of United Nations Conference on Trade and 

Development (UNCTAD) is used as main data source. According to this database 

there are 42 countries included in developing Asia. However, due to data 

unavailability, the present research took the 31 countries. Data on few variables is 

taken from World Development Indicators (WDI) database. Classification of 

countries on the basis of geographical regions also taken from UNCTAD database. 

Data on corruption is taken from CPI by transparency international. The sample 

period is taken from 2000 to 2017. System GMM estimation technique is used for 

empirical investigation. Stata 12 is used to carry out the estimation results. 
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1.10 Organization of the study 

The remaining part of the thesis proceeds as follows. Chapter 2 represents a succinct 

summary of the literature on the topic under discussion. Chapter 3 gives a sketch of 

theoretical linkages between the study variables and braces the hypothesized 

relationship theoretically. Chapter 4 elaborates the formation of data and specifies 

econometric techniques for estimation. Chapter 5 reports the results of estimated 

models and interpretation of the effect of the level of corruption on inward FDI for the 

panel of thirty-one developing Asian economies. Chapter 6 exhibits the results of the 

impact of inward FDI on CAB and on the components of the trade account for the 

panel of developing Asia. Chapter 7 elaborates the impact of corruption on inward 

FDI for different regions (East, South-East, West and South Asia) of developing Asia. 

Chapter 8 describes the region-wise results of the impact of inward FDI on the current 

account balance and on the components of the trade account. At the end chapter, 9 

consists of conclusion and policy recommendations based on the findings of the 

present research. 
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CHAPTER 02 

REVIEW OF LITERATURE 

This chapter contains the review of the relevant research work on the impact of level 

of corruption on FDI and the impact of FDI on current account balance and the 

exports and imports. The review of literature presented in this chapter is organized 

thematically and all the reviews are based on empirical studies2. The review of 

literature section further can be separated into two parts. The first part of the review of 

literature section reviews the studies on corruption and FDI. Whereas, the second part 

is about the review of studies discussing the impact of FDI on CAB and components 

of trade account (exports and imports). 

The present review identifies the significant findings, methodology, data 

selection/construction, policy implication, criticism and evaluation of previous 

research on the subject. The review of the existing literature on the topic would help 

to enhance the understanding and credibility of the topic. Furthermore, it is essential 

to find out the gap in the vacant literature. At the end of this chapter, the research gap 

would be discussed. 

2.1 Review of Studies on Corruption and FDI 

There are many research studies which discussed the impact of corruption on FDI. 

This section of the review of literature will review those studies. Different studies 

used different theories to describe the phenomena of impact corruption on FDI like 

rent-seeking, socio-cultural perspectives, institution and social cost, transaction cost, 

public choice and property right, etc. (Zhao et al., 2003). Studies on corruption and 

                                                 

2
 Only a single study by Zurawicki and Habib (2010) is found which is based on the reviews of the 

previous studies. 
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FDI have two diverse views about the role of corruption in attracting inward FDI, 

these two opposite views can be categorize as under.  

a) “Grabbing Hand hypothesis of Corruption." 

b) “Helping Hand hypothesis of Corruption." 

Grabbing hand hypothesis of corruption postulates that, corruption plays a negative 

role for FDI. Corruption discourages the FDI by increasing the cost of doing business 

and increasing the uncertainty. Conversely, helping hand/grease money view stated 

that, corrupt practices in host country can encourage the FDI, as it can facilitate the 

process of doing business. 

Most of the available studies on the topic corroborate the grabbing hand view of 

corruption while some other studies confirmed the helping hand hypothesis of 

corruption.  

2.1.1 Review of Literature on Grabbing Hand Hypothesis of Corruption 

A study by Smarzynska and Wei (2000) analyzed the choice of foreign investor, 

either he preferred joint venture or he chose individual ownership of FDI in the host 

country. Firm-level data was used for the early nineties for Eastern Europe and the 

former Soviet Union countries. The choice of foreign investor for joint venture or for 

sole ownership were strongly affected by the level of corruption in recipient country 

and technological sophistication of the foreign investors. It was hypothesized that 

corruption made the local bureaucracy less transparent, hence increased the hurdles 

for a foreign investor who consequently would like to have a joint venture. On the 

other hand, if the investor had more sophisticated technology which he was not 

willing to share with; then he would be reluctant for joint venture and prefer the sole 

ownership. The empirical investigation also indicated that US-based foreign investors 



 

 

18 

 

were more hesitant to invest in a joint venture in more corrupt countries. That could 

happen due to the Corrupt Practices Act of 1977 of USA. 

Currency crises during the '90s in Latin America, Russia and East Asia highlighted 

the importance of the composition of capital inflows. Corruption could be one of the 

determinants for changing composition of capital inflows.  

Wei and Wu (2002) explored the determinants of capital inflows with particular focus 

on foreign direct investment. The study used the different forms of capital inflows: 

FDI, portfolio investment, and foreign loans. Data of 103 countries for the years 

1980-96 was taken as a sample. It was hypothesized that corruption was terrible for 

all three types of inflows, seeing that more chance were for more corrupt countries to 

default on bank loans and nationalized the foreign direct investment assets. 

Corruption was measured from more than one source; included three types of indices 

to measure corruption. First, CPI from transparency international; second, the Global 

Competitiveness Report (GCR) prepared by world economic forum and third, the 

World Development Report (WDR) of World Bank. Other control variables were, rate 

of tax, incentives for FDI, restrictions on FDI, GDP, per capita GDP, geographical 

distance and volatility of exchange rate. Fixed Effect and Random Effect panel data 

techniques were used to test the hypothesis. Results revealed that idiosyncratically all 

measures of corruption had a negative and statistically significant impact on FDI. 

Whereas, the influence of corruption on bank lending was positive and significant. It 

was concluded that due to corruption in capital importing countries, capital flows tilt 

from FDI to bank lending. The possible explanation of this change is, FDI could be 

more exploited due to corruption in the host country rather than bank lending and 

secondly bank loaning is more protected by IMF and G-8 governments than FDI.  
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In contrast with Wei and Wu (2002), Drabek and Payne (2002) checked the influence 

of non-transparency on FDI instead of checking the impact of corruption on FDI. 

Non-transparency was defined as government policies which become the hurdle for 

financial capital flows, create inefficiencies and even allow corruption. Bureaucratic 

inefficiencies impose an implicit cost for foreign investors and create information 

asymmetries in the international capital market. It was hypothesized that ceteris 

paribus more transparent countries attract more FDI. The control variables included in 

the study were FDI, transparency, economic growth, inflation, rate of interest, 

exchange rate and trade liberalization.  To measure the transparency ranking data on 

political risk services by the International Country Risk Guide (ICRG) was used as a 

proxy. A panel of 52 countries for the time period 1991 to 1995 was used to test the 

hypothesis. Due to the problem of endogeneity two types of estimation models were 

employed for empirical investigation. First one was OLS and the second was 2SLS. 

Findings of the research endorsed that increase in transparency raking of a country 

can attract more inward FDI. Moreover, the study did the simulation exercise which 

indicated that one point increase in the country's transparency ranking could expect a 

40% increase in FDI. 

The difference in the corruption level between the host and home country can also 

affect the FDI flows. A study by Habib and Zurawicki (2002) analyzed the effect of 

corruption on FDI and the influence of corruption level differential between host and 

home country on FDI. Total of 89 countries was included in the sample. The sample 

covered the whole spectrum including developed, developing and transitional 

economies. Data covered the time of three years from 1996-1998. It was hypothesized 

that corruption harmed FDI and higher absolute difference in the corruption level 

between the home and host country lower will be the volume of FDI in the recipient 
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country. Two models were used to test the hypothesized relationship. First one was 

Ordinary Least Square (OLS) and the second was probit model. The dependent 

variable was FDI and the main control variables were corruption measured by CPI, 

population, growth rate of GDP, GDP per capita, unemployment, trade to GDP ratio, 

Science and Technology, distance and political stability. The results confirmed the 

hypothesized impact that corruption in the host country was the main obstacle for 

inward FDI.  Further findings also confirmed that greater the corruption level 

differential between home and host country, lesser would be FDI from home to host 

country.  

Another study explored the cultural and political factors affecting FDI. Transparency 

and corruption were respectively considered as political and cultural determinant of 

FDI inflows in host countries. It was hypothesized by Zhao, Kim and Du (2003), that 

more corruption and low level of transparency reduce the FDI. Using time series data 

for a single country could not fulfill the study objectives. Therefore, the time series 

data from 1991 to 1997 for 40 countries was pooled for empirical investigation. CPI 

was used as a measure of corruption while FDI to GDP ratio was as proxy for FDI. 

Outcomes of the study indicated that a high level of corruption and a low level of 

transparency in host country hinder the foreign direct investment. This again 

confirmed the grabbing hand hypothesis of corruption. 

More Corrupt FDI host country indicate higher risk and uncertainty for the foreign 

investor. Voyer and Beamish (2004) investigated the issue for Japanese foreign 

investors. It was hypothesized that the high level of perceived corruption in the host 

country would lead to a low level of investment by Japanese companies. The data of 

29546 companies investing in 59 industrial and emerging economies was used to test 
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the hypothesis. The results concluded that corruption in the host country negatively 

affects the FDI by Japanese companies, especially in emerging countries.  

In addition to the previous studies, Egger and Winner (2006) analyzed the influence 

of corruption on the bilateral outward stock of FDI rather than the inflow of FDI. The 

study took the panel of bilateral outward stock of FDI of 21 OECD (Organization for 

Economic Cooperation and Development), in 59 countries (which included the OECD 

and non-OECD countries). The study examined the differential in effect of corruption 

on FDI across economies of different size and level of economic development over 

the years. CPI was taken as the measure of corruption and stock of bilateral outward 

FDI was taken as a measure of FDI. Other explanatory variables used in the study 

were relative size of country, transportation cost, and factor endowments. Fixed effect 

model was used to test the hypothesis. The results indicated that overall corruption 

harmed FDI. Secondly, it was also observed that corruption was an essential 

determinant for intra OECD FDI rather than the non-OECD countries. The possible 

reason for this difference was the type of FDI. Because in the intra OECD countries 

mainly horizontal FDI took place whereas in non-OECD countries it was vertical FDI. 

The benefits of low cost in vertical FDI are more important than the corruption in 

developing countries. Finally, it was determined that the influence of corruption on 

FDI decreased over time. It implied toward other factors like growth became the more 

critical determinant to FDI in the long run rather than the corruption. 

Corruption in host country could contribute negatively to FDI inflows.  Ohlsson 

(2007) carried out a regression analysis for a panel of 46 countries for the time period 

of 1997 to 2004. Flow of FDI from developed to developing countries was taken as 

dependent variable. The aim of the research was to determine the influence of 

corruption on FDI and to determine the differentiability of corruption if FDI came 
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from different origins. Along with corruption, distance, per capita GDP, and GDP 

growth were the independent variables. CPI was taken as measure of corruption.  The 

outcomes of the research clearly indicated the damaging impact of corruption on FDI 

inflows. All other control variables had their expected signs. One of the main findings 

of the research was that countries with high per capita income, had a low level of 

corruption.  

It is an essential aspect of FDI recipient economies that the institutional affiliations 

become the reason for attractiveness or non-attractiveness of FDI inflows. In a study 

Pajunen (2008) investigated that phenomenon. The most important feature of the 

study was the method of statistical analysis. The study applied a unique technique 

called Fuzzy-Set Analysis for empirical understanding of the said phenomenon. The 

key objective of the study was to explore the factors responsible for attracting FDI 

and to identify the factors influencing the location decision of Multinational 

Companies for FDI. To analyze the panel of 47 countries, the study focused the years 

from 1999-2003. Countries of different regions were included in the panel such as 

America, Europe and Asia. Variables included in the study were corruption, labor 

regulation, price stability, political rights, justice and judicial system, civil liberties, 

property rights, and taxation policies. The findings of the Fuzzy-Set Analysis 

demonstrated that same type of institutional factors were responsible for different type 

of outcomes in different regions.   

There are two types of FDI frequently stated in the literature. First one is horizontal 

FDI and the other one is vertical FDI. Corruption may affect different type of FDI 

unevenly. In contrast to the other studies which used country level data, Hakkala, 

Norback and Svaleryd (2008) used the firm level data to analyze the influence of 

corruption on FDI. The study established the fact that corruption had asymmetric 
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effect on dissimilar types of FDI. In the study, the horizontal FDI was proxied by 

sales of FDI firms to home country while the vertical FDI was proxied through sales 

of output in a host country's market or export to any third party. The firm-level data of 

almost all Swedish firms investing abroad was taken for analysis. Research Institute 

of Industrial Economics collected this firm-level data through questionnaire. CPI was 

taken as a measure of corruption. Other control variables were market size, factor 

cost, GDP per capita, wages, firms‟ economies of scale, corporate tax rate on profits, 

electricity consumption per capita and export processing zones. Simple OLS 

regression and probit regression were used for empirical analysis. The findings of the 

research precisely confirmed that corruption had different effect on vertical and 

horizontal investment, as results indicated that the firm was less likely to invest in 

more corrupt countries in case of horizontal investment, where the aim of FDI is to 

sale the output back to the home countries. Contrarily, no vigorous influence of 

corruption was found on vertical investment, where FDI took place with intention of 

selling the output in the host country. 

Market attractiveness encourages the FDI and corruption discourages the FDI. It was 

argued that negative impact of corruption and positive impact of market attractiveness 

had inverse relationship. Attractiveness of market can reduce the magnitude of 

negative influence of corruption. Brouthers, Goa and McNicol (2008) proved that this 

trade-off was not valid for all types of FDI. The research included the time series data 

from 1996-2002 for a sample of 54 countries. Two forms of FDI (market seeking and 

resource seeking) were taken as dependent variable and at explanatory side 

corruption, per capita, income, international trade to GDP ratio, government 

expenditures to GDP ratio, energy production and average monthly wage were the 

main variables. Findings confirmed that for market-seeking FDI, market 
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attractiveness mitigated the discouraging effect of corruption but compensatory 

relationship of market attractiveness for corruption disappeared for resource seeking 

FDI.   

Most of the presented work on corruption and FDI discussed, corruption as a vital 

factor determining the volume of FDI. None of the studies discussed the endogeneity 

of corruption. There may be the two-way causal association between study variables. 

Apart from the existing literature on corruption and FDI, a thesis by Wah (2009) 

explored the endogeneity of corruption. In contrast with the conventional assumption 

that investors generally respond pessimistically to the level of corruption in the host 

economy, the study proved that the relationship between corruption and FDI is two-

way causal relationships. The study used a large panel of diverse economies for 

analysis. The panel consisted of 174 countries having the diverse level of economic 

development, corruption, different political and economic systems. Further, the panel 

disaggregated as OECD (Organization for Economic Co-Operation and 

Development), Non-OECD, African countries, Middle Eastern and Asian economies. 

The data was taken from 2000 to 2006. Two equations were used for empirical 

investigation. FDI and corruption were taken as a dependent variables and 

explanatory variables in both the equations to prove the endogeneity of corruption. 

Pooled OLS regression technique was used to acquire the results. Findings of the 

research proved the bilateral causation between FDI and corruption. A further impact 

of FDI on corruption was different for different regions. For non-OECD countries and 

African economies the influence of FDI on corruption was encouraging and the effect 

of corruption on FDI was negative. For Middle East countries two impacts were 

positive.  
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Corruption is believed as one of the most critical reasons of inward FDI according to 

previously reviewed studies. However, the impact of corruption may be different with 

different level of quality of institutions in host countries.  In addition to existing 

literature Al-Sadig (2009) incorporated corruption not as an independent variable, 

instead a variable depending upon some other economic and non-economic factors. 

The study checked the influence of corruption on inward FDI inflows along with 

institutional quality after controlling the other variables suggested by the existing 

literature.  The study used the cross-sectional data set and panel data set for a 

comprehensive understanding of the phenomenon.  Data used in the study was from 

1998 to 2004 for 117 countries. Countries were grouped as developed and developing. 

Two forms of econometric modelling were used for empirical investigation. OLS was 

used for cross-sectional regression, whereas, fixed effect model was used for panel 

data analysis. FDI inflow to population ratio was taken as a dependent variable and 

corruption index by ICRG was taken as an independent variable. Other control 

variables included in the research were, per capita income, trade openness, wages, 

imports less exports, GDP growth rate, tax rate, exchange rate and tariffs.  Cross-

sectional results demonstrated the negative contribution of corruption on FDI. Control 

variables had expected signs.  Panel data results also confirmed the hypothesis that 

corruption hurts inward FDI. Results indicated that, ceteris paribus, one unit increase 

in the corruption index caused the 11% decrease in per capita FDI inflows. However, 

in panel data analysis the results were different, as the institutional quality was 

introduced as an explanatory variable. It was observed that the negative impact of 

corruption disappeared as institutional quality included as a control variable.  The 

possible explanation of this findings is that overseas investors may give importance to 

institutional quality than the corruption level in the host economy. 
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Most of the extant literature on corruption and FDI were based on empirical work. 

However, a descriptive study by Zurawicki and Habib (2010) gave a comprehensive 

gaze on the prevailing studies on corruption and FDI. The study reviewed the work 

done by others. Some of the reviewed studies were Hines (1995), Rose-Ackerman 

(1999), Vanucci (1999), Wei (1997), Gani (2007), Sanyal and Samanta (2008) and 

Busse et al. (1996). After reviewing the literature at the end, the study concluded that 

there is diverse views related to the impact of corruption on FDI. 

Further, the study gave some conclusion and raised some questions about future 

avenues of research in this area. First of all, the study raised the question that 

literature just discussed corruption as one of the determinants of FDI. The focus 

should be given to the eradication of this problem in context to encourage FDI. Next 

question raised by the study was that all studies only discussed the influence of level 

of perceived corruption on the current level of inward FDI, whereas the evolution of 

corruption in future may be a potential area of interest for foreign investors. Therefore 

focusing corruption can contribute to the existing body of knowledge. The third 

question was, does recipient country can give a discount or compensation to entice 

FDI for higher levels of corruption? If yes then what type of discount may be 

appropriate for foreign investors to attract FDI? Reinvested profits are a significant 

proportion of FDI. Corruption affecting the investment decision at the time of entry, 

intensively discussed in the literature but corruption also can affect the reinvestment 

of profits needs attention. At the end study raised the question, does the type and 

nature of investment is associated with the type and nature of corruption? 

For the panel of 16 Asian Economies, Alemu (2012) explored the impact of 

corruption on inward FDI. The study covered the data from 1995 to 2009 for the study 

variables. The core theme of the study was to check the extent to which corruption 
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can influence inward FDI. Index of Freedom from corruption was taken as proxy for 

corruption. Along with inward FDI, other exogenous variables were growth rate of 

GDP, human capital, infrastructure, population size, and domestic interest rate. Using 

Random Effect Model (REM), Feasible Generalized Least Square (FGLS) and Panel-

Corrected Standard Errors (PCSE), study confirmed that the corruption in the host 

economy was deterrence for inward FDI. As the positive and statistically significant 

sign was found for freedom from corruption index which indicated less level of 

corruption vigorously increase the FDI inflows.   

Multinational firms avoid investing in the countries which are more corrupt having a 

high ranking in corruption. To explore the impact of corruption on inward FDI, Azam 

and Ahmad (2013) took the panel of 33 Less Developed Countries (LDCs). FDI was 

measured as net inflows of FDI. Corruption index by the International Country Risk 

Guide (ICRG) was used as measure of corruption. Other control variables were, 

market size measured by GDP, and inflation measured by CPI. The time series 

covered the years 1985 to 2011. Using Fixed Effect and Random Effect models the 

study revealed a robust connection between corruption and inward FDI inflows. 

Results showed a harmful and empirically noteworthy influence of corruption on FDI. 

The study concluded, corruption adversely contributed to FDI inflows, since it can 

increase the cost of business and reduce the profit margin for the investor. Higher the 

level of corruption in recipient country leads to low volume of FDI inflows. The study 

also endorsed the grabbing hand hypothesis of corruption.   

FDI flows have changed their direction, flow comes from developed to developing 

countries, after the financial crises of 2008. There might be many possible 

explanations for this changing pattern of FDI flows. 
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In contrast with the previous studies, Bayraktar (2014) identified the factors 

determining the destination of FDI flows. Rather than focusing on corruption as the 

determinant of FDI flows the study explored the indicator of business friendliness. 

The study covered the period immediately before, after and during the financial crises 

which were from 2004 to 2013.  The analysis included the top 30 FDI recipient 

countries. The study covered the vast range of dimensions of "ease of doing 

business." High-flying dimensions of business climate were, starting a business, 

investor protection, and cost of export and imports. Each dimension further had some 

indicators. Simple OLS panel regression was employed for empirical investigation. 

The study also included some other significant determinants of FDI as a control 

variables. Per capita GDP, inflation, trade openness, GFCF and corruption index by 

ICRG (as a measure of institutional quality) were used as control variables in the 

regression specification. Even after controlling the other determinants, findings of the 

research declared that indicators of doing business were the significant determinants 

of FDI flows. Countries with a better record of investment environment attracted 

more FDI. Findings of the research also confirmed that the developing countries had 

been receiving an increasing share of FDI and the share of developed nations 

continuously decreasing. There may be many possible explanations for this changing 

trend. One factor responsible for this pattern, might be the higher growth rates of 

developing countries relative to developed ones. The other possible reason is the 

indicators of doing business, as they were already at high levels and constant in 

developed countries while rapidly growing in developing countries. Furthermore, the 

host country's corruption had also a negative bearing on inward FDI.  

South Asia and East Asia has received a considerable volume of FDI, especially India 

and China during the last decade. Keeping in view this fact, Quazi (2014) explored 



 

 

29 

 

the bearing of corruption on inward FDI for two regions mentioned above. The study 

used two different panels one for South Asia, another for East Asia. Time period of 

1995 to 2011 was used for nine East Asian countries. While South Asia region 

covered the same period for seven countries. CPI was used as proxy for corruption. 

FDI inflows were the dependent variable. Other control variables included, rate of 

return, economic freedom, physical infrastructure, market size, human capital, 

political stability and regional differences. Generalized Least Square (GLS) was 

employed to test the hypothesis. Findings of the research demonstrated that less 

corruption greater political stability, larger market size, higher investment return, 

better infrastructure and improvement in human capital boost the volume of inward 

FDI. 

Africa received the highest level of FDI in 2008. China is a significant source country 

for FDI in Africa. FDI in Africa is mainly resource seeking investment since Africa 

has cheap raw material (timber, oil and minerals). Similar to the previous study by 

Quazi (2014) another effort was made by Quazi, Vemuri and Soliman (2014) to check 

the influence of corruption on inward FDI for African countries. The study used the 

group of 53 African economies for the year 1995 to 2012. Incoming FDI was the 

dependent variable. Corruption was measured as a Corruption Perception Index (CPI). 

Other control variables were, lagged value of FDI, market size, Govt. effectiveness, 

infrastructure, trade liberlization and economic freedom. Dynamic system GMM 

(Arellano and Bond) was employed for empirical investigation. Findings of the 

research revealed that corruption had undesirable and statistically significant effect on 

FDI.  

When the level of corruption is the main impediment to inward FDI than the more 

corrupt developing countries may have more incentives to intensify their efforts in the 
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anti-corruption programs. Similar to other studies used grabbing hand view of 

corruption, Udenze (2014) also demonstrated the negative bearing of level of 

perceived corruption on FDI inflows for the panel of 73 developing countries for the 

years 2005 to 2011. CPI was used as a measure of corruption. FDI was taken as net 

inflows of FDI to GDP ratio. Other explanatory variables were, trade liberalization, 

GDP growth, inflation and gross fixed capital formation (GFCF) to GDP ratio. OLS 

method was used for empirical investigation. The findings of the research suggested 

that perceived corruption harmed inward FDI for the case of low and middle-income 

countries. One point increase in perceived corruption could decrease the inward FDI 

by .88% in these countries. While in the case of Sub-Saharan African countries the 

sign of perceived corruption on FDI supported the helping hand hypothesis of 

corruption. However, this result was not statistically significant.  The outcome 

suggested that in the case of African countries GDP growth rate was a more critical 

determinant to attract FDI while gross fixed capital formation was not the determinant 

of inward FDI as it was for rest of the panel of sample countries. 

In addition to the previous empirical literature, a relatively latest study by Godlinez 

and Liu (2015) advanced the knowledge by the distance of corruption rather than the 

level of corruption. This study is diverse from the previous studies avowed in this 

chapter as a distance of corruption between the host and the home country was taken 

to check the impact of corruption on FDI. The distance of corruption was defined as a 

difference between levels of corruption of home to the host country. A panel of 12 

Latin American countries from the year 2006 to 2009 was selected as a sample for 

analysis. It was hypothesized that corruption level in host country, will affect inward 

FDI negatively. Second, the hypothesis stated that a positive/negative corruption 

distance between the home and the host country would decrease/increase the level of 
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inward FDI. Fixed effect model was used for empirical analysis. Other control 

variables were the human development index, the rule of law index, bureaucracy, 

infrastructure quality, economic freedom index, educational attainments, host country 

inflation, host country GDP and unemployment rate. Results confirmed, corruption 

level in the host country negatively associated with inward FDI. Further results also 

indicated that negative corruption distance discouraged the FDI, whereas positive 

corruption distance had not significant impact on FDI. 

A study by Gasanova, Medvedev and Komotskiy (2017) also identified the impact of 

corruption on inward FDI. Cluster analysis technique using Kohonen self-organizing 

Maps was used for analysis. Countries were divided into four clusters as, countries 

with low level of corruption and high level of FDI, countries with low level of 

corruption and FDI above average, countries with average level of corruption and the 

average level of FDI and the countries with high level of corruption and low level of 

FDI. Total number of countries was 185. Results indicated that corruption affect the 

inward FDI negatively, however corruption is not the only major factor determining 

inward FDI. Wide market, low labor cost, wide banking network, and availability 

natural resources can outweigh the cost of corruption. 

Maximum of the available studies on grabbing hand view of corruption used panel 

data analysis and panels were specified as developed countries, developing countries, 

transitional countries, OECD  and non OECD countries, Latin American countries, 

Asian economies, African economies and European countries (Alemu, 2012;  Azam 

& Ahmad, 2013;  Egger & Winner, 2006; Godlinez & Liu, 2015; Habib & Zurawicki, 

2002; Pajunen, 2008; Quazi, 2014; Quazi et al., 2014;  Sadig, 2009;  Wah, 2009;). 

Only few studies were found that used firm/company level data (Hakkala et al., 2008; 
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Smarzynska & Wei, 2000; Voyer et al., 2004). A large number of studies used 

corruption perception index (CPI) by transparency international as measure of 

corruption (Egger & Winner, 2006; Habib & Zurawicki, 2002; Hakkala et al., 2008; 

Ohlsson, 2007; Quazi, 2014; Quazi et al., 2014; Udenze, 2014; Wei & Wu, 2002; 

Zhao et al., 2003) because CPI covered data on large number of countries hence the 

present research also used CPI as measure of corruption. Most of the studies used 

OLS (Bayraktar, 2014; Drebek & Payne, 2002; Habib & Zurawicki, 2002; Hakkala et 

al., 2008; Sadig, 2009; Udenze, 2014; Wah, 2009; Zhao et al., 2003) and fixed effect 

model (Azam & Ahmad, 2013; Egger & Winner, 2006; Godlinez & Liu, 2015; Sadig, 

2009; Wei & Wu, 2002) for empirical analysis. 

2.1.2 Review of Literature Helping Hand Hypothesis of Corruption  

Most of the work done in the area of corruption and FDI established corruption as 

deterrence for FDI inflows as discussed in the first section of this chapter. However, 

there is some empirical work which demonstrated the helping hand hypothesis of 

corruption that indicates that corruption plays a decisive role to invite inward FDI. 

This section of review of the literature would shed light on the helping hand aspect of 

corruption. It is theoretically claimed, corruption money can play the role of grease 

money. Helping hand hypothesis based on the logic that corruption can facilitate 

foreign investors by making the complex bureaucratic process easy for them. It can be 

a lubricant to make the investment process efficient by reducing the rigidity of the 

complex economic process and red-tapism. This can be more applicable in the case 

where the recipient is a developing country. The multinational company can create 

monopoly power by bribing the host country‟s officials.  
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A study by Egger and Winner (2005) endorsed the helping hand hypothesis of 

corruption. A group of 73 countries including developed and less developed countries 

for the period 1995-1999 was used for empirical investigation. Fixed effect model 

was employed to get the results. Apart from FDI inward stock and corruption, other 

explanatory variables were, GDP, legal equity and interaction of GDP and secondary 

school enrollment. The findings of the research confirmed the short term and long run 

positive influence of corruption on FDI stock. The outcome of the study had endorsed 

the helping hand hypothesis of corruption. 

Barassi and Zhou (2012) supported the helping hand hypothesis of corruption by 

using the parametric and non-parametric approach of analysis. The study used the 

panel data for the group of 20 OECD source countries and 52 developed and 

developing host countries over the period 1996 to 2003. FDI stock was used as 

dependent variable and corruption, population, labor cost, trade openness, tax rate, 

anti-bribery, democracy, GDP growth, fixed capital growth, and GDP per capita were 

explanatory variables. Fixed effect and panel probit models were used to run the 

estimations. Results of the analysis revealed that influence of corruption on FDI stock 

is not homogenous. Results of the parametric method demonstrated that higher level 

of corruption was a hindrance for incoming FDI. Conversely, once the country has 

selected as a host country then high level of corruption is not deterrence for FDI 

inflows. The non-parametric analysis showed that effect of corruption on FDI stock 

was diverse. For countries laying in lower quantiles of the FDI distribution, more 

corruption was a deterrence for FDI stock or vice versa. 

Similar to Barassi and Zhou (2012) another study Ardiyanto (2012) endorsed the 

helping hand hypothesis of corruption. The central aim of the study was to uncover 

the determinants of corruption and then to explore the bearing of corruption on FDI. 
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Data for the panel of 82 developed and developing countries for the years 1996-2010 

was used for the analysis. Simple OLS and Generalized Least Square (GLS) method 

were employed to test the hypothesis empirically. Two models were estimated. In the 

first model, corruption was the dependent variable and the determinants of corruption 

were identified. In the second specification the impact of corruption on FDI was 

explored. 

Along with corruption, per capita income, exports, population and labor productivity 

were used as control variables in the subsequent specification. The findings of the 

research showed different results for developed and developing countries. It was 

established that corruption grabbed FDI in case of developed countries. However, 

corruption encouraged the FDI by greasing the wheel of the complex and slow 

bureaucratic processes in developing countries. All other explanatory variables had 

the predictable signs and were statistically significant in both models. The study 

partially endorsed the helping hand hypothesis of corruption.  

In contrast with the other studies, Petrou and Thanos (2014) explored a nonlinear 

association between FDI and corruption. A U-shaped connection was found between 

corruption and FDI. The study used two data sets, primary and secondary data. 

Primary data was collected through a mail survey. The dependent variable was the 

foreign market commitment of Multinational Bank (MNB). Bank‟s commitment was 

measured in two ways. The primary measure was the capital investment by the MNB 

in the host country. Secondly the percentage shares of the equity owned by MNB at 

the time of entry. Explanatory variables of the study were, corruption measured by 

CPI, size of the bank, local experience, distance, institutional differences, country‟s 

stability, host and home country‟s restrictions, acquisition and market seeking. It was 

hypothesized that corruption and MNB's capital commitment are inversely related to 
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low levels of corruption. However, at higher levels of corruption, it was positively 

related to a capital commitment of MNB. The second hypothesis was that if MNB had 

more market seeking motives than greater would be the capital commitment. Thirdly 

it was hypothesized that market seeking motives positively affected the capital 

commitment at all levels of corruption. A list of 385 banks was chosen for sample 

according to the issue of the banker‟s Almanac of 2004. Tobit model was used for 

empirical investigation. Results endorsed the hypothesized relationship between 

capital commitment and corruption. Findings suggested the U shaped relationship 

between capital commitment and corruption which indicated that low levels of 

corruption deterred the capital commitment. Hence confirmed the grabbing hand view 

of corruption. However, with increasing level of corruption, it supports the capital 

commitment which confirmed the helping hand view of corruption. It indicated that 

countries having low level of corruption created more uncertainty for MNBs. 

However, if the corruption is at a high level and more organized then MNBs know, 

how to tackle the uncertainty and how to make process quick. Further, outcomes of 

the study also confirmed that MNBs having market seeking motives of investment 

had moderate relationship of corruption and capital commitment at all levels of 

corruption positively. 

China and India are the emerging nations of East and South Asia. Both have high 

levels of economic growth, are the potential recipient of FDI inflows and had received 

an unprecedented amount of FDI. Ravi (2015) explored the bearing of corruption on 

FDI using quantitative and qualitative approaches. The study did not follow any 

econometric modeling. It was based on descriptive analysis. The study analyzed the 

data of corruption and FDI inflows of India and China for the years 1995 to 2004. It 

was observed that for the Indian economy, whenever a mega corruption scandal 
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emerged, it severely affected the FDI inflows. It specified corruption dampened the 

inward investment. While on the other side, in Chinese culture, giving and receiving 

the gift is an everyday norm which indirectly encourage the corruption level in China. 

Moreover, China's market structure and legal structure is different from the capitalist 

economy. Foreign investors always needed the involvement of local partners. Due to 

the decentralization of power local bureaucracy had given authority to approve many 

projects which increased the chances of these officials to get involved in corruption. 

Data on corruption showed an increasing trend in China. Whereas, at the same time 

China was the number one country in attracting FDI in 2014. It showed that low cost 

in China overweight the damaging outcome of corruption which supports the helping 

hand view of corruption in the case of the Chinese economy. 

Another endeavor by Kolnes (2016) was made to clear contention about the effect of 

corruption on foreign inward investment. A panel of total of 171 economies from the 

period 1995 to 2012 was chosen for analysis. According to UNCTAD date set, the 

study took the maximum possible countries having complete data range over the 

sample period. To take a comprehensive measure of corruption, CPI, bureaucratic 

corruption, and political corruption were included in the analysis. Apart from FDI and 

corruption, other variables used in the model specification were democracy, human 

development index, political stability, GDP growth, GDP, taxes, trade openness, and 

inflation rate volatility. Fixed effect and random effect models were employed for the 

empirical investigation. Results inveterate the corruption can discourage international 

inward investment. Additionally, it was found that bureaucratic corruption in the host 

economy increases the amount of investment inflows. Results partially supported the 

helping hand hypothesis of corruption.  
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The latest study by Xu, Zhang and Yano (2017) investigated the grease money 

hypothesis of corruption for the Chinese economy. The study used the firm-level data 

collected by the Investment Climate Survey of China (2005) by the World Bank. Data 

of 12400 firms from 120 cities were used for analysis. Return on sale (used as proxy 

for firm performance) was taken as dependent variable and control variables were, 

firm-level corruption, firm size, fixed assets per capita, age of firm, state ownership, 

foreign ownership, tax burden, government help, exports, production capacity, and 

proxies for R&D, and human capital. The study concluded the significant positive 

bearing of corruption on firm's performance. 

Moreover, the study also indicated a negative influence of corruption money on red 

tapism and positive impact on preferential treatment. A firm who had spent more in 

bribery reduced red tape problem and got preferential treatment in obtaining the 

resource and licensing etc. Results of the study endorsed the helping hand hypothesis 

of corruption.  

A latest study by Omodero (2019) also found evidence about the helping hand role of 

corruption for inward FDI. The study used the time series data on Nigeria from 1996 

to 2017. OLS regression technique was employed through SPSS. Study variables 

included FDI, corruption, exchange rate and inflation rate. Results indicated that 

corruption encouraged inward FDI due to weak and poor legal and institutional 

framework.  

All the studies on helping hand hypothesis had used the panel date set and most of the 

studies used the fixed effect model for empirical investigation. Based on the review of 

studies stated above following hypothesis can be developed for present research. 
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2.1.3 Hypothesis (FDI and Corruption) 

Ho: There is no relationship between the level of corruption and FDI inflows 

in developing Asia 

Ha: There is some impact (negative/positive) of level of corruption on FDI 

inflows 

2.2 Review of Literature on FDI as Determinant of Current Account Balance 

Generally, developing countries have a low level of domestic savings. Lower saving 

rate result in low level of investment. A low level of investment cannot achieve 

macroeconomic goals. As a result of globalization, foreign capital inflows become the 

manna from heaven for developing nation to bridge the saving-investment gap. In the 

category of foreign capital inflows, foreign direct investment has received 

considerable importance. There are diverse views about the macroeconomic impact of 

FDI inflows. Early research on FDI discussed the determinants of FDI [Agarwal, 

1980; Santiago, 1987; Lucas, 1993; Marr, 1997; Khan and Kumar 1997; Kazmi, 1998; 

Akhtar, 2000; Shah & Ahmed, 2003; Demekas, Horvath, Ribakova & Wu, 2005;  

Zaman, Khan & Ahmed, 2012; Agiomigianaks, Asteriou & Papathoma, 2006; 

Yousaf, Hussain & Ahmad, 2008; Majeed & Etzaz 2009] and the effect of FDI on 

macroeconomic variables (mainly on economic growth) was investigated [Stoneman, 

1975; Bhagwati, 1986; Gonzalez, 1988; Shabbir, Mehmood & Niazi, 1992;  Fry, 

1993; Borensztein, Gregorio & Lee, 1998;  Malik 2013; Guisinger & Khilji, 1997;  

Zhang, 2001; Irandoust, 2001; Campos & Kinoshita, 2002; Liu, Burridge & Sinclair, 

2002; Ahmed, Cheng & Messinis, 2007; Basu, Chakraborty & Reagle, 2003; Makki 

& Somwaru, 2004; Atique, Ahmad, Azhar & Khan, 2004; Baharom, Habibullah & 

Royfaizal, 2008; Wafure & Nurudeen, 2010; and Khan & Khan, 2011].  Later on, the 
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debate has been started on the possible influence of FDI on the external account 

balance of the host economy. The instant effect of inward investment on external 

balance is positive as FDI is recorded on credit side of capital account.  However, the 

question arises about the long run bearing of FDI on international trade and CAB.  

Literature suggested FDI can have two diverse effect on balance of payment, either it 

can improve CAB or it can deteriorate it. Since, inward FDI induce the imports and 

exports of the host economy. Moreover, after some time, the profit repatriation (by 

foreign investors) can deteriorate the income account of the host economy as well. 

This section of the review of the literature chapter will cover the all possible existing 

literature on FDI and its macroeconomic effects on the external sector (Balance of 

Payment) of the economy. First of all the present section of the review of literature 

covers the studies on FDI as a determinant of CAB, and the other factors having 

impact on CAB. Subsequently, the literature on the effect of international inward 

investment on trade components and on the determinants of trade components will be 

discussed.  

Calderỏn, Chong and Loayza (1999) gave a complete understanding about the 

determinants of the current account deficit. Panel data of 44 developing countries for 

the years 1996-95 was used for the analysis. System GMM methodology proposed by 

Arellano and Bond was used to get the results. The dependent variable was current 

account deficit and the explanatory variables included were domestic output, domestic 

investment compared to domestic savings, public and private savings, exports, REER, 

international interest rate, GDP per capita, and inflation rate. Results indicated that 

domestic output growth enhanced the current account deficit as it increased the level 

of domestic investment compared to domestic savings. Private and public savings 

moderately decreased the current account deficit. Exports and International interest 
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rate harmed the current account deficit. Appreciation of REER deteriorated the 

position of terms of trade, therefore increased the current account deficit. At the end 

results also revealed that the country's current account deficit decreased as the per 

capita income of a country increased.   

There is a vast debate on the link between FDI and trade components of the host 

economy. Some studies suggested a complementary relationship and some other 

confirmed the substitution between FDI and trade components of the host economy.  

A study for the Chinese economy was conducted by Liu, Burridge and Sinclair 

(2002). The basic premise of the study was to find the causality among study 

variables. A panel of bilateral trade was used for the analysis. A group of countries 

including China and 19 home countries from the year 1984 -1998 was taken as a 

sample. At first step unit root tests, T bar test, and LM bar tests were used to check 

the stationarity of the data. After that Granger causality test was employed to 

determine the direction of causation among study variables. The results revealed that 

the growth of imports could cause inward FDI. Secondly, the growth of inward FDI 

stock can cause exports of China. Thirdly, it was also determined that the growth rate 

of exports in China could cause the imports of China.    

Enormous vacant literature of FDI neglected the influence of FDI inflows on profit 

repatriation. Seabra and Flach (2005) were the first to exhibit the relationship between 

FDI and profit repatriation. They used the quarterly data of the Brazilian economy for 

the period 1979Q1 to the 2003Q4 (total of 96 observations). Johansen cointegration 

test was employed for the determination of long run association between FDI and 

profit repatriation. Granger causality procedure suggested by Toda and Yamamoto 

(1995) was used to determine the direction of causality. Two simultaneous equations 

were estimated by using a Seemingly Unrelated technique (SUR). By implying ADF 
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test, stationary was found at first difference. So the results of the Johansen 

cointegration technique confirmed the long run relationship between series. Results of 

the Wald test affirmed the one way casual association between FDI and profit. 

Direction of causation run from FDI to profit outflows, however reverse causation 

was not found in case of Brazil. 

During Musharraf era, Pakistan received a growing amount of FDI. However, 

Pakistan was constantly facing a current account deficit during the same period. So 

Siddqui and Ahmad (2007) 3 first ever attempted to ascertain the bearing of 

international inward FDI and external account balance of Pakistan. The study used 

quarterly data from 1976Q1 to 2005Q2. Initially, the ADF test was used to decide the 

order of integration. At second stage of the analysis Johansen approach to 

cointegration was employed to identify the long run association among study 

variables. Moreover, Granger test of causality was employed to determine the 

direction of causality. The results affirmed a long run association among study 

variables and unidirectional causality was found from FDI to CAB. No causality was 

found in the reverse direction. Further results also indicated that there was no short-

run causality between study variables.    

Like other developing countries, Bangladesh also considered inward FDI as a potent 

source of capital inflows which build-up skills of domestic labor and becomes the 

cause of technology transfer. Using data tables and regression analysis Hossain (2008) 

discussed the effect of inward FDI on external balance of Bangladesh. The study used 

the data sheets of various components of the balance of payment from the FY98 to 

FY07. Furthermore, the study also estimated two equations, one for real demand for 

                                                 

3
 As far as my knowledge is concerned this is the first study for Pakistan economy which ascertains the 

influence of FDI on CAB directly.  
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imports, and other for real demand for exports. Exports and imports were the 

dependent variables. Explanatory variables used in both equations were the relative 

price of imports, relative price of exports, GDP, FDI, and lagged value of FDI. All 

variables were taken in log form. Empirical findings indicated that exports and 

imports are positively related to FDI and lagged value of FDI. Findings concluded 

that short term impact of FDI inflows could be negative or positive on the balance of 

payment but the overall long-run effect of inward FDI was positive on external 

account balance of the economy of Bangladesh. Consequently, the study suggested 

that Bangladesh should take measures to encourage more foreign investment. 

Most of the less developed countries often faced current account imbalances4. This 

imbalance can contribute to macroeconomic instability in a country. Policy makers 

want to know the factors responsible for this imbalance. Kwalingana and Nkuna 

(2009) addressed this critical question for the case of Malawi. The main purpose of 

the research was to fix the factors which could determine the behavior of CAB. Time 

series data from 1980 to 2006 was used for empirical investigation. CAB deficit to 

GDP ratio was taken as the dependent variable. Explanatory variables were terms of 

trade, REER, fiscal deficit, external debt, and trade openness. Cointegration was used 

to determine the long run association among study variables. Two approaches to 

integration were used. First the Engle-Granger approach to cointegration and second 

Johansen cointegration approach. At the first step of the analysis, the ADF test was 

used to determine the order of integration. All the variables were co-integrated at first 

difference. Results of Engle-Granger and Johansen cointegration were consistent. The 

results determined that debt, REER, and TOT are positively related with current 

account deficit. Whereas, the trade openness was negatively related with current 

                                                 

4
 Most of the time this imbalance means a deficit in the current account 
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account deficit. It indicated that trade openness could improve the CAB. All other 

variables deteriorate the current account balance.    

Ehimare (2011) tried to found out the macroeconomic impact of FDI on Nigerian 

economy for the period 1980-2009. Three different models were estimated to 

determine the bearing of FDI on different segments of the economy. Simple OLS 

regression model was used to carry out the results. The first model was specified to 

identify the influence of FDI on GDP along with some control variables. Controls 

variables were government expenditures and gross fixed capital formation. The 

second model was specified to check the effect of FDI on CAB. Third and the last 

model was specified to ascertain the effect of inflation on FDI. The results of the first 

specification revealed that FDI and other control variables had encouraging 

implication on GDP. Results obtained from the subsequent specifications 

demonstrated that FDI had a constructive influence on CAB. It indicated increase in 

FDI would improve the CAB position. Results of the third model confirmed that the 

inflation rate had not any significant impact on FDI. 

FDI is always considered an essential source of capital inflows for poor capital 

countries. Keeping in view the contribution of FDI inflows in physical capital 

development and enhancement in the skills of local labor, every developing country 

adopted more liberal policies towards FDI. Jaffri, Asghar, Ali, and Asjed, (2012) 

conducted a study to explore the negative effect of FDI inflows on CAB of Pakistan‟s 

economy. The central aim of the research was to investigate the effect of FDI inflows 

on income outflows and the current account balance. Two model specifications were 

used for empirical investigation. One model was specified to determine the effect of 

FDI inflows on income outflows. In the first specification, dependent variable was 

income outflow and FDI inflow was the only explanatory variable. The second 
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specification was to check the influence of FDI inflow on CAB. CAB was taken 

excluding current transfers. Along with FDI inflows, two dummy variables were used 

in the model. One dummy for 2008 (financial crises) and the second dummy was used 

for 9/11 incident. Time series data from 1983 to 2011 was used for study variables. 

Auto Regressive Distributed Lag (ARDL) was employed to find out the results. The 

results established FDI can enhance the income outflows in the short and long run. 

Further results also indicated that FDI inflows harm CAB by deteriorating it. All 

results were found statistically significant.  

Foreign direct investment may cause imbalances in CAB by affecting income or/and 

trade account. Kaur, Yadav and Gautam (2012) explored the bearing of international 

direct investment on CAB for the Indian economy. Using time series data for the 

period 1975 to 2009, it was hypothesized that FDI inflows had long-run association 

with CAB. To check the long run association among study variables, Johnson 

cointegration technique was employed. The study also used the Toda-Yamamoto 

causality technique to find the direction of causality in variables. In the end, the 

impulse response function was also analyzed. Outcome of cointegration declared the 

presence of one cointegrating equation in study variables that confirmed the long run 

association between variables of interest. Outcome of causality test concluded that 

there was the existence of one causality from FDI to CAB.   

Zaman and Vasile (2012) checked the macroeconomic influence of FDI on Romanian 

economy. The research used data table to describe the effect of inward FDI on 

exports, imports, trade balance, and on overall CAB. To check the impact of 

international enterprises on Romania's trade account, two aspects were addressed. 

First, contribution of FDI companies in the total volume of export and imports, 

second, the total difference between exports and imports due to the FDI enterprises. 
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Datasheet from 2007 to 2009 were used for discussion and to make conclusions. It 

was noticed that the percentage contribution of exports and imports of FDI enterprises 

in the total volume of exports and imports were considerable. However, it was also 

noticed that the trade account showed a persistent deficit during the whole period 

under discussion. The findings confirmed the negative macroeconomic effect of 

inward FDI on trade account and overall on the current account balance because it 

was observed that FDI enterprises contribute more in imports than in exports. Most of 

the enterprises involved in the imports of intermediate raw material which was not 

readily available in Romania like other developing nations. Furthermore, the inward 

FDI did not come into export-oriented sectors. Therefore FDI increased the imports of 

host country more rapidly than exports.  

In continuation of the study of Jaffri et al. (2012), another similar study was 

conducted by Ali and Shaheen (2013). These two studies were very similar as they 

both discussed the case of Pakistan to determine the effect FDI inflows on income 

outflows of the recipient country. The only difference in these two studies was, Jaffri 

et al. (2012) used the annual time series data, whereas Ali and Shaheen (2013) took 

quarterly data for the period 1993Q1 to 2011Q4. The key purpose of the study was to 

ascertain the influence of FDI inflows on income outflows. ARDL approach to 

cointegration was employed to determine the long run and the short run relationship 

between study variables. Only two variables were used to elucidate the connection. 

The dependent variable was income outflows and the control variable was FDI 

inflows. At the first step of the analysis, the ADF test was employed to find the order 

of integration of variables. Afterward, the ARDL model was used to determine the 

influence of FDI inflows on income outflows in short and long run. Results were 

consistent with the findings of Jaffri et al. (2012). It was established that FDI inflows 
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positively affect the income outflows that means an increase in FDI inflows caused 

increased in income outflows in the form of profit repatriation. So the study 

concluded, inward FDI caused deterioration in CAB through its impact on profit 

repatriation.  

Another study by Nguku (2013) explored the impact of FDI on CAB and exports and 

imports. The theme of the study was to highlight the impact of FDI on the current 

account balance of Kenya. Time series data on Kenya's economy was used for the 

year 1993 to 2010. The model specification was based on the study of Hossain (2008) 

for Bangladesh. The variables used in the research were CAB, exports, imports, price 

of imports, FDI, and GDP. The study used both descriptive and econometric analyses 

to explore the association among study variables. ADF test was used to check the 

stationarity of the data. Data was found stationary at level. So the suitable technique 

was simple OLS. By implying OLS regression, it was found that the relative price of 

imports and exports had a constructive and significant influence on imports and 

exports respectively. However, the impact of FDI was not found significant on CAB, 

exports, and imports. Findings established, inward FDI did not affect CAB in the case 

of Kenya. 

In contrast with other studies, Alencar and Strachman (2014) used a different channel 

to point out the connection between FDI inflows and the external balance. The prime 

aim of the research was to investigate the indirect effect of FDI on economic growth. 

It was hypothesized that FDI hampered economic growth through its implications on 

external balance. The study addressed the case of Latin America to investigate the 

issue. Initially, a panel of 41 countries was taken. However, due to the unavailability 

of data final panel was comprised of 20 countries with the period 1990 to 2011. Fixed 

Effect and Random Effect models were used to carry out the econometric analysis. 
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Elasticity approach was used to test the hypothesis. The elasticity of imports was 

measured with respect to income. The results concluded that imports had positive 

income elasticity and economic growth was directly compatible with balance of 

payment position. It was also concluded that capital inflows, especially FDI, restricted 

the economic growth particularly when FDI inflows were not concentrated to the 

production of tradable.  

In contrast with other studies, Rahman (2016) determined the direction of causality 

between FDI and capital account. To check the causality between FDI and capital 

account an econometric investigation was carried out for the Indian economy. Time 

series data was used for the fiscal year 1991-92 to 2014-15. It was hypothesized that 

FDI Granger cause capital account and capital account Granger cause FDI. Before 

conducting the causality test, ADF test was used to check the stationarity of the 

variables. Vector AutoRegressive (VAR) lag selection criterion was used to identify 

the optimal lag length. At the end, the VAR Granger causality test was used for 

direction of causality. Results endorsed the hypotheses that there was two-way causal 

link between study variables. At one side, FDI Granger caused capital account, on the 

other side capital account also Granger caused FDI. 

Another study by Sahoo, Babu, and Dash (2016) established the connection between 

FDI and CAB. The study used the panel of 23 Asian economies for the period 1998 to 

2013. Fixed effect and Random effect models were used for empirical analysis. 

Taking CAB to GDP ratio as dependent variable, the study used control variables 

FDI, capital account openness, institutional quality index, REER, financial deepening, 

per capita GDP and age dependency. Results revealed that FDI to GDP ratio, REER, 

square of per capita GDP, capital account openness, financial deepening and age 
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dependency deteriorated the CAB position of Asian economies. Only per capita GDP 

had an encouraging effect on CAB.  

Bedir and Soydan (2016) investigated the impact of inward FDI on current account 

deficit through its impact on trade account using causality analysis. The study used 

the data of 17 developing economies from 1990 to 2014. Panel causality framework 

developed by Konya (2006) was used to check the causality among study variables. 

FDI, exports and imports are used as study variables. The results of causality analysis 

were not conclusive. As in some of the panel countries uni-directional causality was 

found, bi-directional causality was found for some other countries included in the 

panel and no causality is found for rest of the panel countries. So study couldn‟t give 

any definite results about causality analysis. 

Domestic and foreign investment can play a significant role in the promotion of 

exports and imports. Popovici and Călin (2017) explored the contribution of domestic 

investment (GFCF) and foreign investment (FDI) to accelerate the exports and 

imports of the country. The study used the data on the eight newest European states 

from the years 1999 to 2013. Along with FDI and GFCF, study used REER as a 

control variable. Using dynamic panel estimation technique, it was found that the 

lagged value of FDI increased the exports while REER decreased the exports. 

However, GFCF was found insignificant with an unexpected negative sign. For the 

model of imports, results demonstrated, previous value of FDI and GFCF could 

increase the imports, whereas REER harmed imports. 

A different framework is used by Alencar, Strachman, Barbosa, and Puty (2019) to 

check the implication of inward FDI on balance of payment. The study was aimed to 

check, whether economic growth in three Latin Amerian countries had been hampered 

by FDI through external balance constraint. The date of Brazil, Mexico and Argentina 
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from 1990 to 2014 was used for analysis. Panel ARDL model was employed to find 

out the hypothesized relationship. Further a McCombie test was also implemented. 

Study variables were included FDI, income on FDI, exports, imports, GDP and RER. 

Results indicated that FDI can hamper economic growth through its implication on 

external account constraint.  

A large amount of studies found on the impact of inward FDI on CAB were time 

series studies for single host economy (Ali & Shaheen, 2013; Ehimare, 2011; 

Hossain, 2008; Jaffri et al., 2012; Kaur et al., 2012; Nguku, 2013; Nkuna & 

Kwalingana, 2009; Rahman, 2016; Seabra & Flach, 2005; Sidqqui & Ahmad, 2007; 

Zaman & Vasile, 2012), only few panel data studies were found (Alencar & 

Strachman 2014; Calderon et al., 2002; Liu et al., 2002; Sahoo et al. 2016; Strauss, 

2017). Most of the studies used granger causality and cointegration analysis (Ali & 

Shaheen, 2013; Jaffri et al., 2012; Kaur et al., 2012; Liu et al., 2002; Nkuna & 

Kwalingana, 2009; Sidqqui & Ahmad, Seabra & Flach, 2005) to investigate the 

influence of FDI on CAB. 

After comprising the review of literature on the impact of FDI on CAB following 

hypothesis can be developed for the present research. 

2.2.1 Hypothesis (Current Account Balance and FDI) 

 

Ho: There is no impact of FDI inflows on CAB of the developing Asian 

economies 

Ha: There is some impact (negative/positive) of FDI inflows on CAB of 

developing economies of Asia 
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2.3 Review of Studies on Other Determinants of Current Account Balance 

There are some other determinants of the current account balance discussed in vacant 

literature.  Yurdakul and Ucar (2015) discussed that economic growth could decrease 

current account deficit in Turkey. The study reported that a one percent increase in 

growth rate could cause 0.2642% reduction in current account deficit. Selcuk and 

Yardimcik (2015) found positive contribution of GDP growth, REER, and trade 

liberalization in the trade deficit of Turkey, whereas terms of trade was found the 

insignificant determinant of trade deficit of Turkey.  

Matlasedi (2016) identified REER, domestic GDP, money supply, terms of trade and 

foreign reserves as significant determinants of the trade balance. The study found that 

REER, GDP and money supply negatively but significantly affect trade balance. 

Whereas, terms of trade and foreign reserves had a constructive effect on the trade 

balance.  

Shah and Majeed (2014) explored income, money supply, and REER were significant 

determinants of the trade balance for Pakistan. The study also found that REER had 

an undesirable effect on trade balance in the short run and long run. In contrast with 

Shah and Majeed (2014), Guechari (2012) explored that REER has encouraging 

bearing on the trade balance in the long run and undesirable effect in short run in case 

of Algeria. Terms of trade was also found as important determinant of the external 

account. Umoru and Nwokoye (2014) found empirical evidence that terms of trade 

can deteriorate the balance of payment position of a country. The study concluded that 

along with terms of trade, inflation, exchange rate, external debt stock, and real output 

growth were the significant determinants of the balance of payment position for the 

case of Sub-Saharan African countries. Savings was another determinant of the 

balance of payment position. Perciun, Petrova and Gribincea (2017) and Olivei (2000) 
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found saving as a vital factor determining the country's external balance position for 

the case of Moldova and USA respectively.  

2.4 Review of literature on the Impact of FDI on Exports and Imports  

The effect of inward FDI on the trade components of the host country has been 

considerably debated. There has been diverse views about the influence of FDI 

inflows on exports and imports of the country, subject to the type and source of FDI 

and level of development of the host country. Most of the existing literature on FDI 

and international trade gave two diverse views. Most of the available studies found 

out the complementary relationship between FDI and international trade, indicated 

that FDI can encourage export and imports and contributes to enhance the volume of 

international trade (Ahmad, Alam, Butt & Haroon, 2003; Zhang, 2005; Banga, 2006; 

Majeed & Ahmad, 2007; Abual Foul & Soliman, 2008; Goh et al., 2013). This section 

of the review of literature will cover the existing body of knowledge on the effect of 

FDI on international trade and other determinants of the trade balance. 

Imports growth has a complementary association with FDI and FDI can encourage the 

exports. A study by Liu, Wang and Wei (2001) established the complementary 

relationship among the imports, FDI, and exports of China. A panel of China and 19 

home countries was used for bilateral trade for 1984-98. Unit root test, standard T-bar 

and LM-bar tests were applied for empirical investigation. The results revealed a one 

way complementary relationship between imports growth to FDI inflows, FDI inflows 

to exports, and finally exports to imports. Findings explored, FDI has constructive 

influence on exports of China. 

Some empirical studies focused the FDI and growth nexus. A study by Ahmad et al. 

(2003) also explored the causal relation between FDI, economic growth and exports. 
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Time series data for Pakistan‟s economy was used for the year 1972 to 2001. The 

study variables were exports, manufacturing production, foreign direct investment, 

foreign income and exchange rate. Before the estimations, the ADF test was carried 

out to check the stationarity of the variables. Afterward, the Johansen cointegration 

test was applied to identify the number of cointegrated equations among the study 

variables. At the final stage of the analysis causality test developed by Toda and 

Yamamoto (1995) was applied to determine the direction of causality. Results of the 

ADF test confirmed, all variables became stationary at first difference. Johansen's 

cointegration test revealed there were three cointegrating vectors among study 

variables that confirmed the long run relationship. Results of the causality test 

determined that there was one way causality from exports to output growth. These 

results endorsed the exports-led growth hypothesis. Causality was also found from 

FDI to domestic output growth. That means domestic firms also took benefit from 

international firms. Results revealed that there was no causality from FDI to exports. 

It indicated that inward FDI did not contribute to exports growth in case of Pakistan 

for the study period. The possible reason for this result could be that inward FDI was 

not in export-oriented sectors. 

In 1978 China was at 32nd number among the significant exporter countries of the 

world. However, China improved its ranking to 3rd number in 2004. One of the 

primary reasons for this export boom in China is the increasing volume of foreign 

direct investment in China. Did there any empirical connection between FDI boom 

and export boom in China? To empirically investigate this phenomenon, Zhang 

(2005) used country-level data from 1980 to 2004 for the Chinese economy and also 

used the cross-sectional data of 186 Chinese industries for the year 1995. The 

variables used in the study were exports, FDI stock, domestic capital stock, wage rate, 
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and economies of scale. Different specifications were used for empirical analysis. The 

first specification was for the determination of the influence of FDI stock on the 

exports of overall industries. Two further specifications were used to determine the 

influence FDI on the exports of labor-intensive industries and on the exports of capital 

intensive industries respectively. Results demonstrated FDI stock had a constructive 

effect on exports in each specification. The effect of FDI on exports was not only 

progressive but also it was larger than the impact of domestic capital especially in 

labor-intensive industries.  

Banga (2006) highlighted the exports diversifying influence of inward FDI on the host 

(Indian) economy. Using the industry level and firm-level data, study estimated the 

hypothesis empirically. A panel of 74 industries for six years (1985-1990) was used. 

Two types of industries were included in the analysis. First, the traditional Industries5 

and second, the nontraditional sector. Further, the firm level data was also used for 

analysis. Sample of 1448 nontraditional firms was taken for analysis. It was 

hypothesized that FDI inflow in the host country could improve the export intensity of 

non-traditional industries and cause exports diversification. The second hypothesis 

was that US firms had a stronger effect on exports intensity of nontraditional firms 

than the Japanese firms. The third hypothesis stated that, US firms had a stronger 

spillover effect on the exports of domestic firms of the host country than the Japanese 

firms. The Fixed Effect (FE) and Random Effect (RE) models were used to carry out 

the results. Independent variables were measured as foreign equity as a ratio of total 

equity, Japanese equity as a ratio of total equity and US equity as a ratio of total 

equity. Other control variables were the size of the country, rate of protection, capital-

                                                 

5
The traditional sector was comprised of industries having more than 1% share in world exports during 

the sample period. Conversely, the nontraditional sector was consisting of those industries having less 

than 1% share in world exports during the sample period. 
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labor ratio, payment made by industries for royalties and technical fesses, gross 

profitability, imports of spares and stores, the extent of vertical integration in the 

industry, advertisement, R & D and skill intensity. Results endorsed the hypothesized 

impact of FDI. Results demonstrated FDI inflows had encouraging contribution to the 

exports intensity of nontraditional sector which revealed the diversification of the 

exports to some extent. Whereas, the role of FDI inflows in exports promotion of 

India was different from different source countries. US firms had a substantial 

influence on India's exports while Japanese firms did not have. The further firm-level 

analysis showed that US firms had stronger spillover effects on exports of domestic 

firms than the Japanese firms.  

In vertical FDI, the primary aim of FDI is to explore the resources of developing 

countries to lower the cost of production. Most of the Multinational Companies 

(MNCs) choose the developing economies for FDI as platform for exports. Based on 

this argument Majeed and Ahmad (2007) explored the factors responsible for volume 

of FDI and the volume of exports. The study demonstrated the complementarily or 

substitutability between FDI and exports. Initially, the study took a sample of 155 

countries then reduced it to 49 developing countries based on data availability. WDI 

database was used to obtain the required data. Time series of the variables covered the 

period 1970 to 2004. Fixed Effect model through Three-Stage Least Square (3SLS) 

was used for empirical analysis. The study used two specifications, one for the 

determinants of FDI and second for the determinants of exports. First specification 

included the variables exports, GDP, GDP growth, domestic absorption, external debt, 

exchange rate, balance of payment, national savings, domestic investment, credit 

facility, government consumption expenditures, official development assistance, 

indirect taxes (aforementioned all variables were taken as a percentage of GDP) 
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number of televisions, urban population and number of telephones. The second 

specification included the variables exports, national savings, FDI, GDP, indirect 

taxes, exchange rate, industry value added, number of televisions, and number of 

telephones per 1000 persons. Results of the second specification revealed that FDI, 

GDP, domestic investment, and national saving had positive and significant effect on 

exports. Coefficient of the exchange rate was positive but insignificant.    

Policy makers in the Middle East and North Africa (MENA) officially announced and 

pursued exports-led growth, as they believed that exports-led growth was the main 

engine of growth, especially in underdeveloped and transitional economies. Abual-

Foul and Soliman (2008) examined the effect of inward FDI on exports of MENA 

countries. The study used the panel data of MENA countries for the years 1975 to 

2003. Country-level data was used for the analysis. The simple gravity model of 

bilateral FDI was used for model specification. The dependent variable was a log of 

exports and exports were categorized into manufacturing trade and merchandise trade. 

Independent variables used in the study were GDP per capita, world GDP per capita, 

FDI and REER. All variables were used in log form to check the elasticity of exports 

with respect to explanatory variables. Fixed Effect and Pooled OLS econometric 

models were used for empirical investigation. Results indicated that most of the 

coefficients were significant with expected signs. Results revealed that FDI inflows 

had a positive and significant impact on manufacturing as well as on merchandise 

exports. 

Further, the elasticity of merchandise exports was greater relative to the elasticity of 

manufacturing exports. The effect of exchange rate6 was positive on exports. World 

GDP per capita had an imperative impact on exports. When FDI was measured as FDI 
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 ER was taken as the domestic currency to foreign currency ratio 
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stock, it had a progressive effect on merchandise exports but did not affect 

manufacturing exports. 

For the Pakistan‟s economy, foreign capital inflows become the primary source of 

financing to bridge the gap of domestic savings and investment. Foreign investment 

had remained an important sources of capital inflows. Pakistan adopted more open 

policies towards FDI inflows during Musharraf‟s era. However, most of the FDI in 

Pakistan came into telecommunication, energy, and finance sector. Sectors mentioned 

above are not export-oriented sectors. So the question was, did such type of FDI could 

affect exports or imports of the recipient country? To find the answer to this question 

Yousaf, Hussain and Ahmad, (2008) analyzed the time series data for Pakistan‟s 

economy. To check the impact of inward FDI, study used the data from 1973 to 2004 

for Pakistan‟s economy. Two techniques of cointegration were used to define the long 

run connection among study variables. Error Correction Model (ECM) and Impulse 

response functions were also performed. The model specification was based on the 

work of Khan and Kim (1999). Two models were specified to check the bearing of 

FDI inflows on export demand and imports demand. Log of exports and imports were 

taken as dependent variables. Apart from FDI, other control variables used in the 

specification were, log of GDP, relative price level, log of lagged FDI, and log of 

workers' remittances. Before applying the cointegration techniques, Augmented 

Dickey-Fuller (ADF) that was employed to fix the order of integration. The results of 

the empirical analysis confirmed that inward FDI had a positive impact on the 

demand for imports of the recipient country in short run and in long run as well. 

Results were statistically significant. While the FDI harmed exports demand for 

recipient country in the short run but had a progressive effect on exports in the long 

run.  
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In a study, Xiao (2009) discovered the bearing of FDI inflows on components of 

international trade. A time series data of the Chinese economy from 1984 to 2007 was 

used to check the long relationship and causality between the variables. Random 

Effect Model (REM) was used to carry out the empirical investigation. Apart from 

FDI inflows other variables included in the study were GDP of China, exports, 

imports, GDP of the partner country, distance, REER and two dummy variables. 

Expected results were found. The results showed that FDI inflows had an encouraging 

effect on exports and imports. However, it was also observed that FDI had not 

remarkable influence on exports and imports as compared to the country size 

measured by the volume of GDP of China and the GDP of the partner country. In the 

end, the study suggested that the analysis was carried out by using country-level data. 

While different industries may have a different profile on the association between 

international trade and FDI inflows, so, segregated data of industries may give a good 

understanding of the phenomenon.  

Multinational National Corporations (MNCs) have relatively high propensity to 

import as compared to domestic companies. To check the hypothesis that MNCs have 

higher tendency to import and most of the FDI becomes the source of import 

substitution instead to enhance the host country's exports, Tabassum, Nazeer and 

Siddiqui, (2012) used the data for Pakistan‟s economy. Time series data from 1973 to 

2009 was used for analysis. Two models were specified, one for import demand and 

the other for exports supply. Import demand and export supply were taken as 

dependent variables. Explanatory variables included real GDP, FDI, REER, relative 

price of imports and exports and a trend variable for technology. Cointegration and 

ECM were used to determine the long term and short term connection between study 

variables. Empirical results revealed, FDI inflows had an encouraging and statistically 
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significant effect on imports of the Pakistan‟s economy. This confirmed the import 

substitution role of inward FDI. In contrast, results also indicated that inward FDI had 

a positive impact on exports supply, but these results were statistically insignificant 

for Pakistan‟s economy as most of the inward FDI in Pakistan came into services 

sector rather than the export-oriented industries.  

Like some other studies, Goswami and Saikia (2012) also explored the contribution of 

foreign investment in exports of India. The study used the time series data for the 

Indian economy for the years 1991-92 to 2010-11. Prime aim of the study was to 

analyze the data trends during the period of investigation, secondly, to check the 

effect of FDI on exports of the host country. The research used the FDI as a 

percentage of GDP and as a percentage of GFCF, exports were also taken as 

percentage of GDP. Before investigation, ADF test was carried out to check the order 

of integration. All variable were found nonstationary at level and became stationary at 

first difference. At the second stage, the cointegration test was used to determine the 

long term impact. VECM was also used to define the direction of causality. Results 

confirmed the existence of long run connection and two way causality between FDI 

and exports in case of India. Results concluded foreign investment granger cause 

exports and imports.  

Malaysia is a middle-income country. It experienced a drastic change in its external 

account during 2007, as it becomes the net exporter of capital from the net importer of 

capital. Due to this shift, it was very genuine to reveal the influence of outward FDI 

along with the inward FDI on trade account of Malaysia. In contrast with other 

studies, Goh et al. (2013) investigated the effect of inward and outward FDI on the 

trade account of Malaysia. Data of 59 countries from 1991 to 2009 were used subject 

to the availability of the inward and outward FDI data. Two model specifications were 
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used for the analysis. Exports and imports were taken as dependent variables. 

Explanatory variables included product of GDP of I and J7 countries, product of 

population of I and J country, outward FDI from I to J country, inward FDI from J to I 

country, a dummy variable was used (value 1 for the countries with common spoken 

language), and distance between I to J country. Fixed Effect and Random Effect 

models were used to carry out the results. Results revealed, inward foreign investment 

had a complementary relationship with a trade account. That means an increase in 

inward FDI increased the host country‟s trade and the result was statistically 

significant. However, no significant results were found in case of outward FDI. The 

possible reason for the insignificant impact was that Malaysia placed 70% of its 

outward FDI in the services sector. So, non-tradable services contributed very little in 

the trade of Malaysia.    

In contrast with other studies, Jayakumar et al. (2014) by using descriptive statistics, 

elucidated the effect of FDI inflows on the exports and imports performance of India. 

The study used the monthly data of 2012 on FDI inflows, exports, and imports. The 

study found the positive effect of FDI inflows on exports and imports for the year 

2012.  

Enormous studies, found on the influence of inward FDI on exports and imports used 

time series data for single host economy (Banga, 2006; Goh et al., 2013; Goswami & 

Saikia, 2012; Jayakumar et al., 2014; Tabassum et al., 2012; Xiao, 2009; Yousaf et 

al., 2008; Zhang, 2005) only two studies were found, which used panel data (Abual-

Foul & Soliman, 2008; Majeed & Ahmad, 2007). Studies used cointegartion 

(Goswami & Saikia, 2012; Tabassum et al., 2012; Yousaf et al., 2008; Zhang, 2005) 

and fixed effect/random effect models for analyses (Abual-Foul & Soliman, 2008; 
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 I indicates the FDI recipient country, J indicates investing country 
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Banga, 2006;  Goh et al., 2013; Xiao, 2009; Majeed & Ahmad, 2007). After 

reviewing the existing literature on the impact of FDI on exports and imports 

following hypotheses can be developed for the present study. 

2.4.1 Hypothesis (Exports/Imports and FDI) 

Ho: There is no impact of inward FDI on exports of the FDI recipient 

economy. 

Ha: There is some (positive/negative) influence of inward FDI on exports of 

the host economy in case of developing Asia 

Ho: There is no association between FDI and the imports of the host economy 

in case of developing Asia 

Ha: There is some (positive/negative) impact of FDI on imports of the host 

economy. 

2.5 Other Determinants of Exports and Imports 

Along with FDI existing literature identified some other significant determinants of 

exports and imports. Santos-Paulino and Thirwall (2004) identified trade 

liberalization as significant determinant of exports, imports and trade balance for the 

panel of 22 developing economies. Using fixed effect and GMM technique, study 

concluded that trade liberalization stimulated exports more than imports and 

eventually deteriorated the trade balance of the country.  Similar to work done by 

Santos-Paulino and Thirwall (2004), Chaudary and Amin (2012) also pointed out the 

trade openness as a vital determinant of exports, imports, and trade balance. 

Comparable results were found for Pakistan‟s economy. Results revealed that 
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openness increased the imports of Pakistan more than the exports and resultantly 

contributed to the trade deficit. Pathania (2013) explored two way causal connection 

between gross fixed capital formation and exports growth by using data of Indian 

economy from 1991 to 2010. 

Further the study found unidirectional causality from GFCF to imports. Bernasconi 

and Wuergler (2013) found per capita income and population as significant 

determinants for the quality and variety of imports for the panel of 123 countries. 

Hassan, Chakraborty, Sultana, and Rahman (2016) explored the role of REER in 

exports earnings of Bangladesh. The study used data from 2003 to 2015 and 

employed the cointegration technique for analysis. The study revealed that an 

appreciation of REER could decrease the exports earnings of Bangladesh economy.  

2.6 Research Gap/Contribution of the Present Study 

Most of the existing literature on FDI and Corruption used the panel data analysis. 

The available literature specified the panel of countries as developed (Sadig, 2009; 

Habib & Zurawicki, 2002), developing (Udenze, 2014; Sadig, 2009; Habib & 

Zurawicki, 2002), less developed countries (Azam & Ahmad, 2013), Latin American 

countries (Godlinez & Liu, 2015), OECD countries (Barassi & Zhou, 2011; Wah, 

2009; Egger & Winner, 2006; Egger & Winner, 2005), and African countries (Quazi 

et al., 2014). None of the available studies discussed the panel of developing Asian 

economies. Furthermore current study has used relatively new estimation technique 

which is system GMM. None of the available studies8 used this technique to examine 

the effect of corruption on inward FDI. Most of the available studies used fixed effect 

                                                 

8
  Quazi et al., (2014) is the only study which used GMM techniques for the panel of 

African countries. 
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(Kolnes, 2016; Godlinez & Liu, 2015; Azam & Ahmad, 2013; Barassi & Zhou, 2011; 

Al-Sadig, 2009; Egger & Winner, 2006; Zhao, Kim and Du, 2003; Wei & Wu, 2002) 

random effect models (Kolnes, 2016; Azam & Ahmad, 2013; Wei & Wu, 2002), 

Generalized Least Square (GLS) method (Quazi, 2014; Ardiyanto, 2012), and simple 

Ordinary Least Square (OLS) model (Bayraktar, 2014; Udenze, 2014; Ardiyanto, 

2012; Al-Sadig, 2009; Wah, 2009; Hakkala et al., 2008;  Drebek & Payne, 2002) for 

regression analysis. 

It is generally believed that corruption is a severe problem of developing and less 

developed nations. So the inspiration for the present study was taken from this 

phenomenon. The present study aims to discover the effect of the level of corruption 

on FDI inflows in developing Asian Economies, in the existing literature the effect of 

corruption on FDI inflows in developing Asia is not directly addressed.  

Additionally World Investment Report (2015) reported, developing Asia is the 

potential recipient of FDI inflows and has received the largest amount of FDI in 2014. 

It indicates that developing Asia has become the main recipient of FDI inflows.  

Available literature on FDI and current account balance used time series analysis for 

individual countries [Rahman, 2016; Nguku, 2013; Ali & Shaheen, 2013; Gheorghe & 

Vasile, 2012; Kaur et al., 2012; Jaffri et al., 2012; Ehimare, 2011; Nkuna & 

Kwalingana, 2009; Hossain, 2008; Siqqui & Ahmad, 2007; Seabra & Flach, 2005]. 

Only a few studies are found which used panel data analysis [Alencar & Strachman, 

2014; Liu et al., 2001; Calderon et al., 2002]. To the best of my knowledge none of 

the studies is found that analyzed the panel of developing Asian economies. Studies 

on FDI and current account balance mostly used only causality analysis [Rahman, 

2016; Liu et al., 2001] or Cointegration techniques [Ali & Shaheen, 2013; Kaur et al., 

2012; Jaffri et al., 2012; Nkuna & Kwalingana, 2009; Siqqui & Ahmad, 2007]. None 
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of the study found which used system GMM technique to analyze the impact of FDI 

inflows on CAB. Besides, existing literature covered the data till 2012, while the 

present study used data up to 2017 keeping in view the fact that developing Asia 

received the highest amount of FDI in 2014. 

  



 

 

64 

 

CHAPTER 3 

THEORETICAL FRAMEWORK 

Chapter 2 gave details about the vacant literature on the study variables. After a 

comprehensive review of the literature, the present chapter will explain the theoretical 

linkages of the study variables to develop a conceptual structure for the hypothesized 

relationships among study variables. Conceptual framework will elaborate the 

theoretical justification of the effect of explanatory variables on the dependent 

variable. The theoretical framework will help to formulate a model in the next chapter 

for empirical investigation of the phenomenon under discussion. Section 3.1elaborates 

the conceptual aspects of FDI and theories of FDI. Section 3.2 gives the details of 

theoretical linkages of FDI and the determinants of FDI including corruption. Section 

3.3 provides detail about the model of CAB and trade components. The section covers 

the description of CAB, exports and imports and the theoretical channels of the 

influence of FDI and other control variables on CAB and trade components (exports 

and imports).  

3.1 Foreign Direct Investment  

FDI is believed the most important channel of capital inflows. This is different from 

portfolio investment since the investing company is interested in acquiring ownership 

and management of the investment. "A cross border investment in which a resident in 

one economy acquires a lasting interest in an enterprise in another economy" (IMF, 

2003). The investor owns a minimum of 10% ownership rights in this form of 

investment. FDI can take place investment by a single investor or/and by a company. 

FDI includes both inflows and outflows. Further FDI includes flows and stock. FDI 

inflows are the volume of FDI that comes into a country every year that is also called 
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equity capital, whereas stock FDI means total size or the accumulated value of FDI 

which includes reinvested earning and intercompany loans along with equity capital.  

3.1.1 Theories of Foreign Direct Investment 

Many theories of FDI emerged over time with the changing scenario of the global 

world. The first theory of FDI was comparative advantage theory by Ricardo. Later 

on, in the 1980s two Japanese researchers (Kojima & Ozawa, 1984) tried to improve 

the comparative advantage theory by restructuring it as a comparative disadvantage of 

one country in the production of one good. Initially, the literature on FDI gives 

evidence about another theory of FDI called gravity theory of FDI (Pioneers studies 

used gravity model are Linemann (1966), Pöyhönen (1963), Pullainen (1963), and 

Tinbergen (1962). Gravity approach stated that FDI takes place in geographically 

closer countries. Robert Mundell (1957) tried to explain the phenomenon of FDI in a 

way that FDI can take place when countries producing identical product requires more 

units of one factor than the other in one country and vice versa in the second country.  

Another theory, named production cycle theory was established by Vernon (1966). 

The production cycle theory explained four production stages: innovation, growth, 

maturity and decline. According to this theory, developed nations have an advantage 

of new technology in the first stage of production. In an innovative stage of 

production, countries do not want to share their technology; therefore, FDI takes 

place. Another theory based on exchange rate risk was analyzed by Itagaki (1981) and 

Cushman (1985). The theory explained that FDI takes place to reduce exchange rate 

risk. 

All the above-cited theories failed to explain some of the types of FDI. Relatively 

more applicable theory named Internalization theory is presented by Hymer (1976). 

The theory argued that FDI takes place in a country if and only if the foreign investor 
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has some advantages over a local competitor. Due to market imperfections, a local 

investor may have more information than the foreign investor. Therefore foreign 

investor overcomes the market imperfections by creating own market i-e 

internalization. Hymer (1976) argued those foreign firms invest only in a situation 

when firms‟ benefit from FDI exceeds the cost of information and currency risk. The 

theory was a significant development to understand the basis of FDI. The most 

applicable theory presented by John Dunning (1977) also incorporated the concept of 

internalization in his theory. 

The beauty of “Eclectic Theory” of FDI is, it is a mixture of different concepts and 

theories. Dunning presented it in 1977. This is not a formal theory which is 

scientifically proved but this theory provides a significant way to understand the basis 

for FDI and explain the phenomenon why does a firm choose to become a 

multinational firm? The framework of eclectic theory based on three dimensions 

Ownership, Location, and Internalization (OLI). This framework addressed three 

basic questions related to FDI inflows why, where and how FDI takes place. 

The OLI framework explains that FDI takes place if and only if a firm has three 

advantages: 

a) Firm necessarily have ownership advantage (O) 

b) There must some location advantages to the firm (L) 

c) It should be beneficial for the firm to internalize with final consumers of the 

product (I) 
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a) Ownership (O) 

This first component of OLI framework Ownership addresses the question of why to 

invest in a foreign country? The multinational firms have some benefits over the 

domestic investor. These are firm-specific advantages that may be in the form of 

tangible or intangible assets. Ownership advantages may include the patent rights, 

technology, administrative abilities, availability to cheap raw material, economies of 

scale and marketing strategies. 

b) Location  

Location factor addresses the question where FDI should locate? How to select the 

host country for FDI?  Characteristics of FDI recipient economy have a great 

influence in the selection of the location of a MNC. The firm chooses to become 

multinational because it can produce near to final consumers, save transport cost, can 

get the benefit of cheap resources, and jump the trade barriers. In location advantage, 

the category of FDI is very imperative. In case of horizontal FDI, the objective of a 

firm is to increase its market size. The firm produces abroad to increase the access of 

consumers to the product. The firm repeats the domestic production techniques in an 

external locality. In vertical FDI, the objective of MNC is the exploitation of cheap 

resources of the host economy to lower the cost of production. 

3. Internalization  

The last element addresses the question of how does FDI takes place or how can 

foreign firms internalize market? If a firm has both the advantages of ownership and 

location, then the next question is should the firm produce itself, or it should operate 

through licensing or franchise. If the benefits are higher than the cost of 

internalization, the firm must produce itself. Sometimes MNC does not want to share 
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its production technology with others, or there may be a risk of brand reputation with 

an external contractor.  

Hence, the eclectic theory concludes that, more the advantages (of ownership, 

location, and internalization) a firm gains, more will be the volume of its FDI.  If the 

firm has considerable possession and internalization returns and the location 

advantage benefit the home country, then the firm will produce domestically and will 

supply its product to the rest of the world. 

3.2 Corruption and other Determinants of Foreign Direct Investment 

(FDI) 

3.2.1 Corruption 

Corruption is immoral behavior, which defies to the set and accepted social 

and moral norms/values. It is a behavioral pattern which severely hurts the norms of 

the society and leaves it with worse consequences. There is not a single definition of 

corruption. Different people define corruption differently. It is imperative to set up 

what we understand by the term „corruption‟. Since, there is no consensus on a single 

definition of corruption. 

Longman active dictionary defines corruption as "dishonest or immoral behavior by 

politicians or by people holding public office." Corruption is defined as “illegal and 

dishonest behavior” (P. 196) by Oxford dictionary. Transparency International 

defined corruption "the abuse of entrusted power for private gain." The definition 

often used by social scientists is “the abuse of public office for private gain” (Nye, 

1967). 

Although a considerable amount of theoretical and empirical literature is available on 

corruption, however, there is still no agreement on the outcome of corruption on 
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economic activity. The debate about the impact of corruption on inward FDI is still 

unsettled. Existing studies on this issue can be broadly categorized into two main 

theories. Some argued that corruption has a positive impact on inward FDI and 

facilitate foreign investors (helping hand hypothesis). On the contrary, it is argued that 

corruption is deterrence to FDI inflows by increasing the cost of doing business 

(grabbing hand hypothesis of corruption).  

3.2.1.1 Helping-Hand Theory of Corruption 

Corruption can perform the role of helping hand in the economy [Lui, 1985; Beck & 

Maher, 1986; Bjorvatn & Soreide, 2005; and Saha 2003]. Literature in favor of 

helping-hand theory demonstrated that corruption could be a good lubricant for 

complicated process and rigid economic regulations rather than deterrence to business 

by multinational companies. This might be more applicable in the case where 

multinational companies are operating a business in developing countries. Foreign 

firms can avoid the red-tapism and complicated bureaucratic procedures by bribing 

the officials of the host government, and they can get the benefits by creating near 

monopoly power (Tanzi, 1998). The helping hand theory of corruption argued that 

corruption in the host country can facilitate foreign investment in many ways and can 

increase efficiency and economic growth.  

Helping hand theory claimed that corruption could serve as grease money and 

efficient lubricant in a rigid bureaucratic process and red-tapism. Consequently, 

corruption can increase the return of foreign direct investment and can increase 

economic efficiency. First of all, by bribing government officials foreign investor can 
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speed up the bureaucratic paperwork and can get permits and license without 

unnecessary delays (Leff, 1964; Leys, 1965; Huntington, 1968; Lui, 1985). Second, 

they can avoid government regulations; for example, they can skip inspections. 

Third, they can reduce the risk of government predatory behavior and get the benefit 

of low tax or can avoid taxes (Cai, Fang, & Xu, 2011; Hellman, Jones, & Kaufman, 

2003). Fourth, foreign investors can get public funds or access to publically funded 

projects (Tanzi & Davoodi, 2000). Fifth, in some cases foreign investors even can 

charge over the price for public services. 

Additionally corruption can increase allocative efficiency.  In a competitive bidding 

market with incomplete information, the firm having the lowest cost of production 

would have the highest willingness to pay bribery so that that firm can get the 

government procurement contracts. In this way, bribery can lead to allocative 

efficiency in the competitive bidding system even with incomplete information. 

Helping hand theory of corruption is empirically supported by Egger and Winner, 

2005; Barrasi and Zhou, 2011; Ardiyanto, 2012; Petrou and Thanos, 2014; Ravi, 

2015; Kolnes, 2016 and Xu et al. 2017. Given the above discussion, a theoretical 

framework for helping hand theory of corruption can be formulated as under. 
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3.2.1.2 Grabbing-Hand Theory of Corruption 

The grabbing hand theory of corruption indicated that corruption is a deterrence for 

international business by raising the cost of doing business and reducing the profit 

incentives for investing firm. Corruption is considered a double edge sword that can 

reduce the volume and efficiency of foreign investment in so many ways.   

1. Increase the cost of doing business: corruption can increase the cost of FDI. 

Paying in the form of bribery is just like a fixed cost for firms. Corruption is 

just like an extra tax for the firm (Bardhan, 1997; Glass & Wu, 2002). 

2. Increase uncertainty: corruption can increase the uncertainty about the future 

returns of the investment. Although firms pay bribery to host country's 

officials still there is an uncertainty of getting the benefits foreign investors 

Can reduce bureaucratic delays/speed up 

the process of getting permits/ licenses 

Bribing government officials, investor 

can get preferential treatment 

Can increase the ease of doing business 

and facilitate the foreign investors 

Can increase the returns on investment 

and increase the profit margin 

Can get access to 

public 

More corrupt practices in the host country 

Increase inward FDI 

Figure 3.1 Positive Impact of Corruption on Inward FDI 

It can reduce government predation. 

Can avoid 

taxes 

Can get the benefit 

of cheap local 

Can charge a 

higher price for 
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paid for. Further with the change of government the form of corruption can 

change, or new government may follow the anti-corruption policies that can 

harm the return of foreign investment. 

3. Risk of being caught: firms using corruption as a tool to speed up their 

business activity always in danger of being caught. If a firm is tangled up in a 

corruption scandal, it can not only lose its investment returns but also can lose 

its market credibility for future investment (Zhao, Kim, & Du, 2003). 

4. A corrupt contract is not enforceable in courts: this is an additional cost 

associated with corrupt contracts. If a firm cannot get the benefits of bribery, it 

cannot challenge it at any forum as corrupt contracts have no legal status 

(Boycko, Shleifer, & Vishny, 1995).  

5. Distort the allocation of resource: corruption can distort the resource from 

productive activities to nonproductive uses. Thus decrease the efficiency of 

investment by lowering output (Zhao et al., 2003). Moreover, corruption can 

also increase the transaction cost (Shleifer & Vishny, 1993; Mauro, 1995; 

Bardhan, 1997; Wei, 2000a; Glass & Wu, 2002). 

6. Reduce the productivity of public infrastructure: corruption in the host 

country increases the misuse of public infrastructure and lowers the 

productivity of public inputs. These factors can reduce the attractiveness of a  

7. country as destination of FDI (Bardhan, 1997; Rose-Ackermann, 1999; 

Lambsdorff, 2003). 

8. Corruption can negatively affect other determinants of FDI: although 

corruption has a direct negative impact on inward FDI. Furthermore, it can 

negatively affect the other determinants of FDI. Corruption can reduce the 

volume of economic growth by lowering the volume of GDP (Mauro, 1995); 
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can decrease productivity of public investment by lowering the quality of 

public infrastructure (Tanzi & Davoodi, 1997); can reduce the quality of 

human capital by lowering the education quality and health services (Gupta, 

Davoodi, & Tiongson, 2000); and corruption can reduce the efficiency and 

volume of domestic investment (Sarkar & Hasan, 2001). 

Smazynska and Wei (2000), Wei and Wu (2002), Drabek and Payne (2001) Habib 

and Zurawicki (2002), Zhao et al. (2003), Voyar and Beamish (2004), Egger and 

Winner (2006), Ohlsson (2007), Pajunen (2008), Hakkala et al. (2008), Brouthers et 

al. (2008), Wah (2009), Sadig (2009), Zurawicki and Habib (2002), Alemu (2012), 

Azam and Ahmed (2013), Bayrakar (2014), Quazi, (2014), Quazi et al. (2014), 

Udenze (2014), and Godlinez and Liu (2015) sustained the grabbing hand hypothesis 

of corruption. A theoretical framework for grabbing hand hypothesis can be 

formulated as under. 

 

 

 

  



 

 

74 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Figure 3.2 Negative Impact of Corruption on Inward 
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3.2.2 Domestic Investment 

Domestic investment of host economy is a vital factor attracting inward FDI. 

Domestic investment is a good indicator for the future path of the economy. 

Economies with a high level of domestic investment expected to grow faster and such 

economies become the preference of foreign investors. Bayraktar (2014) and Udenze 

(2014) proved that domestic investment can increase the volume of inward FDI.   

       

Figure 3.3 Relationships between Domestic Investment and FDI 

3.2.3 Economics Openness 

Economic openness is an indicator for a country‟s connected to the global economy in 

the form of trade relations and fewer barriers to capital flows. Economic freedom is 

an incentive for a foreign investor to invest more. Multinational companies are 

interested in the degree of openness of the host country for two main reasons. One 

reason is that foreign investors import machinery, intermediate inputs and sometimes 

the raw material. Secondly, they may be interested in exporting their product 

produced in the host country. For both the reasons, they prefer more open economies 

for FDI (Quazi et al., 2014; Bayraktar, 2015). If the host economy has more economic 

openness, foreign investors can easily import the capital goods, machinery, experts 

and raw material. Further, they can easily export their output that facilitates the 

foreign investor to increase their return.     
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10.  

11. 3.2.4 Inflation  

12. Inflation rate as a measure of macroeconomic stability is a strong factor 

determining the volume of inward FDI. The stable inflation rate is an indicator 

of macroeconomic stability. Thus foreign firms can calculate their future 

returns with certainty.  So, a stable inflation rate can encourage foreign 

investment (Azam & Ahmad, 2013). 

13.  

14. 3.2.5 Labor Endowment 

15. In the case of vertical FDI
9
 (Resource Seeking), the main objective of the 

foreign firm is to exploit cheap local resources of the host economy. 

Availability of cheap, healthy and educated labor is an incentive for the 

foreign investor. More labor available for work will lead to a low wage rate. 

Low wage rate can reduce the cost of production and can increase the returns 

                                                 

9
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on investment. Thus labor availability in the host economy can attract more 

inward FDI (Alemu, 2012)  

16.  
17. Figure 3.6 Relationship between Labor Endowment and FDI 

18. 3.2.6 Market Size 

19. For horizontal/market-seeking FDI market size of the host economy is a 

significant determinant. Large market size indicates more opportunities for a 

foreign investor. It is also an indicator of more demand for products produced 

by foreign firms. Large market size means more opportunities and more 

demand. More demand for the product will lead to higher returns and profit 

margin for foreign investors. Eventually, it will encourage more foreign 

inward investment. Total GDP can be a good measure of the market size 

(Janicki & Wunnava, 2004). 

20.  

21. 3.2.7 Consumption Capacity 

22. For market-seeking FDI (Horizontal FDI) the consumption capacity of the 

host economy is a significant factor. Per capita GDP as a measure of 
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consumption capacity is essential element determining the level of inward 

FDI. High per capita income is an indicator for higher consumption capacity; 

can attract more inward FDI (Quazi et al., 2014) 

23.  

24. 3.3 Model for Current Account Balance and Components of 

Trade Account (Exports and Imports) 

25. 3.3.1 Current Account Balance 

26. Balance of payment of a country is a systematic record of all economic 

transactions with the rest of the world. Balance of payment has two main 

accounts namely current account balance and capital account balance. The 

current account is the most crucial account in the balance of payment. Current 

account balance further comprises of two sub-accounts which are as follows: 

27. 3.3.1.1 Trade Account 

28. Trade account is the balance of exports of goods/services and imports of 

goods/services. It is the difference between the unit value of exports and the 

unit value of imports. The zero value of this account indicates trade balance; a 

positive value indicates a surplus in trade account (when exports are higher 

than imports), and the negative value indicates a deficit in trade account (when 

imports are higher than exports). 
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In trade account there are two components one is goods (tangible) and the other is 

services (nontangible). Goods are physical items, one can have ownership and can 

transfer that ownership through transactions. On the contrary, services include the 

manufacturing services, maintenance and repair services, transport, travel, 

construction, insurance and pension, financial services, charge for intellectual 

property rights, telecommunication and IT services, personal, cultural and recreational 

services (Balance of Payment Manual 06). 

3.3.1.2 Income Account 

Income account comprises of two sub categories one is primary income account and 

the other is secondary income account. Primary income account includes the income 

that institutional units earn for their contribution in the production process 

(compensation of employees) or the provision of financial resources or renting out the 

other natural resource (income associated with ownership of inputs, financial 

resources, natural resources or raw material, etc.) to other institutions. Sources of 

primary income are compensation of employees, dividends, reinvested earnings, 

interest rate, investment income, rent and taxes, etc.  

The secondary income account shows a balance between total credits less debits of 

secondary income. Secondary income account includes personal transfers, current 

taxes on income and wealth, social contributions and benefits, a net premium on 

nonlife insurance, non-life insurance claims, current international cooperation and 

miscellaneous current transfers. Remittances are a significant component of personal 

transfers (Balance of Payment Manual 06). 

3.3.2 Impact of FDI on CAB of Host Economy 

Inward FDI can affect host economy differently. It depends on the type and nature of 

FDI and the features of the host economy. FDI inflows have many positive outcomes 
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and can also have discouraging consequences on the host economy. Like other 

outcomes, one significant outcomes of FDI is that it can alter the composition and 

volume of international trade and can disturb the CAB position of the host economy. 

FDI can have a complementary relationship with the trade or substitutability impact 

on trade. In vacant literature on FDI it is argued that horizontal FDI (that is also called 

market-seeking FDI) can have substitutionary impact on trade, since the main 

objective of horizontal FDI is to expand the market share and to avoid the trading 

barriers, trading cost and to reduce transportation cost (Markusen, 1984; Markusen & 

Venables, 1995). On the contrary, some others claimed that FDI has a complementary 

relationship with the trade. They argued that vertical FDI/ efficiency-seeking FDI
10

 

complement the international trade in host economy (Helpman, 1984; Helpman & 

Krugman, 1985). Gray (1998) also claimed that market-seeking FDI can distort the 

international trade; however, efficiency-seeking FDI can enhance the volume of 

international trade.  

3.3.2.1 Negative Impact of FDI on Current Account Balance 

One of the negative impacts of inward FDI is that it can harm the macroeconomic 

stability of the host economy causing imbalances in the current account of the host 

economy. Inward FDI can harm domestic investment as it can crowd out the domestic 

investment. Agosin and Mayer (2000) concluded that FDI had discouraged domestic 

investment in the case of Latin America. By reducing the volume of domestic 

investment, FDI can create imbalances in the external account. Turner (1991) 

determined that FDI can magnify the external account imbalance by increasing capital 

outflows from deficit countries and capital inflows in surplus countries. Seabra and 

                                                 

10
When the main objective of MNCs is to get the benefit of cheap inputs/resources available 
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Flach (2005) determined that inward FDI could cause deficit in CAB of the host 

economy, when MNCs started profit repatriations. Calvo, Leiderman, and Reinhart 

(1996),Yang and Zou (2007) and Siddiqui and Ahmed (2007) also argued that inward 

FDI could deteriorate the current account balance position of the host economy by 

widening the gap between national investment and national savings. Kaur et al. (2012) 

tried to discover the impact of inward FDI on CAB through trade components. They 

established a constructive influence of FDI on exports and imports of the host 

economy. However, the impact on imports is stronger than the impact of FDI on 

exports since MNCs increase the import of high technology goods and services. In 

this way inward FDI can deteriorate the current account balance position of the host 

economy. Lehman (2002) claimed FDI can enlarge the profit repatriations and 

eventually cause the CAB deficit. Woodward (2003) also concluded that profit 

repatriation as an outcome of FDI is just like repayment of a loan for the host 

economy. Kumar (2007) and Mencinger (2008) also demonstrated that a more 

substantial volume of inward FDI is associated with the larger volume of profit 

repatriation and can magnify the volume of current account deficit. Similar to other 

studies, Bhagwati (1998) also revealed that in the case of small developing economies 

inward FDI could deteriorate the current account balance position of the country. The 

immediate impact of inward FDI on balance of payment was positive because it 

entered as a credit entry in the capital account, but short run and the medium-term 

impact could be harmful. MNCs usually have high propensity to import. They import 

the intermediate goods and services and in some cases even raw material which is not  
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readily available in the host economy (Khan & Kim, 1999). Given the above 

arguments, we can formulate the framework of the negative impact of inward FDI on 

Current Account Balance. 

Figure 3.9 Negative Impact of FDI on Current Account Balance  

 

 

 

 

 

 

 

 

 

 

3.3.2.2 Positive Impact of FDI on Current Account Balance 

Jansen (1995) demonstrated that in the short run, inward FDI could have a positive 

impact on private investment and economic growth of the host economy, but in the 

long run it can worsen the current account balance position of the host economy. 

Mucchielli and Soubaya (2000) claimed that inward FDI has a positive impact on 

international trade, since it can increase the exports and imports of the host economy. 

In line with the findings of Mucchielli and Soubaya (2000), Samsu, Derus, and Ooi 
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(2008) explored that inward FDI can increase the exports of the host economy in the 

long run. Another study by Athukorala and Menon (1996) found out that export-

oriented FDI inflows can increase the exports of the host economy. Hossian (2008) 

identified that inward FDI has long run positive impact on exports and imports of the 

host economy. Bajo-Rubio and Montero-Muñoz (2001) also found a complementary 

relationship between FDI and exports of the host economy. Sarno and Taylor (1999) 

asserted that capital flows to developing countries are the primary source of financing 

in current account deficit countries. Capital flows provide finances to stable the 

current account balance position of a country. Phang (1998) also confirmed that FDI 

is attracted to countries having great trade potential, indicating that FDI companies 

can increase the exports of the host economy or can decrease the imports by 

producing import substitution products in FDI host economy. Demekas, Horvath, 

Ribakova, and Yi, (2005) found the positive spillover impact of inward FDI on the 

domestic economy. He argued that FDI could increase the economic growth and 

productivity of host economy through the transfer of technology, skills, and 

knowledge; enhance competition in the local market, can increase the exports of the 

country as a result of better access to the world market. Liu, Burridge, and Sinclair, 

(2002) explored that the growth of inward FDI had a complementary relationship with 

exports. Based on the above arguments we can formulate the framework of the 

positive impact of inward FDI on the current account balance of the host economy.  
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Figure 3.10 Positive Impact of FDI on Current Account Balance 
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3.3.3 Trade Openness (TO) 

Trade openness is directly related to the volume of exports and imports. However, the 

overall impact of trade openness on current account balance depends upon the relative 

magnitude of exports and imports. Chinn and Prasad (2003), Santos-Paulin (2002), 

and Selҫ uk, Karaҫ or, and Yardimci (2015) explored trade liberalization has a strong 

significant relationship with trade balance. Liberalization means fewer barriers to 

international trade that can increase the volume of exports and imports.  

 

3.3.4 Terms of Trade (ToT) 

The impact of terms of trade on the current account balance is theoretically vague. It 

can either take a positive sign or a negative sign. The sign of terms of trade on current 

account balance can be explained through Harberger-Laursen-Metzler Effect (HLME) 

and the Marshal-Learner condition. HLM effect indicates that deterioration in terms 

of trade will lead to decrease in income, decrease in income will decrease the national 

savings and eventually it will worsen the current account balance position of a 

country (Harberger, Laursen, & Metzler, 1950). On the contrary, Marshall-Learner 

condition (Marshall, 1923 and Lerner, 1944) indicates that worsening terms of trade 

can benefit the current account balance position if and only if the sum of the absolute 

value of elasticities of exports and imports is greater than one. In that case, 

More 

liberalized/ope

n economy 

Fewer barriers 

to international 

trade  

Figure 3.11 Relationship between Trade Openness and FDI 

Increase the 

volume of 

exports and 

imports 

Overall 

positive/negative 

impact on current 

account depends on 



 

 

86 

 

depreciation in local currency can improve current account balance position of a 

country (Appleyard & Field, 1998; Chete, 2001; Krugman & Obsteld, 2015)  

Figure 3.12 Impact of Terms of Trade on Current Account Balance 

 

 

 

 

 

 

 

 

 

3.3.5 Real Effective Exchange Rate (REER) 

The theoretical link between current account balance and REER can be explained 

through Mundell-Flaming model (Flaming, 1962; Mundell 1963). The model explains 

that appreciation in REER will lead to expensive exports and cheaper imports in the 

country. This can adversely affect the country's competitiveness in the world market 

relative to its trade partners. The decrease in competitiveness can deteriorate the 

current account balance position of a country.  
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Figure 3.13 Impact of REER on Current Account Balance 

   

 

 

 

 

 

 

 

 

3.3.6 Per Capita GDP 

According to macroeconomic theory, imports are a part of the consumption function. 

Total consumption is directly related to income level. Increase in real income will 

lead to an increase in real per capita GDP; increased per capita GDP is an indicator of 

increased purchasing power that will lead to an increase in imports. Ultimately, 

increased volume of imports can worsen the current account balance position. 

Figure 3.14 Impact of Per Capita Income on Current Account Balance 
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3.3.7 Domestic Savings 

The macroeconomic theory suggested that the current account is equal to savings less 

investment. Current Account = Savings – Investment  

The equation indicates that if a country experiences a fall in savings with a constant 

level of investment. The fall in savings indicates high propensity to consume. If 

people consume more and save less investment level will fall. Eventually, the country 

will have to rely on imports. It will lead to a worsening current account balance. 

Another possible explanation is through answering, how a country can fill the saving-

investment gap? Capital inflows must fill the gap. Capital inflows cause a surplus in 

the capital account and a deficit in the current account. Since, it is expected that sign 

of domestic saving with current account balance would be positive. As Calderón et al. 

(1999) concluded that one percentage point increase in public savings could reduce 

current account deficit by 0.35%. 

Figure 3.15 Impact of Domestic Savings on Current Account Balance 

 

 

 

 

 

 

 

 

Based on the discussion presented in this chapter we can draw a following flow chart 

to demonstrate the theoretical links among main study variables. 
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Figure 3.16 Theoretical Linkages among Corruption, FDI and Current Account 

Balance 
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CHAPTER 4 

DATA AND METHODOLOGY 

This chapter will specify the methodology and estimation techniques in detail for the 

empirical investigation of the specified models.  The econometric techniques are 

discussed to explore the influence of corruption on FDI and to check the impact of 

FDI on CAB and on trade account components. Section 4.1 stipulates the model to 

explain the relationship between FDI and corruption with the help of some other 

control variables. Section 4.2 discusses the rationale and operationalization of the 

variables of the first model. Section 4.3 specifies the model to check the effect of FDI 

on the current account balance. Section 4.4 elaborates the model specification to 

capture the impact of FDI on components of the trade account balance. Section 4.5 

discusses the rationale and operationalization of three models respectively. Section 

4.6 consists of econometric specification of all (four) models of the present study. 

Section 4.7 highlights the rationale for estimation techniques, specified for the 

analysis. 

4.1 Model Specification for Corruption and FDI  

Models used for FDI generally based on Ownership, Location, and Internalization 

(OLI) theme developed by Dunning (1988). Ownership (O) addressed why 

multinational firms decide to invest abroad? The Location (L) factor addressed the 

question of how firms decide the destination country for FDI. Internalization (I) factor 

addressed the aspect of how firms internalize the markets. Corruption can affect all 

three (OLI) factors. Ownership and Internalization factors depend on the advantages 

related to the exploitation of cheap resources of the host country and to minimize the 

transaction cost. The gigantic empirical literature is available on the impact of 

corruption on FDI. Different empirical studies used different model specification. The 
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specification used in the present research is comprised of the work done by the work 

of Kolnes (2016), Quazi et al. (2014), Udenze (2014), Bayraktar (2014), Azam and 

Ahmad (2013), Sadig (2009), Hakkala et al. (2008), Ohlsson (2007), Habib and 

Zurawicki (2002), Drebek and Payne (2002). 

FDI =f (X)   (4.1) 

Here X vector denotes explanatory variables. In a specific term, explanatory variables 

are corruption, domestic investment, economic openness, inflation, and labor 

endowment, size of the economy and consumption capacity. The functional form can 

be written as:  

  (+)   (+/-)   (+) 

 

                                                           

   (+)  (+/-)   (+) 

 

                                              

   (+)   (+) 

 

                                                        

4.2 Rationale for Model Specification (Corruption and FDI) 

4.2.1                              

First and the most important explanatory variable of the model is the lagged value of 

FDI. The lagged value of FDI is an important determinant of FDI for many reasons. 

Foreign investors normally choose the destination country for profit maximization. 

They try to minimize the risk.  Furthermore, foreign investors may not react instantly 

to change in macroeconomic conditions of the host country. Foreign investors try to 
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shun the unfamiliar territories for investment. So the previous record of the host 

country regarding FDI can be an important determinant for current inward FDI. 

Lagged value of FDI is expected to have a positive impact on new inward FDI.  

4.2.2 Corruption  

Corruption is the key variable for the present model. Transparency International 

developed an index to measure the perceived level of petty corruption in the public 

sector. There are some other measures of corruption
11

, but the present study will use 

the Corruption Perception Index (CPI) by Transparency International (TI). CPI used 

country ranking and country score to determine the level of corruption. However, in 

the present study country score is chosen as a measure of corruption. The value of this 

index is ranged from zero (highly corrupt) to 100 (free from corruption). A low value 

of country score indicates a high level of corruption, and the high value of country 

score indicates the low level of corruption. To avoid the perplexity in the sign of the 

corruption coefficient the country score is subtracted from 100. Resultantly high score 

means more corrupt country and a lower value of country score demonstrates the low 

level of perceived corruption. A further positive sign of corruption coefficient will 

indicate high corruption facilitates the inward FDI and a negative sign will indicate 

that corruption is deterrence for inward FDI. There is mixed evidence about the 

impact of corruption on FDI in vacant literature. The positive impact of corruption on 

FDI supports the Helping Hand Hypothesis of Corruption. Conversely, a negative 

sign of corruption coefficient will endorse Grabbing Hand Hypothesis of 

Corruption. 

 

 

                                                 

11
 As International Country Risk Guide (ICRG) by the world bank 
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4.2.3 Domestic Investment  

Domestic investment in the host country could be one of the predominant factors for 

attracting more inward FDI. Domestic investment can be a good indicator of installed 

capacity of the host economy. It is expected that sign of domestic investment 

coefficient would have a positive sign. Gross Fixed Capital Formation (GFCF) is used 

as a proxy for domestic investment. The data of GFCF (measured in current US $) 

used for the present study is taken from the World Development Indicators (WDI) by 

the World Bank. 

4.2.4 Economic Openness 

The openness of the host economy is one of the main factors to attract FDI. The 

literature on FDI suggested that more open economies can attract more FDI.  As Ang 

(2008) reported that a one percent increase in openness of the host country could 

attract 1.094 to 1.323 percent more FDI. Openness is an indicator of a country having 

less international trade barriers. Multinational companies are interested in the degree 

of economic openness so that they can import machinery, intermediate inputs and 

sometimes raw material easily. Moreover, they may be interested to export their 

product, therefore they prefer more open economies as a host of FDI. So it is expected 

that openness will have a positive impact on inward FDI. Openness is measured as a 

ratio of total international trade (sum of exports and imports) to GDP. The data of 

openness used for the present study is taken from the database of UNCTAD measured 

as trade openness at current prices and current exchange rates in millions of US 

Dollars. 
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4.2.5 Inflation  

The inflation rate is another vital determinant of inward FDI.  The inflation rate can 

serve into two dimensions. First inflation can be used as a proxy of macroeconomic 

stability in the host economy. Volatility in prices is a sign of macroeconomic 

instability. So if inflation served as an indicator of macroeconomic stability than the 

negative sign of the inflation indicator is expected. On the other hand, an increasing 

inflation rate could be the indicator of a growing economy and can increase the profit 

margin of the foreign investor. In the latter case, the positive sign of inflation 

coefficient is expected. Consumer Price Index (CPI) series is used as a measure of 

inflation in the present study.  CPI measures the weighted average price of a basket of 

goods purchased by a consumer. CPI is used as a measure of inflation because this is 

more appropriate measure of cost of living and purchasing power of consumers. 

Consumption is the major component of aggregate demand. Therefore CPI can better 

explain the fluctuations in aggregate demand and eventually in aggregate economic 

activity. Series used in the present study is taken from the database of UNCTAD 

measured as consumer price Index using the base year 2000.  

4.2.6 Labor Endowment  

Availability of labor in the host economy is a vital determinant to attract FDI. In 

resource seeking FDI the main objective of the multinational companies is the 

exploitation of cheap resources of the host country.  Differences in the labor force of 

different countries can make differences in the total volume of inward FDI in different 

countries. Population growth rate is taken as proxy for labor endowment and the 

unemployment rate is used as a proxy for the availability of labor in the host country. 

Population is taken as millions of people and unemployment is measured as 

unemployed labor force percentage of the total labor force (national estimate). It is 
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expected that sign of population and unemployment coefficient would be positive as 

the availability of labor in the host country can attract more FDI (Alemu, 2012).  

4.2.7 Market Size 

The most empirical literature on FDI suggested that market size is one of the 

important determinants of inward FDI. The market size of the host country is 

measured by the total GDP of the host country and the total population of the host 

economy. It was expected that the market size would be positively related to the 

volume of inward FDI. The positive impact of market size also confirmed by many 

other studies (Azam & Ahmad, 2013; Hakkala et al., 2008; Quazi, 2014; Quazi et al., 

2014).   

4.2.8 Consumption Capacity  

Per capita GDP is an indicator of the consumption capacity of the host country. 

Consequently, it is expected that per capita GDP would be positively related to inward 

FDI.  GDP per capita is taken from UNCTAD measured as per capita GDP at current 

US Dollars. Per capita GDP is another significant determinant of inward FDI 

(Ardiyanto, 2012; Bayraktar, 2014; Barassi & Zhou, 2011). Per capita GDP indicates 

the living standard and development of the host country.  

4.3 Model Specification for FDI and Current Account Balance  

Foreign direct investment is generally considered a vital source of capital inflows for 

developing countries that can help to develop managerial skills, close the 

technological gap between developed and developing countries and increase the 

efficiency of the labor by augmenting the skills of the labor in capital-poor countries. 
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This can have a spillover effect in the form of increasing GDP growth and 

employment level in the host country. For all these reasons developing countries 

always try to attract more and more FDI. However, at the same time growing current 

account deficit is the persistent phenomena of developing countries. It was noticed 

that the growing volume of capital inflows coincide with growing current account 

deficit (Calvo et al., 1996). The current account imbalances emerged in the 1970s due 

to shocks in oil prices (Siddiqui & Ahmad 2007). One of the main reasons for 

imbalances in the current account balance is the saving-investment gap. Increasing 

volume of inward FDI increases the level of investment while the saving remains 

stable. This mismatch between saving and investment cause the current account 

deficit. So the FDI could be a vital determinant of the current account balance. Most 

of the existing literature on FDI and current account balance checked the causality 

between these two variables (Gheorghe & Vasile, 2012; Kaur et al., 2012; Seabra & 

Flach, 2005).  Some other empirical studies checked the impact of FDI on the current 

account balance along with some other control variables. The model specification 

used in the present study is based on the work of Calderon et al. (1999) (he used 

Domestic Output, Domestic Investment Compared To Domestic Savings, Public and 

Private Savings, Exports, REER, International Interest Rate, GDP Per Capita and 

Inflation Rate as determinants of current account balance), Kwalingana and Nkuna 

(2009) (he used Terms of Trade, REER, Fiscal Deficit, External Debt, and Trade 

Openness as determinants of current account deficit) and Sahoo et al. (2016) (he used 

FDI, Capital Account Openness, Institutional Quality Index, REER, Financial 

Deepening, Per Capita GDP And Age Dependency as determinants of current account 

balance to GDP ratio). Most of the studies on determinants of the current account 

balance did not take FDI inflows as an explanatory variable in the model, further they 



 

 

97 

 

estimated time series data using cointeragtion technique. The newness of the present 

study is, it includes FDI inflows as determinant of current account balance along with 

other determinants used in above mentioned studies, study used panel data instead of 

time series data and study will use the system GMM technique in contrast with 

previous studies.    

Current Account Balance=f (X)    (4.3) 

Here "X" vector consists of FDI (Lagged value), FDI, TO, TOT, REER, per capita 

GDP and Domestic savings to GDP ratio. In light of the above discussion, the 

functional form of current analysis can be written as: 

                                                                    

                                                            

                                                                   

4.4 Model for FDI and Components of Trade Account (Exports and 

Imports) 

To measure the determinants of international trade usually gravity model equation is 

used for empirical analysis (Linemann, 1966; Pöyhönen, 1963; Pullainen, 1963; and 

Tinbergen, 1962). Gravity model equation is based on the law of gravity. It was 

introduced to elucidate the flow of bilateral trade. Plenty of literature available on 

international trade has proved gravity model equation as a useful tool to find out the 

determinants of international trade. The simple linear gravity model equation includes 

the explanatory variables incomes, population and distance of two countries involved 

in bilateral trade (Anderson, 1979). Variables are used in log form in the gravity 

model that makes the coefficients of explanatory variables; the elasticity of exports 

and imports with respect to explanatory variables.  
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Empirical literature available on exports and FDI used different specification 

including, economic, social and incentive variables as determinants of exports. The 

specification used in the present study is based on the work of Khan and Kim (1999), 

Abual Foul and Soliman (2008), Hossain (2008) and Tabassum et al. (2012). Given 

above discussion the functional form for export can be specified as under. 

Exports =f (X)     (4.5) 

Here “X” vector consists of the lagged value of exports, Lagged value of the log of 

FDI, Log of FDI, the log of GDP, TO, TOT, REER and savings to GDP ratio. In light 

of the above discussion, the functional form of current analysis can be written as: 

                                                            

                                                 (4.6) 

 

Similar to exports function; a functional form for import demand can be written as 

under 

Imports =f (X)     (4.7) 

 

Here “X” vector consists of a log of lagged value of imports, Log of FDI, Lagged 

value of the log of FDI, the log of GDP, TO, TOT, the log of Population and REER. 

In light of the above discussion, the functional form of current analysis can be written 

as: 

        

                                                                 

                                                            (4.8) 
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4.5 Rationale for Model Specifications   (FDI and Current Account 

Balance, Components of Trade Account) 

4.5.1 Current Account Balance  

The current account balance is the first component of the balance of payment. Current 

account balance further has three sub accounts. a) Trade account b) income account 

and c) current transfers. Trade account comprises of exports and imports of goods and 

services. Income account is the record of income inflows and outflows. Current 

transfers consist of private as well as official transfers. The main component of 

current transfers is workers‟ remittances.  Workers‟ remittances are a credit entry in 

the current account balance and have an overall positive impact on the position of 

current account balance, especially for the case of developing countries. Since, a large 

number of workers from developing countries work abroad and earn remittances for 

their home country. For the complete panel of developing Asia, current account 

balance is used as a dependent variable.   

However, for the regions
12

where data on workers' remittances is available, the study 

uses the current account balance excluding current transfers as the dependent variable. 

After subtracting workers‟ remittances from current account balance, regions of East 

Asia and South Asia are left with current account deficit. Therefore for these two 

regions, the current account deficit is used as dependent variable instead of the current 

account balance. The data on CAB used in the present study is taken from the 

database of UNCTAD measured as current account balance (net) at current prices in 

millions US Dollars. Data on workers‟ remittances was also taken from the same data 

source measured as current million US$. 

                                                 

12
, Only East Asia and South Asia regions have complete series of workers' remittances for all countries 

included in the panel for the sample period (2000 to 2017) 
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4.5.2 Exports  

Foreign investor brings new skills and technology to host country. Auxiliary 

multinational companies have better excess to the global market. All these factors can 

enhance the competitiveness of the FDI recipient country. So it is expected that in 

majority cases FDI can increase the exports of the host economy. Exports series used 

in the study are taken from the database of UNCTAD. It is measured as an annual 

flow of exports of goods and services, (BPM 05) in current million US $.  

4.5.3 Imports 

Imports of goods and services are used as a dependent variable to check the impact of 

FDI on imports. In some cases, FDI can increase the imports of the host country. 

Multinational Companies (MNCs) import the intermediate goods which are not 

readily available in the host economy, or they import raw material which may not be 

available in FDI recipient economy. The imports series used in the study are taken 

from the database of UNCTAD. It is measured as an annual flow of imports of goods 

and services, (BPM 05) in current million US $. Imports series used in the study are 

taken from the database of UNCTAD.   

4.5.4 Foreign Direct Investment (FDI) 

Data on Foreign Direct Investment (FDI) is taken from the database of UNCTAD. For 

the present study inward FDI flows measured in a million US $ is used for empirical 

investigation. Foreign direct investment is a credit entry in the capital account of the 

recipient country and has a direct positive impact on the position of balance of 

payment of the host economy. Current account balance has the three sub-accounts, 

trade account, income account and current transfers. Inward FDI can create current 

account deficit through different channels. First, increasing amount of FDI inflows 
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can deteriorate the income balance by enhancing the volume of profit repatriation. As 

Ali and Shaheen (2013), Jaffri et al. (2012) and Seabra and Flach (2005) proved that 

inward FDI is directly related to profit repatriation. Second, FDI can accelerate the 

volume of international trade by increasing exports and imports of the host country. 

Hossain (2008), Jayakumar et al. (2014), Goh et al. (2013) and Xiao (2009) 

empirically proved the encouraging contribution of FDI inflows on international trade 

of the host economy. Though FDI has a constructive effect on exports and imports of 

the host country, the overall impact of FDI on the current account balance depends on 

the relative elasticities of exports and imports with respect to FDI. Third, capital 

inflows in the form of FDI can appreciate the exchange rate of the host country 

(Dutch Disease
13

). All three factors can affect the CAB of the host economy. Existing 

literature on the impact of FDI on CAB pointed out mixed results. Some studies 

suggested a positive effect of inward FDI on balance on payment of the host country 

(Ehimare, 2011). Contrarily some other studies proved negative (Jaffri et al., 2012; 

Ali & Shaheen, 2013; Sahoo et al., 2016) or no impact (Nguku 2013) of FDI on 

current account balance. 

4.5.5 Trade Openness (TO) 

Generally, the sum of exports and import of goods and services is the measure of total 

international trade of a country. The series used in the present study are taken from 

the database of UNCTAD. Trade openness is measured as exports + imports / GDP. 

However, the database of UNCTAD measured trade openness as an average of 

exports and imports to GDP ratio. First, the sum of exports and imports is divided by 

two, and then the average of exports and imports is divided with nominal GDP. Trade 

                                                 

13
 The appreciation of nation‟s currency due to more capital inflows and the resulting loss of country‟s 

competitiveness in exports sector. 
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openness can improve or deteriorate the current account balance depending upon the 

relative volume of exports and imports of the country. 

4.5.6 Terms of Trade (ToT) 

The term of trade is an index calculated as a unit value of exports divided by the unit 

value of imports. The unit value of exports and imports indices are calculated by 

using current year trade values available in the database of UNCTAD. The series used 

in the present study are taken, as it is from the database of UNCTAD. Improvement in 

terms of trade can increase the competitiveness of the country. Subsequently, it is 

expected that improvement in ToT can improve the current account balance. 

4.5.7 Real Effective Exchange Rate (REER) 

The real effective exchange rate is an indicator to clutch the international 

competitiveness of a country through the exchange rate. The simple exchange rate 

could not be the appropriate measure of competitiveness as exchange rate compares 

only two currencies. However, the term REER measures changes in the exchange rate 

of a country against the basket of all currencies of trade partners of that country 

according to weights assigned
14

 to each currency by that country. Increase the value 

of REER means appreciation of the exchange rate. Appreciation of exchange rate 

decreases the competitiveness of the country. So it is expected that REER has a 

negative impact on current account balance or positively contribute to current account 

deficit (Mundell-Fleming Model). Begović and Kreso (2017) explored that 

improvement in REER can worsen the trade balance for the transitional economies of 

Europe. Further, Hassan et al. (2016), Matlasedi (2015), Shah and Majeed (2014) and 

Calderón et al. (1999) also explored the negative impact of REER on trade account of 

                                                 

14
 Weights to currencies is assigned according to relative trade share 
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a country. On the contrary, Guechari (2012) confirmed that appreciation of REER 

could have a negative impact on the trade balance in short run, but it has a positive 

and significant impact on the trade balance in the long run for the case of Algeria.   

4.5.8 Per Capita GDP 

GDP per capita is calculated as total GDP measured in current US $ divided by the 

total population. Series used in the present study are taken from the database of 

UNCTAD.  GDP per capita is another significant determinant of current account 

deficit. Increase in per capita GDP indicates the increase in national income. Imports 

are positively related to income level. Thus it is expected that per capita GDP can 

increase current account deficit as proved by Calderón et al. (1999). Many other 

studies [Jayakumar et al., 2014; Goh et al., 2013; Tabassum et al., 2012; Xiao, 2009; 

Yousaf et al., 2008; Abual Foul &  Soliman, 2008; Majeed & Ahmad, 2007] also 

proved that GDP can increase the imports of the economy. 

4.5.9 Domestic Savings 

According to twin deficit hypothesis domestic savings can be one of the significant 

determinants of the current account balance. An increase in domestic savings can 

reduce the current account deficit. Hence, it is expected that a sign of domestic saving 

with current account balance would be positive. As Calderón et al. (1999) concluded 

that one percentage point increase in public savings could reduce current account 

deficit by 0.35%. Data on domestic saving is taken from World Development 

Indicators (WDI), the database of the World Bank. Gross domestic savings are 

calculated as GDP less final consumption expenditure (total consumption) and 

divided by GDP.  
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4.6 Econometric Specifications 

After the detailed discussion about the operationalization of the variables the 

econometric specification of the equations can be written as under. 

 

Model 01: 

                                                     

                                         

                                                                                                  (4.9) 

 

Β0 = intercept, β1to β9 coefficients indicate change in FDI due to change in corruption, 

GFCF, TO, CPI, Unemployment, POP and GDP and GDP per capita respectively. ε 

indicates error term, t= 2000-2017 and i=  31 countries. 

For econometric specification the equation for panel data set can be written as: 

Model 02: 

Econometric specification for the equation of current account balance (CAB) for 

panel data set can be written as: 

 

                                                        

                                                     (4.10)  

 

Β0 = intercept, β1 to β8coefficients indicate a change in CAB due to change in the 

lagged value of CAB, FDI, lagged value of FDI, TO, TOT, REER, per capita GDP 

and Domestic savings to GDP respectively.     Indicates error term, t= 2000-2017 and 

i= 31 countries.  
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Model 03: 

Econometric specification for the equation of exports for panel data set can be written 

as: 

                                                             

                                (4.11)  

Β0 = intercept, β1 to β7coefficientsindicate a change in exports due to change in the 

lagged value of exports, FDI, lagged value of FDI, GDP, TO, TOT and REER 

respectively. 

Model 04: 

Econometric specification for the equation of imports for panel data set can be written 

as: 

                                                    

                                                          

          (4.12) 

Β0 = intercept, β1 to β8 coefficients indicate a change in imports due to change in the 

lagged value of imports, lagged value of  FDI, FDI, per capita GDP, TO, TOT REER 

and Population  respectively. 

Table 4.1 shows the list of variables including dependent, independent and control 

variables used in the analyses.  
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Table 4.1 List of Variables, Unit of Measure and Data Sources for the 

Models 

Abbreviation  Variable name Unit of measure Data source 

Dependent Variable 

FDI Foreign Direct 

Investment 

Current Million Us $ FDI 

CAB Current Account 

Balance 

Current Million Us $ 

(deflated by GDP deflator) 

UNCTAD 

Exports Exports of goods and 

services 

US Dollars at current prices and 

current exchange rates in millions 

(deflated by GDP deflator) 

UNCTAD 

Imports Exports of goods and 

services 

US Dollars at current prices and 

current exchange rates in millions 

(deflated by GDP deflator) 

UNCTAD 

Principal Variable 

Corruption  Corruption  Corruption Perception Index 

(country score subtracted from 

100) 

Transparency 

International 

FDI Foreign Direct 

Investment 

Inward FDI measured in a 

million US $(deflated by GDP 

deflator) 

UNCTAD 

Control Variables 

GFCF Gross Fixed Capital 

Formation 

Current Million US $ (deflated by 

GDP deflator) 

WDI 

TOT Terms of Trade Export value index (2000 = 

100)/Import value index (2000 = 

100) 

WDI 

TO Trade Openness Exports+imports/2
15

 (average of 

exports and imports divided by 

GDP) 

UNCTAD 

                                                 

15
 All series measured in current US $ 
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REER Real Effective 

Exchange Rate 

Real effective exchange rate index 

(2010 = 100) 

UNCTAD 

GDP per 

Capita 

GDP per Capita Current US $ UNCTAD 

GDP Gross Domestic 

Product 

Total volume of GDP (measured 

in current US $) 

UNCTAD 

Domestic 

Savings 

Domestic Savings Domestic savings/GDP
16

 WDI 

CPI Consumer Price Index Measured in 2005 Base year UNCTAD 

Unemploy

ment 

Unemployment Total unemployed (% of the total 

labor force) (national estimate) 

WDI 

Pop  Population the total population in thousands WDI 

4.7 Estimation Technique 

This section explains in detail the panel data estimation techniques used for the 

current analysis. In econometrics, there are two types of models: single equation 

models and system equation models. A single equation model deals with one equation 

and consist of Ordinary Least Squares (all variables are exogenous and error are 

uncorrelated), Indirect Least Squares (Endogeneity issue but precisely identified), 

Instrumental Variables, 2stage Least Squares (Endogeneity issue with 

homoscedasticity) and Generalized Method of Moments (Endogeneity issue with 

heteroscedasticity).  

System equation models are comprised of more than one equation and consist of OLS 

(all variables are exogenous and error are uncorrelated), Seemingly Unrelated 

Regression (all variables are exogenous and autocorrelation), 3SLS (Endogeneity 

issue with errors are correlated, a mixture of 2SLS and SUR). This analysis deals with 

a single equation model. 

                                                 

16
 Both series measured in a million US $   
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In the current analyses, single equation model is specified for empirical investigation. 

For single equation models OLS is considered the basic technique of estimation, if the 

sample data is stationary and model does not have the problem of heteroscedasticity 

and endogeneity. However, if the heteroscedasticity problem is found but the model is 

free from the problem of endogeneity, Generalized Least Square (GLS) model is 

considered as an appropriate technique. On the contrary if the model has endogeneity 

problem and free from heteroscedasticity problem than 2SLS should be used. But if 

the model has both the problems then the GMM can tackle these problems to get 

unbiased results. 

Figure 1 indicates the choice for appropriate estimation techniques with specific 

problems. 

Figure 4.1 Choices for Appropriate Estimation Technique 

 

4.7.1 Types of Panel Data 

There are two types of panel data. The panel can be balanced and unbalanced. 

Balanced panel reveals that the number of observations is similar among cross-

sections. If a difference occurs among the cross-sections, the data is called unbalanced 

•Ordinary Least Squares (OLS) No Endogeneity 

No Heteroscedasticity 

•Generalized Least Squares (GLS) No Endogeneity but 
Heteroscedasticity exists 

•2 Stage Least Squares (2SLS) Endogeneity exists but No 
Heteroscedasticity 

•Generalized Method of Moments 
(GMM) 

Endogeneity and 
Heteroscedasticity exist 
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panel data. In the current analysis, the balanced panel is used as each observation is 

available for each cross section across the time period.    

4.7.2 Panel Data Estimation Techniques 

Generally, there are four-panel regression models namely Pooled OLS, Fixed effects, 

Random effects and Generalized Method of Moments (GMM) technique. 

Figure 4.2 Types of Panel Regression Techniques 

 

 

 

 

4.7.3 Generalized Method of Moments (GMM) 

Lars Hansen firstly introduced this technique in 1982. In the present study, all the 

models have a lag of their dependent variable at the explanatory side. For avoiding 

potential endogeneity issue, Generalized Method of Moment (GMM) is considered 

the most appropriate technique.  Since, System Generalized Method of Moments 

tackles the presence of endogeneity and heteroscedasticity efficiently. 

The models specified in section 4.5 of this chapter indicate that all four models 

(model 01, 02, 03, 04) have endogeneity problem as they have lagged value of the 

dependent variable at the explanatory side. A large number of problems arise in case 

of endogeneity issue. Furthermore, due to lag dependent variable, the correlation 

between a lag dependent variable and the error term is not zero. So the Pooled OLS 

 

Panel Data 

Models 

Pooled OLS Fixed Effect 

Model 

Random 

Effect Model 

Generalized Method 

of Moment 
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method cannot be used for these models as the models do not fulfill the assumptions 

of OLS estimators. Violation in any one of the properties of OLS estimators (BLUE) 

leads to biased and inconsistent results (Nerlove, 1967; Trognon, 1978). 

Similarly, the fixed effect and random effect models cannot tackle the problem of 

endogeneity. Therefore need to go for a suitable transformed estimation technique that 

removes individual effects. Anderson and Hsiao (1982) suggest a Maximum 

Likelihood (ML) technique and offer ample classification of conceptual potentials of 

dynamic panel data models. They also recommend Instrumental Variable (IV) 

technique. Chamberlin (1982) suggests Minimum Distance (MD) which deals with 

distributive lagged models having heterogeneous coefficients.  Then resulting 

attention shifted to apply linear moment condition, generally known as the 

Generalized Method of Moments (GMM) technique. A revised version of GMM is 

further presented by Arellano and Bond (1991) and Arellano and Bover (1995). 

 

4.7.4 Rationale for System GMM (Arellano and Bond) as the Estimation Choice 

In case of panel data, unobserved heterogeneity becomes an issue. The problem of 

heterogeneity can be resolved by taking the first difference of the model (Dynamic 

Panel models). Such type of models has one or more lagged dependent variable. Other 

techniques discussed above cannot handle the dynamic panel models. GMM is used to 

investigate the dynamic panel model empirically.   

There are two further specifications in GMM.  

1. Difference GMM 

2. System GMM 

  



 

 

111 

 

Difference GMM uses equations in difference form while system GMM (also called 

Arellano-Bond) sets up a system of equations, by taking equations at level and at first 

difference. Blundell and Bond (1998) claimed that System-GMM is more advanced 

technique than difference GMM as it not only complement the equation at first 

differences with the equation at levels but also permits for the adjustment of 

measurement errors in the other regressors. Studies (Fosu, 2010b) have used the 

system GMM method and have found it out performing than the other techniques in 

dynamic panel data models. 

There are many reasons to use system GMM for the present study than any other 

technique. 

1. The models used in the present study have the problem of endogeneity. For 

example, the models specified (model 01, 02, 03, 04) may have two-way 

casual relationships. For example in model 02, causality may run from FDI to 

current account balance and vice versa. So the regressors may correlate with 

the error term. 

2. In panel data set there are some country-specific characteristics which are 

time-invariant (fixed effect) such as geography and demographic 

characteristics. These characteristics are correlated with explanatory variables 

as well as with error term.  

3. The presence of a lagged dependent variable at the explanatory side creates the 

problem of autocorrelation. 

4. System GMM is more appropriate in case of panel data where time series are 

less than the number of cross sections. 
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4.7.5 Validity of Instruments 

 Sargan test assures the validity of instrumental variables. Null hypothesis confirms 

that instruments are valid. In previous works, the validity of instruments has been 

tested with the help of different test to observe the occurrence of serial autocorrelation 

in residuals. However, the current study will apply Arellano and Bond (1991) test for 

AR(2) to check the occurrence of serial autocorrelation. If autocorrelation prevails 

then instruments are invalid. AR(2) should be more than 0.1 to indicate that no 

autocorrelation prevails and instruments are valid. 

For the present study system, GMM equations for the specified model can be written 

as under. 

Level form 

                                                            

                                           

                    +          (4.13) 

Difference form 

                                                              

                                               

                                (4.14) 

Model for current account balance and FDI can be written as 

                                                 

                                                  

          (4.15) 
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Difference form
17

 

                                                    

                                              +      

 

          (4.16) 

  

                                                 

17
 Equations for exports and imports can be specified on same pattern. 
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CHAPTER 5 

IMPACT OF CORRUPTION ON FOREIGN DIRECT 

INVESTMENT FOR THE REGION OF DEVELOPING ASIA 

After the detailed discussion about the model specification and estimation techniques, 

the present chapter will elaborate the estimated results. Results of the impact of 

corruption on FDI inflows for the complete panel of developing Asia are discussed in 

this chapter. Section 5.1 explains the correlation between study variables. Section 5.2 

reports the results of diagnostic tests. Section 5.3 gives insight about the impact of 

corruption on FDI inflows for the region of developing Asia.  

5.1 Correlation Analysis 

Table 5.1 shows the correlation between FDI and explanatory variables. FDI inflows 

have a positive correlation with GDP, Trade Openness, per capita GDP, GFCF and 

population. Inward FDI has a negative correlation with corruption, CPI and 

Unemployment. 

 

Table 5.1 Correlation Matrix for FDI  

 

 FDI inflow GDP Corruption Trade 

openness 

CPI Per 

Capita 

GDP 

GFCF Population Unemployment 

FDI inflow 1.000         

GDP 0.167 1.000        

Corruption -0.295 0.111 1.000       

Trade openness 0.446 -0.198 -0.602 1.000      

CPI -0.338 0.138 0.319 -0.358 1.000     

Per Capita GDP 0.020 -0.119 0.014 0.059 0.071 1.000    

GFCF 0.595 0.197 -0.014 -0.145 -0.246 -0.007 1.000   

Population 0.136 0.956 0.199 -0.253 0.173 0.054 0.178 1.000  

Unemployment -0.179 -0.075 0.344 -0.096 0.161 -0.174 -0.118 -0.082 1.000 
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5.2 Diagnostic Tests / Pre-Estimation Tests 

As discussed in methodology there are more than one panel data estimation 

techniques. Suitable estimation technique according to the data set is essential to 

obtain the unbiased results. Diagnostic tests are applied before the estimation of 

models. Hausman test was applied to check the endogeneity problem and Breush-

Pagan test was applied to check the heteroscedasticity problem.  

Table 5.2 Pre-Estimation Test 

Model  FDI and Corruption 

Test Chi-Value P-Value 

Hausman Test [5.60] (0.000) 

Breush-Pagan Test [30.96] (0.000) 

Results of a diagnostic test are reported in table 5.2. Results of the Hausman test 

indicated that the endogeneity problem exists in the model as the P-value of the 

Hausman test is less than 0.05. The null hypothesis for hausman test is all explanatory 

variables are exogenous. Since the p value is less than 0.05 so we reject the null 

hypothesis and accept the alternative indicating the endogeneity problem exists in the 

model. Breush-Pagan test was applied to check the problem of heteroscedasticity. The 

results of the test indicated that heteroscedasticity also exists in the model as the P 

value of the Breush-Pagan test is less than 0.05. The null hypothesis for Breush-Pagen 

test is constant variance as the p value is less than 0.05 so we reject the null 

hypothesis indicating the presence of heteroscedasticity. 

The presence of endogeneity and heteroscedasticity will lead to the selection of 

system GMM as estimation technique. Bond et al. (2001) argued that this method is 
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able to perform well in the presence of heteroscedasticity. Arrellano and Bover (1995) 

and Blundell and Bond (1998) argued system GMM is suitable in the presence of 

endogeneity. Further, Fosu (2010) argued FE and RE give poor results in the presence 

of endogeneity and heteroscedasticity. 

5.3 Corruption and Foreign Direct Investment: System GMM 

 Estimation  

The first model is estimated to check the impact of corruption on FDI inflows for the 

 panel of developing Asian economies taking log value of FDI inflows as the 

 dependent variable. Results of the first model are reported in table 5.3. Five different 

 specifications are regressed using specific to the general approach. 

5.3.1 Impact of Lagged Value of FDI inflows on FDI Inflows 

The coefficient of the lagged value of FDI inflows has a positive sign and it is 

significant. The results demonstrated that the previous level of FDI is a significant 

determinant of more inward FDI. Literature also suggested that MNCs are reluctant to 

explore relatively new countries so the inflows of FDI depend on the previous level of 

FDI in that country. 
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TABLE 5.3IMPACT OF CORRUPTION ON FDI INFLOWS: PANEL OF 

DEVELOPING ASIAN ECONOMIES 

Dynamic Panel-Data Estimation Using System GMM 

VARIABLES 
Dependent Variable: Log of FDI Inflow 

(1) (2) (3) (4) (5) 

        

.8045*** .6695*** .5691*** .4861*** .3757*** 

[14.46] [6.69] [5.45] [4.13] [7.05] 

(0.000) (0.000) (0.000) (0.000) (0.000) 

Corruption 

.0206** .0449*** .0373** .0506*** .0253** 

[2.11] [2.61] [2.25] [2.70] [2.27] 

(0.034) (0.009) (0.025) (0.007) (0.023) 

LGFCF 

.0541** .0920*** .0835*** .1101*** .0246 

[2.36] [3.42] [3.26] [3.49] [0.86] 

(0.018) (0.001) (0.001) (0.000) (0.390) 

TO 

.0126*** .0151** .0124** .0133** .0147*** 

[3.86] [2.34] [2.01] [2.23] [3.73] 

(0.000) (0.019) (0.044) (0.026) (0.000) 

LPOP 

.1074** .2342* .3518*** .4384***  

[2.03] [1.82] [2.66] [3.08]  

(0.042) (0.069) (0.008) (0.002)  

Inflation (CPI) 

  -.00467** -.0081*** -.0071*** 

  [-3.36] [-2.69] [-4.26] 

  (0.001) (0.007) (0.000) 

Unemployment 

  -.1179 .0203** -.0428 

  [-1.35] [2.22] -1.40 

  (0.179) (0.026) 0.160 

LGDP 

   .0879**  

   [2.46]  

   (0.014)  

Log Per Capita 

GDP 

    .1121* 

    1.73 

    0.083 

Constant 

-4.611*** -11.33*** -12.90*** -14.43*** -9.172*** 

[-3.78] [-3.60] [-4.23] [-4.60] [-5.33] 

(0.000) (0.000) (0.000) (0.000) (0.000) 

AR(2)P-value 0.123 0.910 0.721 0.132 0.213 

Sargan P-

value 
0.478 0.841 0.703 0.546 0.557 

[ ] shows z-values and ( ) shows p-values  

*** 1% level of significance, ** 5% level of significance, *10% level of significance 
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5.3.2 Impact of Corruption on FDI Inflows 

The coefficient of corruption is positive and significant in all specifications. In the 

present study, the reverse score of corruption perception index is used to capture the 

perceived level of corruption.  The high value of the Corruption Perception Index 

(CPI) score indicates a high level of corruption and vice versa. The positive sign of 

corruption coefficient indicates that corruption encourages the inward FDI in 

developing economies. The results are confirmed the helping hand hypothesis of 

corruption. Helping hand hypothesis of corruption is also confirmed by Kolnes 

(2016), Ravi (2015), and Egger and Winner (2005). Ardiyanto (2012) proved that 

corruption negatively affects inward FDI in developed economies and has a positive 

effect on inward FDI in developing economies. Barassi and Zhou (2011) explored that 

corruption has a negative impact on FDI inflows but has a positive impact on FDI 

stock.    

5.3.3 Impact of Gross Fixed Capital Formation (GFCF) on FDI Inflows 

GFCF is included in the model as a proxy for domestic investment. Domestic 

investment is an important determinant for inward FDI. GFCF is a good indicator for 

the future path of the economy. Economies with a high level of domestic investment 

(GFCF) expected to grow faster and such economies become the preference of foreign 

investors. Coefficient of GFCF has expected positive sign and it is significant. 

Bayraktar (2014) and Udenze (2014) also proved that domestic investment is 

positively related to inward FDI.   
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5.3.4 Impact of Trade Openness (TO) on FDI Inflows 

Trade openness is an important determinant of inward FDI. The correlation matrix 

shows that inward FDI and trade openness have a high value of correlation (0.446).  

Positive and significant coefficient of trade openness indicates that trade openness can 

increase the volume of inward FDI. Great trade openness confirms that economies 

have a free capital market so, they can attract more inward FDI. Further multinational 

companies are more inclined towards more open economies. Kolnes (2016), Udenze 

(2014), Barassi and Zhou (2011), Sadig (2009), Brouthers et al., (2008), Habib and 

Zurawicki (2002) and Drebek and Payne (2002) also discussed trade openness as a 

significant determinant of inward FDI and proved that trade openness has a positive 

impact on inward FDI.  

5.3.5 Impact of GDP and Population on FDI Inflows 

Population and GDP are used as a proxy for the size of the host economy. If the host 

economy has a larger population and a larger volume of GDP, it is the indicator of the 

large size of the economy. Literature indicated that the large size of the economy has 

a positive impact on inward FDI. In the present study coefficients of GDP and 

population also have positive and significant signs indicating a positive relationship 

between inward FDI and the size of the host economy. Quazi et al., (2014), Quazi 

(2014),  Hakkala et al., (2008),  Egger and Winner (2005), and Wei and Wu (2002) 

used the volume of GDP as a proxy for market size. Some other studies used GDP 

growth as a proxy for market size [Barassi & Zhou, 2011; Ohlsson, 2007; Drebek & 

Payne, 2002]. Whereas, Kolnes (2016) and Azam and Ahmad (2013) used both GDP 

and GDP growth as an indicator of market size. On the contrary, Alemu (2012), 

Ardiyanto (2012), Barassi and Zhou (2011) and Habib and Zurawicki (2002) used 
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GDP and population size as a proxy for market size. All these studies proved that 

market size has a positive impact on inward FDI. 

5.3.6 Impact of Inflation on FDI Inflows  

The inflation rate is used as a proxy for macroeconomic stability of the host economy. 

Foreign investors prefer countries with greater economic stability for long term 

projects. Inflation creates uncertainty in the economy.  If the inflation rate is high in 

the host economy than it becomes hard for foreign investors to forecast their future 

returns.  So high inflation rate indicates instability and has a negative impact on 

inward FDI. The coefficient of CPI is negative and significant which indicates 

macroeconomic instability discourages inward FDI. Results are consistent with the 

results of Bayraktar (2014), and Drebek and Payne (2002). 

5.3.7 Impact of Unemployment on FDI Inflows 

Unemployment in the host economy is used as an indicator of labor availability. This 

coefficient is expected to have a positive impact on inward FDI. However, in the 

present model, the coefficient of unemployment is insignificant with unexpected 

negative sign in two specifications but it is significant with expected positive sign in 

one specification. Positive and significant coefficient of unemployment is similar to 

the results of Godlinez and Liu (2015), and Habib and Zurawicki (2002), as they 

proved unemployment in the host country is an indicator of the availability of cheap 

labor; so can attract more inward FDI. 

5.3.8 Impact of Per Capita GDP on FDI Inflows 

Per capita GDP is an indicator of income level and consumption capacity of the host 

economy. High per capita GDP can be a good indicator of the quality of human 

capital in the host country. High per capita income indicates good health and 
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education conditions in the economy. Further, high per capita income spells out the 

consumption capacity of the host economy. The coefficient of per capita GDP has 

expected sign (positive) and it is statistically significant. Results demonstrated that 

high consumption capacity of the host economy can attract more inward FDI. Results 

are consistent with the results of Bayraktar (2014), Azam and Ahmad (2013), 

Ardiyanto (2012),  Barassi and Zhou (2011), Sadig (2009), Brouthers et al., (2008),  

Hakkala et al., (2008), Ohlsson (2007), Habib and Zurawicki (2002),  Wei and Wu 

(2002).  

5.3.9 Impact of Corruption on FDI Inflow to GDP Ratio 

In the second model, the same explanatory variables (used is the first model) are 

regressed taken FDI inflows to GDP ratio as the dependent variable. Results are 

reported in table 5.3. Results in all specification are almost similar to the first model 

except some coefficients which are not significant in the second model. Similar to the 

first model corruption coefficient has a positive sign and it is significant in all 

specifications.  GFCF has a positive sign, but its coefficient is insignificant in one 

specification. Trade openness has a positive sign and significant in all specifications 

as it was in the first model. Per capital also have the same positive sign and it is 

significant. CPI has included in three specifications it has a negative sign in all three 

specifications but it is significant only in one speciation. Population growth is 

included in one specification; it has a positive sign and it is a significant. 
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TABLE 5.4 IMPACT OF CORRUPTION ON FDI INFLOWS TO GDP RATIO: 

PANEL OF DEVELOPING ASIAN ECONOMIES 

Dynamic Panel-Data Estimation Using System GMM 

VARIABLES 
Dependent Variable: FDI inflow to GDP ratio 

(1) (2) (3) (4) 

        

.5048*** .6438*** .6427*** .4794*** 

[4.96] [7.50] [7.88] [9.73] 

(0.000) (0.000) (0.000) (0.000) 

Corruption 

.0008* .0015* .0010* .0009** 

[1.70] [1.81] [1.95] [2.43] 

(0.090) (0.070) (0.051) (0.015) 

LGFCF 

.0027* .0009 .0020** .0021*** 

[1.79] [0.80] [2.06] [2.57] 

(0.074) (0.421) (0.040) (0.010) 

TO 

.0005*** .0004*** .0005*** .0006*** 

[2.94] [2.73] [5.36] [6.90] 

(0.003) (0.006) (0.000) (0.000) 

CPI 

 -.0004** -8.38e-06 -.00008 

 [-2.56] [-0.12] [-1.46] 

 (0.011) (0.904) (0.144) 

LPOP 

  .0039*  

  [1.95]  

  (0.051)  

LOG Per 

Capita GDP 

   .0083*** 

   [2.77] 

   (0.006) 

Constant 

-.1401** -.0994 -.1774*** -.2708*** 

[-2.13] [-1.12] [-3.77] [-6.98] 

(0.034) (0.264) (0.000) (0.000) 

AR(2)P-value 0.660 0.312 0.375 0.561 

Sargan P-value 0.965 0.224 0.129 0.116 

   [ ] shows z-values and ( ) shows p-values  

   *** 1% level of significance, ** 5% level of significance, *10% level of 

significance 
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CHAPTER 06 

IMPACT OF FOREIGN DIRECT INVESTMENT ON CURRENT 

ACCOUNT BALANCE FOR THE REGION OF DEVELOPING 

ASIA 

After the detailed discussion about the impact of corruption on foreign direct 

investment (FDI), chapter 06 will give details about the impact of FDI on current 

account balance (CAB) of the host economy and the impact of FDI on trade 

components (exports and imports) for the panel of developing Asia. Section 6.1 

elaborates the descriptive analysis. Section 6.2 reported the results of diagnostic tests. 

Section 6.3 gives insight about the impact of FDI inflows on the current account 

balance and section 6.4 gives the details about the impact of inward FDI on exports 

and the section 6.5 will elaborates the impact of FDI on imports of the host economy. 

6.1 Descriptive Analysis 

6.1.1 Summary Statistics 

Table 6.1 shows summary statistics of all the data of panel countries. Although the 

panel is comprised of developing Asian economies summery statistics show 

significant variation in the data. FDI inflows have the lowest value of -13.99; this 

value is for the Indonesian economy in 2003. Hong Kong has the highest value of FDI 

inflows 1743 (million US $) in 2015. Similarly, Hong Kong has the highest value of 

FDI stock 15916 (million US $) in 2015. In contrast with FDI inflows, Indonesia has 

the highest value of per capita GDP (526319 US $) in 2015. 
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Table 6.1 Summary Statistics of Variables  

 

Variables  Obs Mean  Min  Max  

FDI Inflow  510 80.76 -13.99 1743 

FDI Stock  510 39.03 .04199 15916 

LGDP 510 9.36 .9319 23.62 

Per Capita GDP 510 43310 231.4 526319 

Corruption  510 60.78 16 96 

Trade Openness  510 102.7 27.63 442.7 

Consumer Price Index 510 108.6 -3.686 516.5 

REER 510 107.8 67.58 204 

Log Exports 510 6.66 .1330 22.59 

Log Imports 510 6.63 .6942 22.59 

Log GFCF 510 18.31 -2.014 24 

Log Population 510 15.55 6.06 20.99 

Unemployment 510 6.26 .3 29.9 

Terms of Trade 510 1.22 .230 116.2 

Saving to GDP ratio 510 30 -7.352 74.613 

 

The lowest value of per capita GDP (231 US $) belongs to Nepal in 2000. Corruption 

index has the lowest value 16 and highest value 96. The lowest value (16) is recorded 

for Hong Kong in 2010. Bangladesh shows highest (96) value of corruption in 2000. 

Unemployment data also has significant variation that is, the lowest value (0.3% in 

2008) for Qatar and the highest value (29.9% in 2003) for Iraq. Jordan exhibit the 

lowest (-7.352) savings-to-GDP ratio in 2003 while Qatar has the highest (74.613) 

savings-to-GDP ratio in 2011.  
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Table 6.2 shows the correlation of CAB and FDI along with other explanatory 

variables for the panel of developing Asia. FDI inflows, Trade openness, Terms of 

Trade, Real Effective Exchange Rate, Saving to GDP ratio and per capita GDP have a 

positive correlation with CAB.  

6.1.2 Correlation Analysis 

Table 6.2 Correlation Matrix for CAB Model 

 

 CAB 

FDI 

inflow 

Trade 

openness 

Terms of 

Trade 

Savings-

to-GDP 

Ratio 

REER 

Per 

Capita 

GDP 

CAB 1.0000       

FDI 

inflow 

0.3686 1.0000      

Trade 

openness 

0.0064 0.3215 1.0000     

Terms of 

Trade 

0.1745 0.1315 0.1637 1.0000    

Savings-

to-GDP 

Ratio  

0.4273 0.2272 0.0214 -0.1021 1.0000   

REER 
0.0648 0.0600 -0.2734 -0.1953 0.0757 1.0000  

Per 

Capita 

GDP 

0.2777 0.3695 0.4785 0.1854 0.5682 -0.0704 1.0000 

 

Table 6.3 shows the correlation between exports and FDI inflows along with other 

explanatory variables. FDI inflows, lagged value of FDI inflows, trade openness, 

terms of trade and savings to GDP ratio has a positive correlation with the log value 

of exports while real effective exchange rate and log value of GDP has a negative 

correlation with exports. 
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Table 6.3 Correlation Matrix for Exports Model 

Table 6.4 Correlation Matrix for Imports Model 

 log of 

exports  

FDI 

inflow 

       Trade 

openness 

Terms 

of 

Trade 

REER log of 

GDP 

log of per 

capita 

GDP          
log of 

exports 

1.0000        

FDI inflow 0.5877 1.0000       

       0.5799 0.8979 1.0000      

Trade 

openness 

0.6524 0.2946 0.2904 1.0000     

Terms of 

Trade 

0.0049 0.0250 0.0348 0.0262 1.0000    

REER -0.050 0.0432 0.0451 -0.292 0.0278 1.0000   

log of GDP -0.144 -0.180 -0.178 -0.322 -0.060 -0.051 1.0000  

log of per 

capita GDP 

0.3343 0.3800 0.3811 0.3520 0.0851 0.1236 -0.682 1.0000 

 

  

 log of 

exports   

FDI 

inflow 

       Trade 

openness 

Terms 

of 

Trade 

Savings-

to-GDP 

Ratio 

REER log of 

GDP 

log of 

exports 

1.0000        

FDI 

inflow 

0.7086 1.0000       

       0.7026 0.9408 1.0000      

Trade 

openness 

0.7494 0.3202 0.3133 1.0000     

Terms of 

Trade 

0.0190 0.1137 0.1138 0.1599 1.0000    

Savings-

to-GDP 

Ratio 

0.2026 0.2286 0.2213 0.0061 -0.124 1.0000   

REER -0.0405 0.0510 0.0733 -0.296 -0.207 0.0714 1.0000  

log of 

GDP 

-0.143 -0.131 -0.131 -0.429 -0.307 -0.134 0.2193 1.0000 
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Table 6.4 shows the correlation between imports and FDI inflows along with other 

explanatory variables. FDI inflows, lagged value of FDI inflows, trade openness, 

terms of trade and per capita GDP has a positive correlation with the log value of 

imports. While real effective exchange rate and log value of GDP has a negative 

correlation with imports. 

6.2 Diagnostic Tests / Pre-Estimation Tests 

As discussed in chapter 4, for panel data there are more than one estimation 

techniques. The choice of an appropriate technique according to the data set and 

model specification is essential in order to obtain the unbiased results. Diagnostic test 

are applied before the estimation of models. Hausman test is applied to detect the 

existence of endogeneity problem and Breush-Pagan test is applied to examine the 

presence heteroscedasticity problem. Results of a diagnostic test are reported in table 

5.7.  The null hypothesis for hausman test is all explanatory variables are exogenous. 

Since the p value is less than 0.05, so we reject the null hypothesis and accept the 

alternative indicating the endogeneity problem exists in the model.  

After identifying the endogeneity problem in the models the Breusch–Pagan test is 

applied to check the problem of heteroscedasticity in the data set. The null hypothesis 

stated that there exist homoscedasticity in the data. Since the results of the test 

indicated that test statistic has a p-value below than 0.05, therefore we can reject null 

hypothesis of homoscedasticity. It is concluded that heteroscedasticity exists in all the 

models.  
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Table 6.5 Pre-Estimation Test 

Model No. Model 01 Model 02 Model 03 

Model Name FDI and CAB  FDI and Exports  FDI and Imports  

Hausman test [2.29] [0.48] [7.61] 

(0.000) (0.000) (0.000) 

Breush-Pagen 

test 

[29.93] [3.17] [4.74] 

(0.000) (0.0507) (0.029) 

[ ] shows Chi-value and ( ) indicate P-values of the test 

6.3 FDI Inflows and Current Account Balance: System GMM 

Estimation 

In order to examine the impact of FDI inflows on the current account balance, the 

model is estimated by using the system GMM technique. The results are reported in 

table 6.6. Specific to general approach is used for the model specification. Five 

different specifications are estimated to check the impact of inward FDI on the current 

account balance of the host economies (the panel of developing Asia).  

6.3.1 Impact of the lagged value of Current Account Balance on Current 

Account Balance (CAB) 

Coefficient of the lagged value of current account balance has a positive sign and it is 

significant in all specifications. A positive sign of the lagged value of CAB indicates 

the previous level of CAB positively affects the current value of CAB. 
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TABLE 6.6 IMPACT OF FDI INFLOWS ON CURRENT ACCOUNT 

BALANCE: PANEL OF DEVELOPING ASIAN ECONOMIES 

VARIABLES 

Dynamic Panel-Data Estimation Using System GMM 

Dependent Variable: Current Account Balance 

(1) (2) (3) (4) (5) 

       

.8968*** .9163*** .5608*** .5598*** .7842*** 

[19.36] [26.74] [3.67] [3.66] [5.26] 

(0.000) (0.000) (0.000) (0.000) (0.000) 

LFDI 

5405** 5029*** 70.35* 71.38* 91.13*** 

[2.12] [2.74] [1.91] [1.91] [2.62] 

(0.034) (0.006) (0.056) (0.056) (0.009) 

        

-5161*** -4929*** -23.34 -24.29 -66.05** 

[-2.91] [-4.82] [-0.77] [-0.76] [-2.07] 

(0.004) (0.000) (0.442) (0.450) (0.038) 

TO 

2694** 2015** -1.174 -1.169 2.701*** 

[2.52] [2.47] [-1.37] [-1.34] [2.63] 

(0.012) (0.014) (0.172) (0.181) (0.009) 

ToT 

 -2005 370.2** 367.2** -13.85 

 [-0.04] [2.21] [2.22] [-0.11] 

 (0.966) (0.027) (0.026) (0.911) 

Savings/GDP 

  14.03*** 14.03*** 12.75*** 

  [2.59] [2.59] [3.15] 

  (0.010) (0.009) (0.002) 

REER 

   .4636 2.455 

   [0.19] [1.27] 

   (0.853) (0.203) 

LPer Capita 

GDP 

    -116.3** 

    [-2.40] 

    (0.016) 

Constant 

-2.93e+07** -2.15e+07** -737.9*** -784.1** 63.97 

[-2.01] [-2.12] [-2.88] [-1.96] [0.20] 

(0.044) (0.034) (0.004) (0.050) (0.841) 

AR(2)P-

value 
0.637 0.780 0.657 0.657 0.112 

Sargan P-

value 
1.000 0.921 0.755 0.670 0.995 

Sargan P-

value 
1.000 0.999 1.000 1.000 0.948 

[ ] shows z-values and ( ) shows p-values  

   *** 1% level of significance, ** 5% level of significance, *10% level of 

significance 
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6.3.2 Impact of Inward FDI on Current Account Balance (CAB) 

The coefficient of FDI has a positive sign and it is significant in all specifications of 

the model. The positive sign of the coefficient indicates that FDI inflows can improve 

the current account balance of the host economy. In the existing literature, there is a 

mix of evidence about the impact of inward FDI on CAB. The result of the present 

study is consistent with the findings of Ehimare (2011) who explored that foreign 

direct investments have a positive and significant impact on the current account 

balance in Balance of payment for the Nigerian economy. Results are also similar to 

the findings of Kaur et al., (2012), who explored a long run relationship between FDI 

and CAB of the Indian economy. Another study by Hossain (2008) proved that the 

short run impact of inward FDI was positive while the long run impact of inward FDI 

on the balance of payment was negative due to profit repatriation by MNCs. On the 

contrary, results are in contrast with the results of Rehman and Bristy (2015), Jaffri et 

al., (2012), Ali and Shaheen (2013) and Seabra and Flach (2005), as they proved that 

FDI inflows worsen the current account balance of the host economy. Nguku (2013) 

reported that inward FDI had no effect on the CAB of the host economy in the case of 

Kenya.  

6.3.3 Impact of Trade Openness (TO) on Current Account Balance (CAB) 

The coefficient of trade openness has a positive and significant sign in three 

specifications (1, 2, and 5). More trade openness stipulates that fewer barriers to 

transfer of technology, trade of goods and services, and more capital inflows. So 

countries with more open economies can improve the current account balance 

position; this may happen by increasing exports and more capital inflows. Kwalingana 

and Nkuna (2009) also confirmed the positive impact of trade openness on the CAB.  
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6.3.4 Impact of Terms of Trade (ToT) on Current Account Balance (CAB) 

The relationship between the terms of trade and the current account balance is 

theoretically ambiguous. There could a positive or negative relationship between 

terms of trade and current account balance of the country. The sign of the terms of 

trade depends on the elasticity of substitution between exports and imports and the 

Harberger-Laursen-Metzler Effect (HLME)
18

. If the Marshall-Lerner
19

 condition 

holds then the improvement in terms of trade will lead to the improvement in the 

current account balance. On the contrary, if the HLM effect holds, the improvement in 

terms of trade will deteriorate the current account balance position. The coefficient of 

terms of trade (ToT) has a positive sign with current account balance and it is 

significant in two specifications. The positive sign specifies that improvement in 

terms of trade of a country can improve the current account balance position 

(Marshall Learner Condition). Kwalingana and Nkuna (2009) also concluded that 

terms of trade has a positive impact on CAB in case of Malawi. Matlasedi (2015) also 

explored the positive impact of ToT on trade balance for the case of South Africa. 

Another aspect of terms of trade was explored by Umoru and Nwokoye (2014). They 

proved that terms of trade instability could cause deterioration in the balance of 

payment in the case of Nigeria. This result is also consistent with the result of the 

present study, that means an improvement in terms of trade positively affect the 

balance of payment position of a country.  

 

                                                 

18
 HLM effect means deterioration in terms of trade will lead to decrease in income, decrease in savings 

and finally will worsen the current account balance position. 
19

 Marshall Learner condition indicates that devaluation of domestic currency can improve the current 

account balance position if the sum of long term elasticity of exports and imports would be higher than 

unity.  
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6.3.5 Impact of Domestic Savings to GDP Ratio on Current Account Balance 

(CAB) 

Domestic savings to GDP ratio has a positive and significant impact on the current 

account balance position. Positive sign reveals that increase in savings to GDP ratio 

can improve the current account balance position. Savings to GDP ratio is an indicator 

of the internal balance of the economy and it can have a positive impact on external 

balance (twin deficit phenomena).Olivei (2000) and Perciun et al. (2017) also 

discussed that a lower level of domestic saving could be harmful for the current 

account balance position.  

6.3.6 Impact of REER on Current Account Balance (CAB) 

Coefficients of REER have a positive sign but they are insignificant which indicates 

that in the case of developing Asian economies REER is not a significant determinant 

of CAB. Although, the theory suggested that appreciation of REER can decrease the 

competitiveness of the country to make the trade account worse and ultimately lead to 

deterioration in current account balance (Mundell-Flemming Model). Begović and 

Kreso (2017) explored that improvement in REER can worsen the trade balance for 

the transitional economies of Europe. Further, Hassan et al. (2016), Matlasedi (2015), 

Shah and Majeed (2014) and Calderón et al. (1999) also explored the negative impact 

of REER on trade account of a country. On the contrary, Guechari (2012) confirmed 

that appreciation of REER could have a negative impact on the trade balance in short 

run, but it has a positive and significant impact on the trade balance in the long run for 

the case of Algeria. 
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6.3.7 Impact of Per Capita GDP on Current Account Balance (CAB) 

The negative and significant sign of per capita GDP indicates that an increase in per 

capita GDP will deteriorate the current account balance. Imports are the function of 

income. As income increases imports increase that can worsen the trade account and it 

can weaken the current account balance position. Calderón et al. (1999) proved that 

an increase in per capita income increases the current account deficit for the case of 

developing economies. Many other studies (Jayakumar et al., 2014; Goh et al., 2013; 

Tabassum et al., 2012; Xiao, 2009; Yousaf et al., 2008; Abual Foul & Soliman, 2008; 

Majeed & Ahmad, 2007) also proved that GDP increases the imports of the economy. 

6.4 FDI Inflows and Export Component: System GMM Estimation 

In order to examine the impact FDI inflows on exports the export model is estimated 

by using the system GMM technique. The results are reported in table 6.9. Specific to 

general approach is used for the model specification. Five different specifications are 

estimated to check the impact of inward FDI on exports.  

6.4.1 Impact of FDI Inflows on Exports 

The coefficient of inward FDI is positive and significant in all specifications. A 

positive sign of FDI inflows specifies that inward FDI can increase the exports of the 

recipient country. Double log form is used in all specifications; so the FDI coefficient 

represents the elasticity of exports with respect to FDI. Coefficients of FDI are 0.043, 

0.12, 0.092, 0.13 and 0.11 in five specifications, which show the percentage increase 

in exports due to one percent increase in FDI. Multinational companies can increase 

the exports of the FDI host economy by investing capital to exploit the cheap labor of 

developing economies. 

  



 

 

135 

 

TABLE 6.7 IMPACT OF FDI INFLOWS ON EXPORTS: PANEL OF 

DEVELOPING ASIAN ECONOMIES 

Dynamic Panel-Data Estimation Using System GMM 

VARIABLES 
Dependent Variable: Log Exports 

(1) (2) (3) (4) (5) 

               

.9776*** .9720*** .9947*** .9883*** .9895*** 

[97.41] [90.28] [97.27] [76.04] [48.47] 

(0.000) (0.000) (0.000) (0.000) (0.000) 

LFDI 

.0432** .1299*** .0924*** .1300*** .1199*** 

[2.04] [4.57] [3.69] [3.43] [3.40] 

(0.041) (0.000) (0.000) (0.001) (0.001) 

        

-.0264 -.0872*** -.0780*** -.1076*** -.0962*** 

[-1.26] [-3.42] [-3.36] [-3.01] [-2.79] 

(0.207) (0.001) (0.001) (0.003) (0.005) 

TO 

.0020*** .0009** .0001 .0002 .0002 

[3.68] [2.11] [0.21] [0.33] [0.25] 

(0.000) (0.035) (0.835) (0.739) (0.805) 

ToT 

 -.0194** -.0154* .1942** .1677** 

 [-2.10] [-1.77] [2.40] [2.06] 

 (0.036) (0.076) (0.016) (0.039) 

REER 

  -.0018* -.0027* -.0036*** 

  [-1.67] [-1.86] [-3.90] 

  (0.094) (0.063) (0.000) 

Savings/GDP 

   .0049*** .0056*** 

   [3.74] [4.46] 

   (0.000) (0.000) 

LGDP 

    .0043 

    [0.59] 

    (0.555) 

Constant 

-.0814 .0224 .2370* -.0334 .0032 

[-1.58] [0.72] [1.90] [-0.16] [0.02] 

(0.113) (0.474) (0.057) (0.875) (0.986) 

AR(2)P-value 0.174 0.991 0.575 0.131 0.214 

Sargan P-value 0.998 0.237 0.670 0.463 0.468 

[ ] shows z-values and ( ) shows p-values  

   *** 1% level of significance, ** 5% level of significance, *10% level of 

significance 

 

 

Positive impact of inward FDI on exports of the host economy also explored by 

Jayakumar et al. (2014), Goh et al. (2013), Goswami and Saikia (2012), Tabassum et 
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al. (2012), Xiao (2009), Abual Foul & Soliman (2008), Majeed and Ahmad (2007), 

Banga (2006), Zhang (2005). On the other hand, our results are in contrast with the 

findings of Yousaf et al. (2008), who explored the negative impact of inward FDI on 

exports of the host economy in case of Pakistan. 

6.4.2 Impact of Trade Openness on Exports 

Coefficient of trade openness has positive sign in all specifications and it is significant 

in two specifications. Positive and significant coefficients of trade openness indicate 

that openness can enhance exports. Chaudry and Amin (2012) and Majeed and 

Ahmad (2007) also indicated a positive impact of openness on exports. Further 

Santos-Paulino and Thirlwall (2004) also proved that trade liberalization could 

increase the exports of the country. 

6.4.3 Impact of Terms of Trade on Exports 

Coefficient of terms of trade has positive sign in two (4 and 5) specifications, while it 

has negative sign and is also significant in 2
nd

 and 3
rd

 specification. The justification 

for the negative sign is as ToT increase means a unit value of exports increases which 

discourage the exports of the country. A positive sign of ToT has an indirect impact 

on exports. As the unit value of exports increases the exports receipt increase that can 

enhance the volume of output available for exports. Kwalingana and Nkuna (2009), 

Umoru and Nwokoye (2014) and Matlasedi (2015) concluded that terms of trade have 

a positive impact on the CAB. The positive impact of ToT on CAB can be explained 

through its positive impact on exports. 
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6.4.4 Impact of REER on Exports 

Coefficients of REER are negative and statistically significant. The negative sign of 

REER indicates that it has a negative impact on exports. Appreciation/increase of 

REER indicates appreciation of the domestic currency which decreases the 

competitiveness of the country relative to its trade partners. Due to currency 

appreciation exports become expensive. So the volume of exports decreases. Hassan 

et al. (2016) has found that the appreciation of REER can decrease the real exports 

earnings in Bangladesh. Our results are also consistent with the findings of Tabassum 

et al. (2012), Xiao (2009), Abual Foul and Soliman (2008), Majeed and Ahmad 

(2007). 

6.4.5 Impact of Savings to GDP Ratio on Exports 

The coefficient of domestic savings to GDP ratio has a positive and significant impact 

on the exports of the country. Theoretically, it is expected that a high level of saving 

will be associated with a higher level of investment and output. So more output would 

be available for exports. Majeed and Ahmad (2007) also proved that domestic savings 

have a positive and significant impact on exports in case of developing economies.  

6.4.6 Impact of GDP Growth on Exports 

The coefficient of GDP is positive but not significant that indicates real GDP growth 

is not the significant determinant of exports in case of developing Asian economies. 

The results are in contrasts with the findings of the Abual Foul and Soliman (2008); 

they proved that GDP as a proxy for domestic output has a positive impact on exports. 
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6.5 FDI Inflows and Import Component: System GMM Estimation 

6.5.1 Impact of FDI on Imports 

The coefficients of inward FDI are positive and significant in all specifications. A 

positive sign of FDI indicates that the inflow of FDI can increase the imports of the 

recipient country. Double log form is used in all specifications; so the FDI 

coefficients represent the elasticity of imports with respect to FDI. Coefficients of 

FDI are 0.23, 0.05, 0.06, 0.05, and 0.04 in five specifications; which shows the 

percentage increase in imports due to a one percent increase in FDI. FDI can increase 

the imports of the host country at the initial stage of the investment and operational 

stage. At initial stage MNCs import machinery, equipment, experts and installation 

facilities. At the operational stage, MNCs can import raw material and intermediate 

inputs which are not available in the host economy, but it depends on the nature of 

output that MNCs produce. The positive impact of inward FDI on imports of the host 

economy also explored by Jayakumar et al. (2014), Goh et al. (2013), Tabassum et al. 

(2012), Xiao (2009) and Yousaf et al. (2008). FDI has a positive impact on both 

exports and imports but the elasticity of exports with respect to FDI is higher than the 

elasticity of imports in four specifications. This may be the reason that inward FDI 

has an overall positive impact of CAB for the case of developing Asian economies. 

6.5.2 Impact of Trade Openness on Imports  

Trade openness has a positive sign in all specifications and it is significant. Positive 

and significant coefficients of trade openness indicate more open economies incline to 

import more goods and services.  
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TABLE 6.8 IMPACT OF FDI INFLOWS ON IMPORTS: PANEL OF 

DEVELOPING ASIAN ECONOMIES 

Dynamic Panel-Data Estimation Using System GMM 

VARIABLES Dependent Variable: Log Imports 

 (1) (2) (3) (4) (5) 

               

.8671*** .9474*** .9143*** .9378*** .9276*** 

[17.84] [66.30] [97.07] [108.92] [102.98] 

(0.000) (0.000) (0.000) (0.000) (0.000) 

LFDI 

.2382*** .0591*** .0600*** .0504*** .0475*** 

[3.69] [3.58] [6.84] [5.81] [5.49] 

(0.000) (0.000) (0.000) (0.000) (0.000) 

        

-.1041 .0083 .0128 .0037 -.0006 

[-1.15] [0.65] [1.57] [0.46] [-0.08] 

(0.250) (0.515) (0.117) (0.644) (0.939) 

TO 

.0055** .0016** .0037*** .0026*** .0030*** 

[2.29] [2.44] [7.50] [5.68] [6.40] 

(0.022) (0.015) (0.000) (0.000) (0.000) 

REER 

 -.0034** -.0028*** -.0027*** -.0037*** 

 [-2.00] [-3.85] [-3.72] [-4.76] 

 (0.046) (0.000) (0.000) (0.000) 

ToT 

  -.0112*** -.0088** -.0087** 

  [-2.81] [-2.18] [-2.17] 

  (0.005) (0.029) (0.030) 

LGDP 

   .0055**  

   [2.03]  

   (0.042)  

LPer Capita 

GDP 

    .0565*** 

    [3.57] 

    (0.000) 

Constant 

-.0399 .3968** .3284*** .2704*** -.1747 

[-0.48] [2.10] [3.95] [2.83] [-1.12] 

(0.634) (0.036) (0.000) (0.005) (0.264) 

AR(2)P-value 0.339 0.136 0.174 0.142 0.162 

Sargan P-value 0.139 0.370 0.220 0.128 0.970 

[ ] shows z-values and ( ) shows p-values  

   *** 1% level of significance, ** 5% level of significance, *10% level of 

significance 
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Chaudry and Amin (2012) and Majeed and Ahmad (2007) indicated a positive impact 

of openness on imports more than exports. Further Santos-Paulino and Thirlwall 

(2004) also proved that trade liberalization could increase the imports of the country.  

6.5.3 Impact of REER on Imports 

Coefficients of the real effective exchange rate are negative and statistically 

significant. The negative sign of REER indicates that it has a negative impact on 

imports. Appreciation/increase of REER indicates appreciation of the domestic 

currency which can increase the purchasing power and can enhance the imports. 

However, the sign of REER coefficient is inconsistent with the theoretical 

explanation. The possible justification of this negative coefficient of REER is, 

appreciation of REER can decrease the exports of the country. It will lead to lowering 

the total output level and national income. Imports are the function of income. So this 

indirect effect of REER can decrease the imports. The results are in contrast with the 

results of Tabassum et al. (2012) who proved REER has a positive impact on imports 

volume. Hassan et al. (2016), Matlasedi (2015), Shah and Majeed (2014) and 

Calderón et al. (1999) also explored the negative impact of REER on trade account of 

a country which indicates improvement in REER can enhance the imports of the 

country.  

6.5.4 Impact of Terms of Trade on Imports 

The coefficient of terms of trade has a negative sign in all specifications and it is 

significant. The justification for the negative sign is as ToT increases it decreases the 

competitiveness of the country. So it has a negative impact on imports. Kwalingana 

and Nkuna (2009) also concluded that terms of trade have a positive impact on CAB 

as it can reduce the imports of the country in case of Malawi.  
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6.5.5 Impact of GDP Growth on Imports 

The coefficient of GDP is positive and significant that indicates real GDP growth is 

the significant determinant of imports in case of developing Asian economies. GDP 

growth is directly related to the volume of imports [imports= f (income)]. As income 

increases imports increases as a part of consumption. The results are consistent with 

the findings of the Yousaf et al. (2008), Tabassum et al. (2012), Goh et al. (2013), 

Xiao (2009), Hossain (2008), they proved that GDP has a positive impact on import 

volume. 

6.5.6 Impact of Per Capita GDP on Imports 

The coefficient of per capita GDP is also positive and significant that indicates per 

capita GDP is also a significant determinant of imports in case of developing Asian 

economies. Per capita GDP used as a proxy for consumption capacity. Consumption 

is positively related to per capita income, imports are part of the consumption 

function. As per capita income increases imports also increases along with total 

consumption. Bernasconi and Wuergler (2013) explored that per capita is an essential 

determinant of imports. They proved that countries with high per capita had high 

propensity to import. 
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CHAPTER 07 

IMPACT OF CORRUPTION ON FOREIGN DIRECT 

INVESTMENT FOR DIFFERENT REGIONS OF DEVELOPING 

ASIA 

After discussing the results of a complete panel of developing Asia in chapter 5, 

chapter 7 will give insight into the region-wise comparison of the results of the impact 

of corruption on FDI. The region-wise analysis makes it possible to compare the 

differences and similarities in the results. Developing Asian region is categorized into 

four regions, East Asia, South-East Asia, South Asia and West Asia. Section 7.1 will 

elucidate the empirical findings of the East Asia region; section 7.2 elaborates the 

results of South-East Asia; section 7.3 reveals the empirical findings of the South 

Asian economies and section 7.5 will explain the results of West Asian region.  

7.1 Results of System GMM for the East Asia Region 

The first model is estimated to check the impact of corruption on FDI inflows for the 

region of East Asia. Results of the first model are reported in table 7.1. Four different 

specifications are regressed using specific to the general approach. 

7.1.1 Impact of Lagged Value of FDI inflows on FDI inflows 

The coefficient of the lagged value of FDI inflows has a positive sign and it is 

significant. The results demonstrated that the previous level of FDI is a significant 

determinant of more inward FDI. Literature also suggested that MNCs are reluctant to 

explore relatively new countries so the inflows of FDI dependent on the previous 

level of FDI in that country. 
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Table 7.1 IMPACT OF CORRUPTION ON FDI INFLOWS: PANEL OF EAST 

ASIAN ECONOMIES 

Dynamic Panel-Data Estimation Using System GMM 

VARIABLES Dependent Variable: Log of FDI Inflow 

 (1) (2) (3) (4) 

        

.4550*** .3641*** .2608*** .0581 

[4.76] [2.95] [2.57] [0.30] 

(0.000) (0.003) (0.010) (0.766) 

Corruption 

.0130* .0243* .0268*** .0403** 

[1.82] [1.74] [2.73] [2.47] 

(0.069) (0.082) (0.006) (0.014) 

LGFCF 

.4181*** .5385*** .5539*** .8233** 

[5.28] [5.30] [6.96] [2.17] 

(0.000) (0.000) (0.000) (0.030) 

TO 

.0061*** .0085*** .0107*** .0095*** 

[4.60] [4.23] [6.20] [4.11] 

(0.000) (0.000) (0.000) (0.000) 

L Per Capita 

GDP 

 .0190 .7046**  

 [0.21] [2.48]  

 (0.832) (0.013)  

Unemployment 

  -.1153 -.1065 

  [-1.42] [-0.77] 

  (0.155) (0.441) 

Inflation (CPI) 

  .0062 .0041 

  [0.33] [0.15] 

  (0.741) (0.882) 

LPOP 

   .7837** 

   [2.30] 

   (0.022) 

LGDP 

   .7298* 

   [1.80] 

   (0.072) 

Constant 

-7.577*** -10.69*** -10.35*** -6.747 

[-4.96] [-4.38] [-5.78] [-1.39] 

(0.000) (0.000) (0.000) (0.165) 

AR(2)P-value 0.298 0.407 0.698 0.892 

Sargan P-

value 
0.374 0.880 0.110 0.426 

   [ ] shows z-values and ( ) shows p-values  

   *** 1% level of significance, ** 5% level of significance, *10% level of 

significance 
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7.1.2 Impact of Corruption on FDI Inflows 

The coefficient of corruption is positive and significant in all specifications. The 

positive sign of corruption coefficient indicates that corruption encourages the inward 

FDI in East Asian economies. It is argued that in the case of developing countries 

corruption may speed up the process for doing business and minimize the red-tapism 

problem. Since developing, nations often do not have a strong and transparent system. 

Auxiliary in some developing countries bribery is the cultural element. For example, 

in the case of China any MNC cannot start the business without the involvement of 

local personnel. Giving a gift as a token of thanks in China is a cultural factor. Data 

on FDI inflows demonstrated that Chinese's economy becomes the top recipient of 

FDI despite having a high level of corruption. The regression analysis also confirms 

the results. This outcome supports the helping hand hypothesis of corruption. The 

results are consistent with the results of a complete panel of developing Asia, which 

also endorsed the helping hand hypothesis of corruption. Helping hand hypothesis 

also confirmed by Kolnes (2016), Ravi (2015), Egger and Winner (2005). Ardiyanto 

(2012) proved that corruption negatively affects inward FDI in developed economies 

and has a positive effect on inward FDI in developing economies. Barassi and Zhou 

(2011) explored that corruption has a negative impact on FDI inflows but has a 

positive impact on FDI stock.    

7.1.3 Impact of GFCF on FDI Inflows 

GFCF is included in the model as a proxy for domestic investment. Domestic 

investment is an essential determinant for inward FDI. GFCF is a good indicator to 

determine the future path of the economy. Economies with a high level of domestic 

investment (GFCF) expected to grow faster and such economies become the 

preference of foreign investors. Coefficient of GFCF has expected positive sign and it 
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is significant. Bayraktar (2014) and Udenze (2014) also proved that domestic 

investment is positively related to inward FDI.  The positive sign of GFCF is also 

consistent with the results of a complete panel of developing Asia. 

7.1.4 Impact of Trade Openness (TO) on FDI Inflows 

Trade openness is an essential determinant of inward FDI. Trade openness has a 

positive and significant impact on inward FDI.  High trade openness indicates that 

economies have a free capital market; subsequently, they can attract more inward FDI 

as multinational companies are more inclined towards more open economies. Positive 

and significant coefficient of trade openness is consistent with the results of a 

complete panel of developing Asia. Kolnes (2016), Udenze (2014), Barassi and Zhou 

(2011), Sadig (2009), Brouthers et al., (2008), Habib and Zurawicki (2002), and 

Drebek and Payne (2002) also discussed trade openness as significant determinant of 

inward FDI and demonstrated that trade openness has a positive impact on inward 

FDI. 

7.1.5 Impact of Per Capita GDP on FDI Inflows 

Per capita GDP is an indicator of income level and consumption capacity of the host 

economy. High per capita GDP can be a good indicator of the quality of human 

capital in the host country. High per capita income indicates good health and 

education conditions in the economy.  The coefficient of per capita GDP is positive 

and significant in one specification. Results demonstrated that high consumption 

capacity of the host economy could attract more inward FDI. The positive impact of 

per capita GDP is consistent with the results of the complete panel of developing 

Asia. Results are also consistent with the results of  Bayraktar (2014), Azam and  
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Ahmad (2013), Ardiyanto (2012),  Barassi and Zhou (2011), Sadig (2009), Brouthers 

et al., (2008),  Hakkala et al., (2008), Ohlsson (2007), Habib and Zurawicki (2002),  

Wei and Wu (2002).  

7.1.6 Impact of Unemployment on FDI inflows 

Unemployment in the host economy is used as an indicator of labor availability. This 

coefficient was expected to have a positive impact on inward FDI. However, in the 

present model, the coefficient of unemployment has an unexpected negative sign and 

is insignificant as it was found in the results of the entire panel. Results are in contrast 

with the findings of Godlinez and Liu (2015), and Habib and Zurawicki (2002), as 

they proved unemployment in the host country is an indicator of the availability of 

cheap labor; so can attract more inward FDI.  

7.1.7 Impact of Inflation on FDI inflows  

The inflation rate is used as a proxy for macroeconomic stability of the host economy. 

Foreign investors prefer countries with more excellent economic stability for long 

term projects. Inflation creates uncertainty in the economy.  If the inflation rate is high 

in the host economy than it becomes hard for foreign investors to forecast their future 

returns. The coefficient of CPI was expected to have a negative sign but for the 

present model, the inflation rate has an unexpected positive sign and is insignificant 

for the panel of East Asia. Results are inconsistent with the results of the complete 

panel and the results of Bayraktar (2014), Drebek and Payne (2002). 

7.1.8 Impact of GDP and Population on FDI Inflows 

Population and GDP are used as a proxy for the size of the host economy. If the host 

economy has a large population and large volume GDP it is the indicator of large size 

of the economy. The large size of the economy has a positive impact on inward FDI. 

Quazi et al., (2014), Quazi (2014), Hakkala et al., (2008), Egger and Winner (2005), 
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and Wei and Wu (2002) used the volume of GDP as a proxy for market size. While 

Barassi and Zhou (2011), Ohlsson (2007), Drebek and Payne (2002), used GDP 

growth as a proxy for market size. Whereas, Kolnes (2016), Azam and Ahmad 

(2013), Alemu (2012), Ardiyanto (2012), Barassi and Zhou (2011), and Habib and 

Zurawicki (2002) used GDP, GDP and population size as a proxy for market size. All 

these studies proved that market size has a positive impact on inward FDI. Results of 

the complete panel of developing Asian economies also confirmed the positive impact 

of market size on inward FDI. 

7.1.9 Impact of Corruption on FDI inflow to GDP ratio 

Countries included in the East Asia panel have different size of the economy. So 

taken FDI inflows as a dependent variable may not be the appropriate measure of 

inward FDI volume relative to the size of the host economy. In the second model, the 

same explanatory variables are regressed taken FDI inflows to GDP ratio as a 

dependent variable. Results are reported in table 7.2. Results in all specification are 

almost similar to the first model except some coefficients which are not significant 

and have different signs in the second model. Similar to first model corruption 

coefficients have a positive sign and it is significant in all specifications.  GFCF has a 

positive sign and the coefficient is significant in all specification. Trade openness has 

a positive sign and significant in all specifications as it was in the first model. GDP 

growth was used as a proxy for market size and has a positive sign in all 

specifications in the first model. However, in the present model GDP growth has a 

negative sign. 
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TABLE 7.2 IMPACT OF CORRUPTION ON FDI INFLOWS TO GDP RATIO: 

PANEL OF EAST ASIAN ECONOMIES 

Dynamic Panel-Data Estimation Using System GMM 

VARIABLES Dependent Variable: FDI inflow to GDP ratio 

 (1) (2) (3) (4) (5) 

        

.2148*** .2122*** .2161*** .2998* .3146** 

[3.20] [3.17] [2.85] [1.72] [2.46] 

(0.001) (0.002) (0.004) (0.085) (0.014) 

Corruption 

.0063*** .0070*** .0078*** .0077*** .0032* 

[11.27] [14.45] [7.63] [2.93] [1.69] 

(0.000) (0.000) (0.000) (0.003) (0.090) 

LGFCF 

.0615* .0737** .0860* .1017* .0842* 

[1.84] [2.02] [1.80] [1.79] [1.68] 

(0.065) (0.044) (0.071) (0.073) (0.092) 

TO 

.0015*** .0015*** .0016*** .0014*** .0010*** 

[20.71] [20.97] [16.92] [7.47] [6.11] 

(0.000) (0.000) (0.000) (0.000) (0.000) 

LGDP 

-.0674** -.0826** -.0820*** -.0690**  

[-2.09] [-2.34] [-2.75] [-2.02]  

(0.037) (0.019) (0.006) (0.044)  

Inflation (CPI) 

 -.0024*** -.0030*** -.0045*** -.0014** 

 [-3.88] [-3.76] [-3.78] [-2.37] 

 (0.000) (0.000) (0.000) (0.018) 

LPOP 

  -.0117 -.0350  

  [-0.67] [-1.30]  

  (0.506) (0.195)  

Unemployment 

   -.0050 -.0130 

   [-0.43] [-1.51] 

   (0.665) (0.131) 

Log Per Capita 

GDP 

    -.0054 

    [-0.29] 

    (0.775) 

Constant 

-1.199*** -1.365*** -1.551** -1.677** -1.120 

[-2.72] [-2.79] [-2.30] [-1.98] [-1.37] 

(0.006) (0.005) (0.022) (0.047) (0.171) 

AR(2)P-value 0.230 0.250 0.256 0.249 0.212 

Sargan P-

value 
1.000 1.000 1.000 1.000 1.000 

   [ ] shows z-values and ( ) shows p-values  

   *** 1% level of significance, ** 5% level of significance, *10% level of 

significance 
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This indicates that FDI to GDP ratio decreased in promptly growing economies. The 

justification for this negative sign is as GDP growing more rapidly than the FDI 

inflows. So FDI to GDP ratio decreased where the GDP growth rate is high. In the 

case of East Asia countries like China and Hong Kong have high GDP growth. The 

population was also used as a proxy for market size but it is not significant in the 

present model. GDP Per capita and unemployment are also insignificant in the present 

model. CPI has included in four specifications it has a negative sign in all 

specifications and it is significant in contrast with the first model reported in table 7.1. 

7.2 Results of System GMM for South-East Asia Region 

The model is estimated to check the impact of corruption on FDI inflows for the 

region of South-East Asia. Results of the model are reported in table 7.3. Four 

different specifications are regressed using specific to the general approach.   

7.2.1 Impact of Lagged Value of FDI Inflows on FDI Inflows 

The coefficient of the lagged value of FDI inflows has a positive sign and it is 

significant in three specifications. The results demonstrated that the previous level of 

FDI is a significant determinant to attract more inward FDI. Literature also suggested 

that MNCs are reluctant to explore relatively new countries so the inflows of FDI 

dependent on the previous level of FDI in that country. 

7.2.2 Impact of Corruption on FDI Inflows 

There is mixed evidence about the impact of corruption on FDI in vacant literature. 

There are two opposite views about the impact of corruption on inward FDI; helping 

hand hypothesis and grabbing hand hypothesis. Helping hand hypothesis suggested a 

positive impact of corruption on FDI. It is argued that corruption may speed up the 

process of doing business and minimize the red-tapism problem in the countries 
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where they do not have a strong and transparent system.  Helping hand hypothesis is 

endorsed with the results of the complete panel of developing Asia and the results of 

the East Asian region where corruption has a positive impact on inward FDI. On the 

contrary grabbing hand hypothesis argued that corruption in the host country could 

reduce inward FDI in many ways. They argued that first, corruption could increase 

distortions and inefficiencies, that can raise transaction costs for investors (Bardhan, 

1997); secondly, corruption can create a risk of endangering brand goodwill in case of 

getting tangled up in a scandal (Zhao et al., 2003); thirdly, corruption can increase the 

uncertainty about the returns of the investment; finally corruption can negatively 

affect other important determinants of FDI, such as economic growth (Mauro, 1995), 

productivity of public investment and quality of infrastructure (Tanzi & Davoodi, 

1997), education and healthcare services (Gupta et al., 2000). The coefficient of 

corruption is negative and significant in all specifications. The negative sign of 

corruption coefficient indicates that a high level of corruption in the host economy 

discourages the inward FDI in South-East Asian economies. Results are endorsed the 

grabbing hand view of corruption. Results are in contrast with the result of the 

complete panel and the results of the East Asian region. Results are also dissimilar 

with the results of Kolnes (2016), Ravi (2015), Petrou and Thanos (2014), Ardiyanto 

(2012), Barassi and Zhou (2011), and Egger and Winner (2006). The results are 

consistent with the results of Godlinez and Liu (2015), Quazi et al., (2014), Udenze 

(2014), Quazi (2014), Bayraktar (2014), Azam and Ahmad (2013), Alemu (2012), 

Zurawicki and Habib (2010), Sadig (2009),  Brouthers et al., (2008), Ohlsson (2007), 

Egger and Winner (2006), Voyer et al., (2004), Zhao et al., (2003), and Habib and 

Zurawicki (2002). 
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TABLE 7.3 IMPACT OF CORRUPTION ON FDI INFLOWS: CASE OF 

SOUTH-EAST ASIAN DEVELOPING COUNTRIES  

Dynamic Panel-Data Estimation Using System GMM 

VARIABLES Dependent Variable: Log of FDI Inflow 

(1) (2) (3) (4) 

        .1966* .2147** .2973*** -.1448 

[1.81] [1.97] [3.08] [-1.44] 

(0.071) (0.049) (0.002) (0.149) 

Corruption -.2448*** -.1288* -.1329*** -.1351** 

[-4.46] [-1.91] [-2.93] [-2.02] 

(0.000) (0.057) (0.003) (0.043) 

LGFCF -.0087 -.0693* -.3031*** .0184 

[-0.26] [-1.76] [-4.24] [0.16] 

(0.794) (0.078) (0.000) (0.870) 

TO -.0097 -.0154 .0156* .0093** 

[-1.02] [-1.59] [1.95] [2.24] 

(0.308) (0.113) (0.051) (0.025) 

Inflation (CPI) .0112** -.0035 -.0034 .0102*** 

[2.15] [-0.49] [-0.68] [2.62] 

(0.031) (0.622) (0.494) (0.009) 

LGDP  1.761*** 1.495***  

 [2.95] [3.27]  

 (0.003) (0.001)  

LPOP   2.643***  

  [3.53]  

  (0.000)  

Log Per Capita 

GDP 

   -1.773*** 

   [-8.56] 

   (0.000) 

Constant 19.54*** 9.917 -36.65*** -38.47*** 

[3.70] [1.59] [-2.94] [-3.03] 

(0.000) (0.111) (0.003) (0.002) 

AR(2)P-value 0.011 0.010 0.004 0.030 

Sargan P-value 0.997 0.997 0.738 1.000 

[ ] shows z-values and ( ) shows p-values  

 *** 1% level of significance, ** 5% level of significance, *10% level of significance 
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7.2.3 Impact of GFCF on FDI Inflows  

GFCF is included in the model as a proxy for domestic investment. Domestic 

investment is an essential determinant for inward FDI. GFCF is a good indicator for 

the future path of the economy. Economies with a high level of domestic investment 

(GFCF) expected to grow faster and such economies become the preference of foreign 

investors. Coefficient of GFCF has an unexpected negative sign and it is significant in 

two specifications. The negative sign of GFCF coefficient indicates the high level of 

domestic investment in South-East Asian economies discourages foreign investment.  

Results are inconsistent with the results of the complete panel developing Asia, results 

of the East Asian region and the results of Bayraktar (2014) and Udenze (2014). Since 

they proved that domestic investment is positively related to inward FDI. 

7.2.4 Impact of Trade Openness (TO) on FDI Inflows 

Trade openness is an essential determinant of inward FDI. Trade openness coefficient 

has a positive sign and it is significant in two specifications. Results indicated that 

trade openness has a positive impact on inward FDI.  High trade openness is a sign of 

economies have free capital market and fewer barriers to commodity trade; so they 

can attract more inward FDI. Since, multinational companies are more inclined 

towards more open economies. Positive and significant coefficient of trade openness 

is consistent with the results of a complete panel of developing Asia and the results of 

the East Asian region. Kolnes (2016), Udenze (2014), Barassi and Zhou (2011), Sadig 

(2009), Brouthers et al., (2008), Habib and Zurawicki (2002), and Drebek and Payne 

(2002) also proved that trade openness has a positive impact on inward FDI.  
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7.2.5 Impact of Inflation on FDI Inflows  

The inflation rate is used as a proxy for macroeconomic stability of the host economy. 

The coefficient of CPI was expected to have a negative sign but for the present model 

inflation rate has an unexpected positive sign and it is significant in two specifications 

for the panel of South-East Asia. A positive sign of CPI indicates that high price level 

could be the incentive for foreign investors. As a high commodity price can increase 

the profit margin for investors. Results are inconsistent with the results of a complete 

panel of developing Asia and the results of Bayraktar (2014), and Drebek and Payne 

(2002). Results are consistent with the results of East Asia partially as in East Asia 

CPI has a positive sign; however, it is insignificant. 

7.2.6 Impact of GDP and Population on FDI Inflows 

Coefficients of GDP and population have a positive and significant sign. The positive 

sign indicates that a larger volume of GDP and population size can attract more 

inward FDI. Population and GDP are used as a proxy for the size of the host 

economy. If the host economy has a large population and a large volume of GDP it is 

the indicator of a large size of the economy. The large size of the economy has a 

positive impact on inward FDI. Kolnes (2016), Quazi et al., (2014), Quazi (2014), 

Azam and Ahmad (2013), Alemu (2012), Ardiyanto (2012), Barassi and Zhou (2011), 

Barassi and Zhou (2011), Hakkala et al., (2008), Ohlsson (2007), Egger and Winner 

(2005), Wei and Wu (2002), Drebek and Payne (2002), and Habib and Zurawicki 

(2002) used GDP, GDP growth and population as proxy for market size. All these 

studies proved that market size has a positive impact on inward FDI. The result is also 

consistent with the result of a complete panel of developing Asia and the results of the 

East Asian region. 
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7.2.7 Impact of Per Capita GDP on FDI inflows 

Per capita GDP is an indicator of income level and consumption capacity of the host 

economy. High per capita GDP can be a good indicator of the quality of human 

capital in the host country. High per capita income indicates good health and 

education conditions in the economy.  The coefficient of per capita GDP has an 

unexpected negative sign. The coefficient is statistically significant. The negative 

impact of per capita GDP is inconsistent with the results of a complete panel of 

developing Asia and the results of the East Asian region. Results are also inconsistent 

with the results of  Bayraktar (2014), Azam and Ahmad (2013), Ardiyanto (2012),  

Barassi and Zhou (2011), Sadig (2009), Brouthers et al., (2008),  Hakkala et al., 

(2008), Ohlsson (2007), Habib and Zurawicki (2002),  Wei and Wu (2002).  

7.2.8 Impact of Corruption on FDI inflow to GDP ratio 

Countries included in the South-East Asia panel have different size of the economy. 

So taken FDI inflows as a dependent variable may not be the appropriate measure of 

inward FDI volume relative to the size of the economy. In the second model, the same 

explanatory variables are regressed taken FDI inflows to GDP ratio as the dependent 

variable. Results are reported in table 7.4. Results in all specification have some 

differences and some similarities with the results reported in table 7.3. In contrast 

with the results of table 7.3, corruption has a positive impact on FDI inflows to GDP 

ratio for the panel of South-East Asia. Unemployment is one of the significant 

determinants of FDI to GDP ratio. Coefficient of unemployment is positive and 

significant indicates that availability of labor can increase the FDI inflows to GDP 

ratio.  
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TABLE 7.4 IMPACT OF CORRUPTION ON FDI INFLOWS to GDP RATIO: 

CASE OF SOUTHEAST ASIAN DEVELOPING COUNTRIES  

 

Dynamic Panel-Data Estimation Using System GMM 

VARIABLES Dependent Variable: FDI inflow to GDP ratio 

(1) (2) (3) (4) 

        -.2579** -.2558** -.2662** .0456 

[-2.42] [-2.42] [-2.50] [1.02] 

(0.015) (0.016) (0.012) (0.309) 

Corruption .0042*** .0037** .0035* .3275*** 

[2.87] [2.41] [1.91] [4.03] 

(0.004) (0.016) (0.056) (0.000) 

LGFCF -.0011 -.00004 -.0014 -1.178*** 

[-1.01] [-0.02] [-0.24] [-5.22] 

(0.314) (0.981) (0.812) (0.000) 

TO .0007*** .0008*** .0007** .0942*** 

[3.69] [3.84] [2.03] [3.45] 

(0.000) (0.000) (0.042) (0.001) 

CPI .0006*** .0006*** .0006*** -.0299 

[5.76] [5.55] [3.05] [-1.59] 

(0.000) (0.000) (0.002) (0.111) 

LGDP  -.0178 -.0093 7.558*** 

 [-0.96] [-0.35] [4.19] 

 (0.335) (0.723) (0.000) 

L POP   .0150 7.448** 

  [0.28] [2.44] 

  (0.777) (0.015) 

Unemployment    .5878*** 

   [3.17] 

   (0.002) 

Constant -.3896*** -.3338** -.5678 -168.3*** 

[-2.77] [-2.21] [-0.65] [-3.15] 

(0.006) (0.027) (0.514) (0.002) 

AR(2)P-value 0.106 0.111 0.190 0.315 

Sargan P-value 0.775 0.956 0.924 1.000 

[ ] shows z-values and ( ) shows p-values  

    *** 1% level of significance, ** 5% level of significance, *10% level of significance 

 



 

 

156 

 

On the other hand, the rest of the results are almost similar to the results reported in 

7.3. GFCF has a negative sign and the coefficient is significant in one specification as 

it was in table 7.3. Trade openness, CPI, GDP and population has a positive and 

significant sign as they were in the model reported in 7.3.   

7.3 Results of System GMM for the South Asia Region 

The first model is estimated to check the impact of corruption on FDI inflows for the 

region of South Asia. Results of the first model are reported in table 7.5. Four 

different specifications are regressed using specific to the general approach. 

7.3.1 Impact of Lagged Value of FDI inflows on FDI Inflows 

The coefficient of the lagged value of FDI inflows has a positive sign and it 

significant. The results demonstrated that the previous level of FDI is a significant 

determinant of more inward FDI. Literature also suggested that MNCs are reluctant to 

explore relatively new countries so the inflows of FDI dependent on the previous 

level of FDI in that country. 

7.3.2 Impact of Corruption on FDI Inflows 

The coefficient of corruption is positive and significant in the two specifications. The 

positive sign of corruption coefficient indicates that corruption encourages the inward 

FDI in South Asian economies. It is argued that in the case of developing countries 

corruption may speed up the process for doing business and minimize the red-tapism 

problem. Since developing, nations often do not have a strong and transparent system. 

Furthermore in some developing countries bribery is the cultural element. 
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TABLE 7.5 IMPACT OF CORRUPTION ON FDI INFLOWS: CASE OF 

SOUTH ASIAN DEVELOPING COUNTRIES 

Dynamic Panel-Data Estimation Using System GMM 

VARIABLES Dependent Variable: Log of FDI Inflow 

 (1) (2) (3) (4) 

        

.5346*** .3609*** .6223*** .2308** 

[5.37] [3.32] [3.23] [2.35] 

(0.000) (0.001) (0.001) (0.019) 

Corruption 

.0113*** .0209** -.0119 .0052 

[2.75] [2.03] [-0.54] [0.36] 

(0.006) (0.042) (0.590) (0.721) 

LGFCF 

.6098*** .7792** .0599 2.301*** 

[4.46] [5.42] [0.12] [3.68] 

(0.000) (0.000) (0.907) (0.000) 

TO 

.0167*** .0187*** .0232** .0495*** 

[3.49] [3.32] [2.34] [5.65] 

(0.000) (0.001) (0.019) (0.000) 

Unemployment 

 .0428 .0688* .1445** 

 [0.93] [1.73] [2.48] 

 (0.354) (0.084) (0.013) 

Inflation (CPI) 

 -.0029** -.0020** -.0014 

 [-2.28] [-2.11] [-0.62] 

 (0.023) (0.035) (0.537) 

LGDP 

  .5149  

  [0.90]  

  (0.370)  

Log Per Capita 

GDP 

   -.0002 

   [-1.44] 

   (0.150) 

Constant 

-12.34*** -15.80*** -11.49** -24.05*** 

[-4.70] [-5.47] [-2.18] [-8.16] 

(0.000) (0.000) (0.029) (0.000) 

AR(2)P-value 0.032 0.058 0.059 0.035 

Sargan P-

value 
1.000 0.226 0.637 0.312 

[ ] shows z-values and ( ) shows p-values  

 *** 1% level of significance, ** 5% level of significance, *10% level of significance 
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The positive sign of corruption coefficient supports the helping hand hypothesis of 

corruption. The results are consistent with the results of a complete panel of 

developing Asia and the results of the East Asian region since the results supported 

the helping hand hypothesis of corruption. Helping hand hypothesis is also confirmed 

by Kolnes (2016), Ravi (2015), and Egger and Winner (2005). Ardiyanto (2012) 

proved that corruption negatively affects inward FDI in developed economies and has 

a positive effect on inward FDI in developing economies. Barassi and Zhou (2011) 

explored that corruption has a negative impact on FDI inflows but has a positive 

impact on FDI stock. The results are inconsistent with the results of the South-East 

Asian region; the results of the region confirmed the grabbing hand hypothesis of 

corruption.   

7.3.3 Impact of GFCF on FDI Inflows 

GFCF is included in the model as a proxy for domestic investment. Domestic 

investment is an essential determinant for inward FDI. GFCF is a good indicator for 

the future path of the economy. Economies with a high level of domestic investment 

(GFCF) expected to grow faster and such economies become the preference of foreign 

investors. Coefficients of GFCF have expected positive sign and they are significant. 

The positive and significant sign of GFCF demonstrated that domestic investment 

level positively affects the foreign direct investment inflows. Bayraktar (2014) and 

Udenze (2014) also proved that domestic investment is positively related to inward 

FDI.  The positive sign of GFCF is also consistent with the results of a complete panel 

of developing Asia and the results of the East Asia region.  
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7.3.4 Impact of Trade Openness (TO) on FDI Inflows 

Trade openness is a vital determinant of inward FDI. Trade openness has a positive 

and significant impact on inward FDI.  High trade openness indicates that economies 

have a free capital market and fewer barriers to international trade. Therefore they can 

attract more inward FDI since multinational companies are more inclined towards 

more open economies. Positive and significant coefficient of trade openness is 

consistent with the results of a complete panel of developing Asia, results of the East 

Asia region and the results of the South-East Asia region. Further Kolnes (2016), 

Udenze (2014), Barassi and Zhou (2011), Sadig (2009), Brouthers et al., (2008), 

Habib and Zurawicki (2002) Drebek and Payne (2002) also discussed trade openness 

as significant determinant of inward FDI and proved that trade openness can 

positively affect inward FDI. 

7.3.5 Impact of Unemployment on FDI Inflows 

Unemployment in the host economy is used as a gauge of labor availability. This 

coefficient has expected positive sign and it is significant in two specifications.  A 

positive sign of unemployment coefficient indicates more unemployed labor force 

means availability of cheap labor to foreign investors. In the case of resource-seeking 

FDI cheap labor is an incentive for MNCs. Results are consistent with the findings of 

Godlinez and Liu (2015), and Habib and Zurawicki (2002), as they proved 

unemployment in the host country is an indicator of the availability of cheap labor; so 

can attract more inward FDI. On the contrary, results are inconsistent with the results 

of a complete panel of developing Asia, results of the East Asia region and the result 

of the South-East Asian region  
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7.3.6 Impact of Inflation on FDI Inflows  

The inflation rate is used as a proxy for macroeconomic stability of the host economy. 

Foreign investors prefer countries with greater economic stability for long term 

projects. Inflation creates uncertainty in the economy.  If the price level is unstable in 

the host economy than it becomes hard for foreign investors to forecast their future 

returns. The coefficient of CPI was expected to have a negative sign. For the present 

model, the inflation coefficient has expected negative sign and it is significant in two 

specifications. Results are consistent with the results of a complete panel of 

developing Asia and the results of Bayraktar (2014), and Drebek and Payne (2002) 

since they found inflation discourage inward FDI. Results are in contrast with the 

results of the South-East Asia region.  

7.3.7 Impact of GDP on FDI Inflows 

GDP is used as a proxy for the size of the host economy. If the host economy has a 

large volume of GDP, it is the indicator of the large size of the economy. The large 

size of the economy has a positive impact on inward FDI. Quazi et al., (2014), Quazi 

(2014), Hakkala et al., (2008), Egger and Winner (2005), Wei and Wu (2002), Barassi 

and Zhou (2011), Ohlsson (2007), Drebek and Payne (2002), Kolnes (2016), Azam 

and Ahmad (2013), Alemu (2012), Ardiyanto (2012), Barassi and Zhou (2011), and 

Habib and Zurawicki (2002) used GDP, GDP growth and population size as proxy for 

market size. All these studies proved that market size has a positive impact on inward 

FDI. Results of developing Asian panel also confirmed the positive impact of market 

size on inward FDI. In contrast with the literature above, the results for the present 

model indicated that GDP growth has insignificant impact on inward FDI.  
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7.3.8 Impact of Per Capita GDP on FDI Inflows 

Per capita GDP is an indicator of income level and consumption capacity of the host 

economy. High per capita GDP can be a good indicator of the quality of human 

capital in the host country. High per capita income indicates good health and 

education conditions in the economy.  The coefficient of per capita GDP is expected 

to have a positive and significant coefficient. For the present model, it has a negative 

sign. However, it is insignificant. Results demonstrated that per capita GDP is not a 

good determinant of inward FDI in case of South Asia region. This outcome is 

inconsistent with the results of a complete panel of developing Asia, and East Asia 

region. Result is also in contrast with the results of existing studies by Bayraktar 

(2014), Azam and Ahmad (2013), Ardiyanto (2012),  Barassi and Zhou (2011), Sadig 

(2009), Brouthers et al., (2008),  Hakkala et al., (2008), Ohlsson (2007), Habib and 

Zurawicki (2002),  Wei and Wu (2002).  

7.3.9 Impact of Corruption on FDI Inflows to GDP Ratio 

Countries included in the South Asia panel have different size of the economy. So 

taken FDI inflows as a dependent variable may not be the appropriate measure of 

inward FDI volume relative to the size of the economy. In the second model, the same 

explanatory variables are regressed taken FDI inflows to GDP ratio as the dependent 

variable. Results are reported in table 7.6. Results in all specification are similar to the 

first model except the coefficients of per capita GDP. Similar to first model corruption 

coefficients have a positive sign and they are significant in all specifications.  GFCF 

and Trade Openness also have positive and significant coefficient in all specifications 

similar to the first model of this region. Inflation has a negative and significant impact 

on inward FDI as it was in the first model. 
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TABLE 7.6 IMPACT OF CORRUPTION ON FDI INFLOWS TO GDP RATIO: 

CASE OF SOUTH ASIAN DEVELOPING COUNTRIES 

Dynamic Panel-Data Estimation Using System GMM 

VARIABLES 
Dependent Variable: FDI inflow to GDP ratio 

(1) (2) (3) (4) 

        

.0209 -.1772 -.1412 .0197 

[0.16] [-1.59] [-1.36] [0.20] 

(0.876) (0.112) (0.174) (0.843) 

Corruption 

4.27e-10*** 4.40e-10** 6.22e-10** 7.89e-10** 

[2.80] [2.31] [2.53] [2.12] 

(0.005) (0.021) (0.011) (0.034) 

LGFCF 

5.63e-09** 4.47e-09*** 8.54e-09*** 1.95e-08* 

[2.01] [4.87] [4.72] [1.92] 

(0.044) (0.000) (0.000) (0.054) 

TO 

9.19e-10*** 1.00e-09*** 9.59e-10*** 6.09e-10*** 

[4.64] [8.27] [5.77] [3.89] 

(0.000) (0.000) (0.000) (0.000) 

Inflation 

(CPI) 

 -4.06e-11* -4.19e-10*** -1.63e-10** 

 [-1.74] [-4.09] [-2.06] 

 (0.081) (0.000) (0.040) 

Log Per 

Capita GDP 

  1.36e-11***  

  [2.79]  

  (0.005)  

LPOP 

   1.51e-08** 

   [2.29] 

   (0.022) 

LGDP 

   -3.07e-08** 

   [-2.34] 

   (0.019) 

Constant 

-1.72e-07*** -1.52e-07*** -1.74e-07*** -9.18e-08*** 

[-3.09] [-5.68] [-5.40] [-3.60] 

(0.002) (0.000) (0.000) (0.000) 

AR(2)P-

value 
0.372 0.122 0.139 0.426 

Sargan P-

value 
1.000 0.694 1.000 1.000 

[ ] shows z-values and ( ) shows p-values  

 *** 1% level of significance, ** 5% level of significance, *10% level of significance 
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The population is included as an additional variable in this model as it was not 

included in the first model due to insignificant sign. In the present model, the 

population has a positive and significant sign in one specification. In the present 

model, GDP growth has a negative sign. This indicates that FDI to GDP ratio 

decreased in promptly growing economies. The justification for this negative sign is 

as GDP growing more rapidly than the FDI inflows. So FDI to GDP ratio decreased 

where the GDP growth rate is high compared to FDI inflows. 

7.4 Results of System GMM for West Asia Region 

The first model is estimated to check the impact of corruption on FDI inflows for the 

region of East Asia. Results of the first model are reported in table 7.7. Four different 

specifications are regressed using specific to the general approach. 

7.4.1 Impact of Lagged Value of FDI Inflows on FDI Inflows 

The coefficient of the lagged value of FDI inflows has a positive sign and it is 

significant. The results demonstrated that the previous level of FDI inflows is a 

significant determinant of more inward FDI for the West Asia region. Literature also 

suggested that MNCs are reluctant to explore relatively new countries so the inflows 

of FDI dependent on the previous level of FDI in that country. 
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TABLE 7.7 IMPACT OF CORRUPTION ON FDI INFLOWS: CASE OF 

WEST ASIAN DEVELOPING COUNTRIES 

Dynamic Panel-Data Estimation Using System GMM 

VARIABLES Dependent Variable: Log of FDI Inflow 

(1) (2) (3) (4) 

        .4048*** .4385*** .1131 .0747 

[4.48] [4.48] [1.57] [0.97] 

(0.000) (0.000) (0.116) (0.331) 

Corruption .0105 .0105 .0664*** .0814*** 

[1.08] [0.88] [4.46] [4.44] 

(0.280) (0.378) (0.000) (0.000) 

LGFCF .5694*** .5584*** 1.897*** 2.323*** 

[4.25] [4.01] [5.12] [4.58] 

(0.000) (0.000) (0.000) (0.000) 

TO .0085** .0094** .0297*** .0259*** 

[2.28] [2.40] [4.56] [3.68] 

(0.023) (0.016) (0.000) (0.000) 

Inflation (CPI)  -.0076* -.0372*** -.0396*** 

 [-1.84] [-6.37] [-5.46] 

 (0.065) (0.000) (0.000) 

LGDP   -.9153**  

  [-2.52]  

  (0.012)  

LPOP   -.3775  

  -1.07  

  0.286  

L Per Capita    .3362 

   0.80 

   0.423 

Constant -10.56*** -9.639*** -28.96*** -34.08*** 

[-3.63] [-3.15] [-6.68] [-5.66] 

(0.000) (0.002) (0.000) (0.000) 

AR(2)P-value 0.064 0.051 0.032 0.030 

Sargan P-

value 

1.000 1.000 0.870 0.968 

[ ] shows z-values and ( ) shows p-values  

*** 1% level of significance, ** 5% level of significance, *10% level of significance 
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7.4.2 Impact of Corruption on FDI Inflows 

The coefficients of corruption are positive and significant in all specifications. The 

positive sign of corruption coefficient indicates that corruption encourages the inward 

FDI in West Asian economies. It is argued that in the case of developing countries 

corruption may speed up the process for doing business and minimize the red-tapism 

problem. Since developing, nations often do not have a strong and transparent system. 

Furthermore in some developing countries bribery is the cultural element. The 

positive sign of corruption coefficient supports the helping hand hypothesis of 

corruption. The results are consistent with the results of a complete panel of 

developing Asia, results of East Asia, and the results of the South Asia region, as they 

also endorsed the helping hand hypothesis of corruption. Helping hand hypothesis 

also confirmed by Kolnes (2016), Ravi (2015), Egger and Winner (2005). Ardiyanto 

(2012) proved that corruption negatively affects inward FDI in developed economies 

and has a positive effect on inward FDI in developing economies. Barassi and Zhou 

(2011) explored that corruption has a negative impact on FDI inflows but has a 

positive impact on FDI stock. The results are inconsistent with the results of the 

South-East Asia region; the results of the region confirmed the grabbing hand 

hypothesis of corruption.   

7.4.3 Impact of GFCF on FDI Inflows 

GFCF is included in the model as a proxy for domestic investment. Domestic 

investment is an important determinant for inward FDI. GFCF is a good indicator to 

predict the future path of the economy. Economies with a high level of domestic 

investment (GFCF) expected to grow faster and such economies become the 

preference of foreign investors. Coefficient of GFCF has expected positive sign and it 

is significant in all specifications. The positive sign of GFCF is also consistent with 
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the results of a complete panel of developing Asia, results of the East Asia region, and 

the South Asia region. Results are also similar to results of Bayraktar (2014) and 

Udenze (2014) as they also proved that domestic investment is positively related to 

inward FDI. Results are inconsistent with the results of South-East Asia as a negative 

sign of GFCF was found for this region. 

7.4.4 Impact of Trade Openness (TO) on FDI Inflows 

Trade openness is an important determinant of inward FDI. Trade openness has a 

positive and significant sign in all specifications. High trade openness indicates that 

economies have a free capital market and fewer barriers to trade. Therefore, they can 

attract more inward FDI as multinational companies are more inclined towards more 

open economies. Positive and significant coefficients of trade openness are consistent 

with the results of a complete panel of developing Asia, results of East Asia, South 

Asia and the results of the South-East Asia region. Kolnes (2016), Udenze (2014), 

Barassi and Zhou (2011), Sadig (2009), Brouthers et al., (2008), Habib and Zurawicki 

(2002), Drebek and Payne (2002) also discussed trade openness as significant 

determinant of inward FDI and proved that trade openness positively affect inward 

FDI. 

7.4.5 Impact of Inflation on FDI Inflows  

The inflation rate is used as a proxy for macroeconomic stability of the host economy. 

Foreign investors prefer countries with greater economic stability for long term 

projects. Inflation creates uncertainty in the economy.  If the price level is unstable in 

the host economy than it becomes hard for foreign investors to forecast their future 

returns. The coefficient of CPI was expected to have a negative sign. For the present  
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model, the inflation coefficient has expected negative sign and it is significant in all 

specifications. Results are consistent with the results of a complete panel of 

developing Asia and the results of the South Asia region. Results are also analogous 

to the results of Bayraktar (2014), and Drebek and Payne (2002) as they found 

inflation discouraged inward FDI. Results are in contrast with the results of East Asia 

and South-East Asia region as CPI coefficient was insignificant for the East Asian 

region, while inflation has a positive sign in case of South-East Asia. 

7.4.6 Impact of GDP and Population on FDI Inflows 

Population and GDP are used as a proxy for the size of the host economy. If the host 

economy has a large population and large volume GDP it is the indicator of large size 

of the economy. For the present model, the population coefficient has a negative sign 

but it is insignificant. The insignificant coefficient of population indicated that the 

population is not an essential determinant for inward FDI in case of West Asia region. 

GDP was expected to have a positive sign as an indicator of a large economy. 

However, for the present model GDP growth has a negative sign which indicates fast 

growing economies cannot attract more FDI. Results are inconsistent with the results 

of a complete panel of developing Asia, the results of East Asia and South-East Asia 

region. Results are also incompatible with the results of  Quazi et al., (2014), Quazi 

(2014), Hakkala et al., (2008), Egger and Winner (2005), Wei and Wu (2002), Barassi 

and Zhou (2011), Ohlsson (2007), Drebek and Payne (2002), Kolnes (2016), Azam 

and Ahmad (2013), Alemu (2012), Ardiyanto (2012), Barassi and Zhou (2011), and 

Habib and Zurawicki (2002), as all these studies proved that market size has a 

positive impact on inward FDI. Results are consistent with the results of the South 

Asia region as a negative sign of GDP growth was found in the South Asia region. 
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7.4.7 Impact of Per Capita GDP on FDI Inflows 

Per capita GDP is an indicator of income level and consumption capacity of the host 

economy. High per capita GDP can be a good indicator of the quality of human 

capital in the host country. High per capita income indicates good health and 

education conditions in the economy.  The coefficient of per capita GDP is positive 

but insignificant. Results demonstrated that high consumption capacity of the host 

economy is not an indispensable determinant of inward FDI. Results are inconsistent 

with the results of complete panel of developing Asia, results of East Asia, and the 

findings of Bayraktar (2014), Azam and Ahmad (2013), Ardiyanto (2012),  Barassi 

and Zhou (2011), Sadig (2009), Brouthers et al., (2008),  Hakkala et al., (2008), 

Ohlsson (2007), Habib and Zurawicki (2002),  Wei and Wu (2002), as they all found 

a positive effect of per capita income on inward FDI.   

7.5 Impact of Corruption on FDI Inflows to GDP ratio 

Countries included in the West Asia panel have different size of the economy. So 

taken FDI inflows as a dependent variable may not be the appropriate measure of 

inward FDI volume relative to the size of the economy. In the second model, the same 

explanatory variables are regressed taken FDI inflows to GDP ratio as the dependent 

variable. Results are reported in table 7.8. Results in all specification are similar to the 

results of the first model. Similar to first model corruption coefficients have a positive 

sign and they are significant in all specifications.  GFCF and Trade Openness also 

have positive and significant coefficients in all specifications similar to the first model 

of this region (reported in table 7.7).  
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TABLE 7.8 IMPACT OF CORRUPTION ON FDI INFLOWS TO GDP RATIO: 

CASE OF SELECTED WEST ASIAN DEVELOPING COUNTRIES 

  

Dynamic Panel-Data Estimation Using System GMM 

VARIABLES Dependent Variable: FDI inflow to GDP ratio 

 (1) (2) (3)  (4) 

        .4964*** .5119*** .4037*** .2934*** 

[6.37] [6.53] [4.78] [3.71] 

(0.000) (0.000) (0.000) (0.000) 

Corruption .0011** .0010** .0009** .0009 

[2.41] [2.19] [2.01] [1.32] 

(0.016) (0.028) (0.044) (0.187) 

LGFCF .0126*** .0143*** .0582*** .0820*** 

[3.29] [3.66] [3.68] [3.78] 

(0.001) (0.000) (0.000) (0.000) 

TO .0009*** .0009*** .0006*** .0008*** 

[4.61] [4.83] [3.08] [4.05] 

(0.000) (0.000) (0.002) (0.000) 

CPI  -.0004** -.0010*** -.0023*** 

 [-2.56] [-3.90] [-6.35] 

 (0.011) (0.000) (0.000) 

LGDP   -.0537***  

  [-2.85]  

  (0.004)  

L POP   .0094  

  [0.68]  

  (0.498)  

Per Capita    .0292 

   [1.56] 

   (0.120) 

Constant -.3719*** -.3488*** -.7279*** -1.151*** 

[-4.24] [-3.94] [-4.61] [-5.36] 

(0.000) (0.000) (0.000) (0.000) 

AR(2)P-value 0.122 0.119 0.118 0.129 

Sargan P-value 0.573 0.577 0.444 0.347 

[ ] shows z-values and ( ) shows p-values  

   *** 1% level of significance, ** 5% level of significance, *10% level of significance 
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Inflation has a negative and significant impact on inward FDI as it was in the first 

model. GDP growth and population was used as a proxy for market size and was 

expected to have a positive sign. However, similar to the first model of this region 

GDP growth has a negative sign. This indicates that FDI to GDP ratio decreased in 

promptly growing economies. The justification for this negative sign is as GDP 

growing more rapidly than the FDI inflows. So FDI to GDP ratio decreased where the 

GDP growth rate is high compared to FDI inflows. Population and per capita income 

also have positive and insignificant coefficient similar to the first model. Insignificant 

coefficients indicate population and per capita GDP are not the potential determinants 

of inward FDI in case of West Asia region.  

7.6 Similarities and Differences of Results across Different Regions of Asia 
 

 

Table 7.9 shows the results of all region of Asia in a single table to make comparison 

of results. The objective of the table is to highlight the similarities and difference 

across different regions of Asia. Results demonstrate that corruption has similar 

positive impact on inward FDI in all the regions except the South-East Asia. This is 

the only region where corruption has negative impact on inward FDI and endorses the 

sand thee wheel hypothesis of corruption. GFCF and trade openness have expected 

positive and significant sign across all region however these two variables have 

negative sign for the region of South-East Asia.  Inflation coefficient has negative 

signs for all the regions, only for the region of East Asia inflation coefficient is 

positive but insignificant. Coefficient of per capita income is positive and significant 

for East Asia and it has negative sign for South- East Asia. Whereas the coefficient is 

insignificant for remaining two regions of Asia.  Unemployment is used as proxy for 

labor availability it has expected significant sign only for South Asia.  
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TABLE 7.9 IMPACT OF CORRUPTION ON FDI INFLOWS ACROSS DIFFERENT REGIONS OF ASIA 

Dynamic Panel-Data Estimation Using System GMM (Dependent Variable: Log of FDI Inflow) 

REGIONS EAST ASIA  SOUTH_EAST ASIA SOUTH ASIA WEST ASIA  

VARIABLES (1) (2) (3) (4) (1) (2) (3) (4) (1) (2) (3) (4) (1) (2) (3) (4) 

        
.455*** .364*** .261*** .058 .196* .214** .297*** -.144 .534*** .361*** .622**

* 

.231** .404*** .438*** .113 .074 

Corruption 
.013* .024* .026*** .041** -

.245*** 

-.128* -

.133*** 

-.135** .011*** .020** -.011 .005 .011 .011 .066**

* 

.082**

* 

LGFCF 
.418*** .538*** .553*** .823** -.008 -.069* -

.303*** 
.018 .609*** .779*** .060 2.30*** .569*** .558*** 1.89*** 2.32**

* 

TO 
.006*** .008*** .011*** .009*** -.009 -.015 .015* .009** .016*** .018*** .023** .049*** .008** .009** .029*** .026**

* 

Inflation 

(CPI) 

  .006 .004 .011** -.003 -.003 .011***  -.003** -

.002** 

-.001  -.007* -

.037

*** 

-

.039**

* 

L Per Capita 

GDP 

 .019 .704**    -

1.77*** 

   -.0002    .336  

Unemployme

nt 

  -.115 -.106      .043 .068* .144**     

LPOP 
   .783**    2.643***        -.377 

LGDP 
   729*  1.76***  1.49***   .514 -1.05*    -.915** 

Constant 

-7.58*** -10.7*** -10.3*** -6.74 19.5*** 9.91 -

36.6*** 

-38.4*** -

12.3*** 

-15.8*** -

11.5** 

-24.1*** -10.5*** -9.64*** -

28.9*

** 

-

34.0**

* 

AR(2)P-

value 

0.298 0.407 0.698 0.892 0.111 0.110 0.114 0.308 0.329 0.588 0.59

8 

0.135 0.644 0.512 0.323 0.303 

Sargan P-

value 

0.374 0.880 0.110 0.426 0.997 0.997 0.738 1.000 1.000 0.226 0.637 0.312 1.00

0 

1.000 0.870 0.968 
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Results demonstrate that unemployment is important factor to attract inward FDI in 

South Asia.  Growth rate of real GDP and growth rate of population have expected 

positive and significant coefficient for East Asia and South-East Asia. For remaining 

two regions it does not have expected sign. Table 7.10 shows the same results across 

different regions of Asia. The only difference in this table is formation of dependent 

variable. Now the FDI inflows to GDP ratio have taken as dependent variable. 

Corruption and GFCF have same results as it was in table 7.9. Coefficient of trade 

openness has expected and significant signs in all regions while it is negative for East 

Asia in table 7.9.  Per capita GDP has positive and significant sign only for South 

Asia. GDP growth has negative and significant sign in all regions of Asia. The 

negative sign of GDP coefficient indicating, as GDP growth increases it can lower the 

FDI GDP ratio. 
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TABLE 7.10 IMPACT OF CORRUPTION ON FDI INFLOWS TO GDP RATIO ACROSS DIFFERENT REGIONS OF ASIA  

Dynamic Panel-Data Estimation Using System GMM (Dependent Variable: FDI Inflow to GDP ratio) 

REGIONS EAST ASIA  SOUTH_EAST ASIA SOUTH ASIA WEST ASIA  

VARIABLE

S 

(1) (2) (3) (4) (1) (2) (3) (4) (1) (2) (3) (4) (1) (2) (3) (4) 

        .21*** .22*** .29* .31** -.25** -.25** -.26** .05 .02 -.17 -.14 .02 .49*** .51*** .41*** .29*** 

Corruption .007*** .007*** .007*** .003* .004*** .003** .003* .33*** 4.2*** 4.4** 6.2** 7.8** .001** .001** .0009** .0009 

LGFCF .074** .08* .10* .08* -.001 -.00004 -.001 -1.17*** 5.6** 4.4*** 8.5*** 1.9* .012*** .014*** .058*** .082*** 

TO .002*** .002*** .002*** .002*** .0007*** .0008*

** 

.0007** .094*** 9.19*** 1.0*** 9.5*** 6.1*** .0009*** .0009*** .0006*** .0008**

* 

Inflation 

(CPI) 

-

.002*** 

-.003*** -.004*** -.002** .0006*** .0006*

** 

.0006**

* 
-.03  -4.0* -

4.19*** 

-1.6**  -.0004** -.001*** -

.002*** 

LGDP -.08** -.08*** -.07**   -.02 -.009 7.5***    -3.07**   -.05***  

L Per 

Capita GDP 

   -.005       1.3***     .03 

LPOP  -.012 -.03    .02 7.4**    1.51**   .009  

Unemploym

ent 

  -.005 -.013    .58***         

Constant -1.3*** -1.5** -1.6** -1.1 -.38*** -.33** -.56 -168*** -1.7*** -1.5*** -1.7*** -9.1*** -.37*** -.35*** -.73*** -1.2*** 

AR(2)P-

value 

0.250 0.256 0.249 0.212 0.106 0.111 0.190 0.315 0.372 0.122 0.139 0.426 0.122 0.119 0.118 0.129 

Sargan P-

value 

1.000 1.000 1.000 1.000 0.775 0.956 0.924 1.000 1.000 0.694 1.000 1.000 0.573 0.577 0.444 0.347 
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CHAPTER 08 

IMPACT OF FOREIGN DIRECT INVESTMENT ON CURRENT 

ACCOUNT BALANCE OF DIFFERENT REGIONS OF 

DEVELOPING ASIA 

After discussing the impact of FDI on current account balance and components of 

trade for the entire panel of developing Asia in chapter 06; chapter 8will give insight 

about the region-wise comparison of the results. The region-wise analysis makes it 

possible to compare the differences and similarities in the results. The chapter will 

give details about the impact of inward FDI on the current account balance and the 

impact of FDI on trade components (exports and imports) for the regions of East Asia, 

South-East Asia, South Asia and West Asia. Section 8.1 will give data facts about the 

region. Section 8.2 elaborates the results of East Asia; section 8.3 gives the details of 

South-East Asia; section 8.4 elucidates the empirical findings of the South Asian 

economies and the section 8.5 will explain the results of West Asia region. 

8.1 Descriptive Analysis 

Data on FDI inflows shows an increasing trend from 2010 to 2015. In 2015 

developing Asia received a historically high amount of inward FDI which was 516 

billion US $.After 2015 inward FDI has a slightly decreasing trend. In developing 

Asian region, the top recipient region for inward FDI is East Asia. South-East Asia is 

the second largest FDI recipient region; South Asia is the third number for FDI 

inflows and West Asia is at the fourth number for inward FDI. 
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Figure 8.1 FDI inflows to Asian Region 

 

Data Source: UNCTAD world investment report 2018, Annex table
20

 

East and South-East Asia jointly received historically high FDI inflows of 381 billion 

dollars in 2014 and became the top recipient region of inward FDI. Top five countries 

in developing Asian region are China, Hong Kong, Thailand, Singapore and 

Indonesia. China has surpassed the USA for FDI inflows and become the largest FDI 

recipient country in the world. In the East Asia region, China received 52% of the 

total inward FDI to this region. China alone received 129 billion dollars of inward 

FDI in 2014. The large amount of FDI comes in the services sector (retail, transports 

and finance) in China. 55% of total inward FDI comes in the services sector in China. 

Hong Kong is the second largest FDI recipient country of the region. Singapore is the 

third largest recipient of FDI in the region and the top recipient country in the South-

East Asian region (World Investment Report 2015). 

 

 

 

                                                 

20
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Figure 8.2 Percentage Shares of FDI Inflows to East Asian 

 Economies 

 

Data source: UNCTAD database 2018 

8.2 East Asia 

The economy of East Asia comprises of almost 1.6 billion people which is 20.5% of 

the total world population. East Asia is considered among the most economically 

dynamic place. This region includes economies which are called four Asian Tigers
21

. 

The total nominal GDP of East Asia is around 23$ trillion and GDP average growth 

rate of GDP is 6.2%. Per capita GDP is $14.375 (IMF, 2017). 

UNCTAD database is used for the region wise distribution of countries. East Asia is 

consists of five countries that are potential recipients of inward FDI according to 

UNCTAD database.  

 

  

                                                 

21
 Hong Kong, Singapore, South Korea, and Taiwan 
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8.2.1 Results of East Asia Region for Current Account Balance 

(CAB) 

In order to examine the impact FDI inflows on the current account balance, the first 

model is estimated using the system GMM technique. The dependent variable is the 

current account deficit. The results are reported in table 8.2. Specific to general 

approach is used for the model specification. Five different specifications are 

estimated to check the impact of inward FDI on current account deficit. 

8.2.1.1 Impact of the lagged value of the Current Account Deficit on Current 

Account Deficit 

Coefficients of the lagged value of current account balance have a positive sign and it 

is significant in all specifications. A positive sign of the lagged value of CAB 

indicates the previous level of CAB positively affects the current value of CAB. In the 

present model positive sign of lagged value indicates that deficit of current account in 

one year can cause further current account deficit in next year. 

8.2.1.2 Impact of Inward FDI on Current Account Deficit 

The coefficients of FDI have a positive sign and are significant in all specifications of 

the model. The positive sign of the coefficients indicates that FDI inflows can 

increase the current account deficit of the host economy. In the existing literature, 

there is a mix of evidence about the impact of inward FDI on CAB. 
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TABLE 8.2 IMPACT OF FDI INFLOWS ON CURRENT ACCOUNT 

DEFICIT: PANEL OF EAST ASIAN ECONOMIES 

Dynamic Panel-Data Estimation Using System GMM 

VARIABLES 
Dependent Variable: Current Account Balance Deficit 

(1) (2) (3) (4) (5) 

    

       
   

 

.5838*** .4944*** .4928*** .4881*** .4592*** 

[40.01] [13.16] [129.88] [182.31] [18.89] 

(0.000) (0.000) (0.000) (0.000) (0.000) 

LFDI 

8511*** 8861*** 6481** 5995*** 1.54e+08** 

[10.82] [6.16] [2.16] [3.16] [2.45] 

(0.000) (0.000) (0.031) (0.002) (0.014) 

TO 

-1414*** -1656*** -1821*** -1864*** -2955*** 

[-5.82] [-4.85] [-3.85] [-5.08] [-2.84] 

(0.000) (0.000) (0.000) (0.000) (0.004) 

ToT 

 1.49e+08*** 1.13e+08*** 6836* 6868 

 [5.44] [2.96] [1.66] [1.19] 

 (0.000) (0.003) (0.098) (0.234) 

REER 

  3333 5594** 8859 

  [0.98] [2.29] [1.55] 

  (0.325) (0.022) (0.122) 

Log Per 

Capita GDP 

   6688*** 6356** 

   [4.20] [2.34] 

   (0.000) (0.019) 

Savings/GDP 

    -2329 

    [-1.20] 

    (0.229) 

Constant 

6095 -3221 -2.62e+08 
-

1.0e+08*** 

-

6.6e+08*** 

[0.80] [-0.34] [-0.96] [-3.18] [-3.89] 

(0.426) (0.831) (0.338) (0.001) (0.000) 

AR(2)P-

value 
0.122 0.128 0.121 0.122 0.123 

Sargan P-

value 
1.000 1.000 1.000 1.000 1.000 

Sargan P-

value 
1.000 1.000 1.000 1.000 1.000 

[ ] shows z-values and ( ) shows p-values  

   *** 1% level of significance, ** 5% level of significance, *10% level of significance 
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The results of the present study are inconsistent with the findings of Ehimare (2011) 

who explored that foreign direct investments have a positive and significant impact on 

the current account balance in Balance of payment for the Nigerian economy. Results 

are also dissimilar to the findings of Kaur et al. (2012), who explored that there is a 

long run relationship between FDI and CAB of the Indian economy. Results are 

partially analogous to the findings of Hossain (2008); who proved that the short-run 

impact of inward FDI is positive while the long run impact of inward FDI on balance 

of payment is negative when multinational companies start profit repatriation. On the 

contrary, results are consistent with the results of Rehman and Bristy (2015), Jaffri et 

al. (2012), Ali and Shaheen (2013) and Seabra and Flach (2005), as they proved that 

FDI inflows worsen the current account balance of the host economy. Nguku (2013) 

reported that inward FDI has no effect on the CAB of the host economy in the case of 

Kenya.  

8.2.1.3 Impact of Trade Openness (TO) on Current Account Deficit 

Trade openness has a negative and significant sign in all specifications. More open 

economies mean fewer barriers to international trade and international capital flows. 

The negative sign of trade openness indicates trade openness can reduce current 

account deficit through the transfer of technology; trade of goods and services; and 

more capital inflows. So, countries with more open economies can improve the 

current account balance position. Nkuna and Kwalingana (2009) also confirmed that 

trade openness has a positive impact on the CAB. This result is consistent with the 

results of a complete panel, that also indicated that trade openness could improve the 

current account balance position of the economy.  
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8.2.1.4 Impact of Terms of Trade on Current Account Deficit 

The relationship between the terms of trade and the current account is theoretically 

ambiguous. There could a positive or negative relationship between terms of trade and 

the current account balance of the country. The sign of the terms and trade depend on 

the elasticity of substitution between exports and imports and the Harberger-Laursen-

Metzler Effect (HLME)
22

. If Marshall-Lerner
23

 the condition holds then the 

improvement in terms of trade will lead to the improvement in the current account 

balance. On the contrary, if the HLM effect holds, the improvement in terms of trade 

will deteriorate the current account balance position. The coefficients of terms of 

trade (ToT) have a positive sign with the current account deficit and it is significant in 

three specifications. The positive sign indicates that improvement in terms of trade 

can deteriorate the current account balance position of a country (HLM effect). 

Results are in contrast with the results of Nkuna and Kwalingana (2009) and 

Matlasedi (2015). They concluded that ToT has a positive impact on CAB for the case 

of Malawi and South Africa respectively. Another aspect of terms of trade was 

explored by Umoru and Nwokoye (2014). They proved that terms of trade instability 

could cause deterioration in the balance of payment in the case of Nigeria. Further 

results are also dissimilar to the results of a complete panel of developing Asia since 

the positive impact of ToT on CAB was found in that case. 

8.2.1.5 Impact of REER on Current Account Deficit 

REER coefficients have a positive sign and it is significant in one specification it 

indicates that in the case of East Asian economies REER is a significant determinant 

                                                 

22
 HLM effect means deterioration in terms of trade will lead to decrease in income, decrease in savings 

and finally will worsen the current account balance position. 
23

 Marshall Learner condition indicates that improvement in terms of trade can improve the current 

account balance position if the sum of long term elasticity of exports and imports would be greater than 

unity. 
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of Current Account Deficit. A positive sign of REER demonstrated that exchange rate 

appreciation could increase the current account deficit. The theory suggested that 

appreciation of REER can decrease the competitiveness of the country by increasing 

the price of exports in the world market and decreasing the cost of imports in the 

domestic economy. So it makes the trade account worse and ultimately lead to 

deterioration in current account balance (Mundell-Flemming Model). The result is 

consistent with the result of Calderon et al. (1999) who also explored the negative 

impact of REER on CAB for the panel of 44 developing economies. Further, results 

are also consistent with the findings of Begović and Kreso (2017), Matlasedi (2015), 

Shah and Majeed (2014), as they explored that improvement in REER can worsen the 

trade balance of a country. Moreover, Guechari (2012) confirmed that appreciation of 

REER could have a negative impact on the trade balance in short run, but it has a 

positive and significant impact on the trade balance in the long run for the case of 

Algeria. On the contrary, the result is inconsistent with the results of Nkuna and 

Kwalingana (2009), as they found a positive impact of REER on CAB. 

8.2.1.6 Impact of Per Capita GDP on Current Account Deficit 

Per capita GDP has a positive sign with current account deficit and it is significant. 

The positive and significant sign of per capita GDP indicates that an increase in per 

capita GDP will increase the current account deficit. According to economic theory, 

the import is a part of the consumption function. Consumption is a positive function 

of income. As income increases consumption increases and imports also increase, 

which worsen the trade account and it weakens the current account balance position. 

Results are compatible with the findings of Calderón et al. (1999), as he proved that 

increase in per capita income increase the current account deficit for the case of 

developing economies. Many other studies [Jayakumar et al., (2014); Goh et al., 
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2013; Tabassum et al., 2012; Xiao 2009; Yousaf et al., 2008; Abual Foul & Soliman, 

2008; Majeed & Ahmad, 2007] also proved that GDP increases the imports of the 

economy. 

8.2.1.7 Impact of Domestic Savings to GDP Ratio on Current Account Deficit 

Domestic savings to GDP ratio has expected negative sign, but it is insignificant. The 

negative sign indicates that an increase in savings to GDP ratio can reduce the current 

account deficit. Savings to GDP ratio is an indicator of the internal balance of the 

economy and it can have a positive impact on external balance (twin deficit 

phenomena).  However, for the panel of East Asian economies saving to GDP ratio is 

not the significant determinant of current account deficit. The result is inconsistent 

with the results of a complete panel of developing Asia, since saving to GDP ratio 

was found the significant determinant of CAB in that case. Results are also 

inconsistent with the results of Olivei (2000), and Perciun et al. (2017) since they also 

discussed that lower level of domestic saving could be harmful for current account 

balance position.  

8.2.2.1 Results of East Asia Region for Trade Components (Exports 

and Imports) 

In order to examine the impact FDI inflows on the trade account, two models are 

estimated using the system GMM technique; one for exports and one for imports. 

Double log forms of the models are used for estimations, so the results are the 

elasticities of exports and imports with respect to FDI. Specific to general approach is 

used for the model specification. Five different specifications are estimated to check 

the impact of inward FDI on exports and imports.  
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TABLE 8.3 IMPACT OF FDI INFLOWS ON EXPORTS: PANEL OF EAST 

ASIAN ECONOMIES 

Dynamic Panel-Data Estimation Using System GMM 

VARIABLES 
Dependent Variable: Log Exports 

(1) (2) (3) (4) (5) 

               

.9995*** .9995*** .9992*** 1.002*** .9983*** 

[563.88] [462.55] [408.03] [589.99] [144.99] 

(0.000) (0.000) (0.000) (0.000) (0.000) 

LFDI 

.0686*** .0628*** .0856*** .0868*** .1002** 

[4.44] [4.21] [4.08] [3.93] [2.18] 

(0.000) (0.000) (0.000) (0.000) (0.030) 

        

-.0614*** -.0581*** -.0864*** -.0658*** -.1242*** 

[-5.91] [-8.00] [-4.09] [-2.64] [-3.10] 

(0.000) (0.000) (0.000) (0.008) (0.002) 

REER 

 -.0021* -.0023** -.0032** -.0046** 

 [-1.85] [-2.44] [-2.20] [-2.12] 

 (0.080) (0.015) (0.028) (0.034) 

LGDP 

  .0065 -.0116 .0383 

  [0.58] [-0.50] [0.88] 

  (0.566) (0.615) (0.439) 

TO 

   -.0004 .00008 

   [-1.05] [0.10] 

   (0.296) (0.921) 

ToT 

    -.0301 

    [-0.25] 

    (0.802) 

Constant 

.0344 .2549** .2689*** .4359** .4009 

[1.34] [2.04] [2.61] [2.00] [1.33] 

(0.180) (0.041) (0.009) (0.045) (0.184) 

AR(2)P-value 0.182 0.168 0.180 0.164 0.328 

Sargan P-value 1.000 1.000 1.000 1.000 0.505 

[ ] shows z-values and ( ) shows p-values  

   *** 1% level of significance, ** 5% level of significance, *10% level of 

significance 
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8.2.2.2 Impact of FDI Inflows on Exports 

The coefficients of inward FDI are positive and significant in all specifications. A 

positive sign of FDI indicates that the inflow of FDI can increase the exports of the 

recipient country. Double log form is used in all specifications; so the FDI coefficient 

represents the elasticity of exports with respect to FDI. Coefficients of FDI are 0.068, 

0.062, 0.085, 0.086 and 0.10 in five specifications; which shows the percentage 

increase in exports due to one percent increase in FDI.  

Multinational companies can increase the exports of the FDI host economy by 

investing capital to exploit the cheap labor of developing economies. If MNCs invest 

in export-oriented sectors, FDI can increase the exports of the host economy. Positive 

impact of inward FDI on exports of the host economy also explored by Jayakumar et 

al. (2014), Goh et al. (2013), Goswami and Saikia (2012), Tabassum et al. (2012), 

Xiao (2009), Abual Foul and Soliman (2008), Majeed and Ahmad (2007), Banga 

(2006), Zhang (2005). On the other hand, results are in contrast with the results of 

Yousaf et al. (2008); who explored the negative impact of inward FDI on exports of 

the host economy in case of Pakistan. 

8.2.2.3 Impact of REER on Exports 

Coefficients of the real effective exchange rate are negative and statistically 

significant. The negative sign of REER indicates that it has a negative impact on 

exports. Appreciation/increase of REER indicates appreciation of the domestic 

currency which decreases the competitiveness of the country relative to its trade 

partners. Due to currency appreciation exports become expensive. So the volume of 

exports decreases. The results are consistent with the results of Tabassum et al.   
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(2012), Xiao (2009), Abual Foul and Soliman (2008), Majeed and Ahmad (2008). 

Results are also consistent with the result of a complete panel of Asian Economies. 

8.2.2.4 Impact of GDP Growth on Exports 

The coefficient of GDP is positive but not significant that indicates real GDP growth 

is not the significant determinant of exports in the case of East Asian economies. The 

results are in contrasts with the findings of the Abual Foul and Soliman (2008); they 

proved that GDP as a proxy for domestic output has a positive impact on exports. 

Results are consistent with the results of a complete panel.  

8.2.2.5 Impact of Trade Openness on Exports 

Trade openness is insignificant for the panel of East Asian economies. Insignificant 

coefficient of trade openness indicated that openness is not the vital determinant of 

exports. Results are in contrast with the results of a complete panel and the results of 

Chaudry and Amin (2012) and Majeed and Ahmad (2007), they indicated a positive 

impact of openness on exports.  

8.2.2.6 Impact of Terms of Trade on Exports 

Terms of trade have a negative sign in two specifications and it is insignificant. The 

justification for the negative sign is as ToT increase means a unit value of exports 

increases which discourage the exports of the country.   

8.2.2.7 Impact of FDI on Imports 

The coefficients of inward FDI are positive and significant in all specifications. The 

positive sign of FDI indicates that the inflow of FDI can increase the imports of the 

recipient country. Double log form is used in all specifications; so the FDI coefficient   
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represents the elasticity of imports with respect to FDI. Coefficients of FDI are 0.088, 

0.088, 0.189, 0.184, and 0.163 in five specifications; which shows the percentage 

increase in imports due to a one percent increase in FDI. FDI can increase the imports 

of the host country at the initial stage and the operational stage of investment. At 

initial stage MNCs import machinery, equipment, experts and installation facilities.  

At the operational stage, MNCs can import raw material and intermediate inputs 

which are not readily available in the host economy, but it depends on the nature of 

output that MNCs produce. The positive impact of inward FDI on imports of the host 

economy also explored by Jayakumar et al. (2014), Goh et al. (2013), Tabassum et al. 

(2012), Xiao (2009), Yousaf et al. (2008). FDI has a positive impact on both exports 

and imports but the elasticity of exports with respect to FDI (0.068, 0.062, 0.085, 

0.086 and 0.10) is less than the elasticity of imports (0.088, 0.088, 0.189, 0.184, and 

0.163) in all specifications. This is the justification of the overall positive impact of 

inward FDI on current account deficit because FDI increases imports more than the 

exports for the panel of East Asian Economies. The result is inconsistent with the 

result of a complete panel of developing Asia; as the elasticity of exports is higher 

than the elasticity of imports for the said panel.  
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TABLE 8.4 IMPACT OF FDI INFLOWS ON IMPORTS: PANEL OF EAST 

ASIAN ECONOMIES 

Dynamic Panel-Data Estimation Using System GMM 

VARIABLES 
Dependent Variable: Log Imports 

(1) (2) (3) (4) (5) 

               

.9985*** .9981*** .9945*** .9945*** .9906*** 

[813.88] [854.59] [111.40] [112.04] [96.88] 

(0.000) (0.000) (0.000) (0.000) (0.000) 

LFDI 

.0889*** .0881*** .1898*** .1843*** .1638** 

[2.88] [3.10] [2.84] [2.83] [2.48] 

(0.004) (0.002) (0.004) (0.006) (0.013) 

        

-.0655*** -.0618*** -.2188*** -.2155*** -.2389*** 

[-2.80] [-2.83] [-4.03] [-3.96] [-3.82] 

(0.008) (0.006) (0.000) (0.000) (0.000) 

ToT 

 -.0832*** -.3456** -.3833** -.4198** 

 [-4.59] [-2.38] [-2.38] [-2.48] 

 (0.000) (0.018) (0.018) (0.013) 

LPOP 

  .0848** .0889** .1184** 

  [2.04] [2.11] [2.08] 

  (0.042) (0.035) (0.038) 

TO 

  .0008 .0009 .00124* 

  [1.51] [1.61] [1.85] 

  (0.130) (0.108) (0.089) 

REER 

   .0015 .0012 

   [0.54] [0.42] 

   (0.589) (0.683) 

Log Per Capita 

GDP 

    .0433 

    [0.80] 

    (0.424) 

Constant 

.02868 .1062*** -.3051 -.4628 -.9468 

[1.34] [8.23] [-1.10] [-1.15] [-1.30] 

(0.181) (0.000) (0.283) (0.250) (0.194) 

AR(2)P-value 0.190 0.188 0.443 0.431 0.516 

Sargan P-value 1.000 1.000 0.992 0.982 1.000 

[ ] shows z-values and ( ) shows p-values  

   *** 1% level of significance, ** 5% level of significance, *10% level of 

significance 

 

 

  



 

 

188 

 

8.2.2.8 Impact of Terms of Trade on Imports 

Terms of trade have a negative sign in all specifications and it is significant. The 

justification for the negative sign is as ToT increases it decreases the competitiveness 

of the country; it will lead to a decrease in income (HLM effect
24

); so it has a negative 

impact on the imports. Nkuna and Kwalingana (2009) also concluded that terms of 

trade have a positive impact on CAB as it can reduce the imports of the country in 

case of Malawi. 

8.2.2.9 Impact of Population on Imports 

The population is one of the determinants of demand for goods and services. 

Microeconomic theory indicates that as population increases it can increase the 

demand for goods and services. Imports are the demand for foreign goods and 

services, so an increase in population can increase the imports of the country. The 

coefficient of the population is positive and it is significant in all specification. The 

positive and significant sign shows that the population is one of the essential 

determinants of imports in case of East Asian Economies. The result is consistent with 

the result of Goh et al. (2013). 

8.2.2.10 Impact of Trade Openness on Imports  

Trade openness has a positive sign and is significant in one specification. Positive and 

significant coefficients of trade openness indicate more open economies incline to 

import more goods and services. The result is consistent with the result of a complete 

panel of developing Asian economies. Further results are also aligning with the results 

of Chaudry and Amin (2012), Majeed and Ahmad (2007) and Santos-Paulino and 

Thirlwall (2004).  

  

                                                 

24
 See details of HLME in theoretical framework chapter. 
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8.2.2.11 Impact of REER on Imports 

Coefficients of real effective exchange rate have expected positive sign but it is not 

statistically significant. The positive sign of REER indicates that increase in REER 

can increase the imports of the country. Appreciation/increase of REER indicates 

appreciation of the domestic currency which can increase the purchasing power and 

can enhance the imports of the country. The positive sign of REER is consistent with 

the results of Tabassum et al. (2012), Hassan et al. (2016), Matlasedi (2015), Shah  

and Majeed (2014) and Calderón et al. (1999), they also explored the negative impact 

of REER on trade account of a country which indicates improvement in REER can 

enhance the imports of the country.  

8.2.2.12 Impact of Per Capita GDP on Imports 

The coefficient of per capita GDP is positive; nevertheless, it is not statistically 

significant for the panel of East Asia. It indicates that per capita GDP is not the 

significant determinant of imports for East Asian economies. Per capita GDP is used 

as a proxy for consumption capacity. Consumption is positively related to per capita 

income; imports are part of the consumption function. Results are also in contrast with 

the results of Bernasconi and Wuergler (2013); they explored that per capita is an 

essential determinant of imports.  

8.3 South-East Asia Region 

Southeast Asia has combined gross domestic product (GDP) of $1.9 trillion; a 

population of almost 600 million people; and an average per-capita income is $ 4849. 

If Southeast Asia were one country, it would be the world's ninth-largest economy. It 

would also be the most trade-dependent, with a trade-to-GDP ratio in excess of 150 

percent. Over the past decade, the countries have averaged a growth rate of more 

than five percent per year.  All 11 Southeast Asian countries belong to the 
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Association of Southeast Asian Nations (ASEAN), a 45-year-old regional 

organization that promotes economic integration, and aims to create an 

Economic Community—a single market for goods, services, investments, and 

skilled labor (Word Economic Outlook, 2017) 

South-East Asia region is the second largest recipient of FDI in the developing 

economies of Asia. In 2018 South-East Asia alone received $ 134 billion FDI inflows. 

Performance of East Asian economies differed significantly. Singapore is the 

dominant recipient of inward FDI in the South-East Asian region. Indonesia also 

received an increased amount of FDI in 2014 i-e $ 23 billion. The FDI target 

industries in the South-East Asia region are mining, food, telecommunication and 

transportation. The countries included in the panel of the South-East Asia region are 

given in table 8.5. 

Table 8.5 List of South-East Asian Countries 

Sr # 1 2 3 4 5 6 7 

Countries Singapore Indonesia Malaysia Thailand Vietnam Philippines Myanmar 

 

8.3.1 Results of South-East Asia Region for Current Account Balance 

(CAB) 

In order to examine the impact FDI inflows on the current account balance, the first 

model is estimated using the system GMM technique. The dependent variable is the 

current account balance. The results are reported in table 8.6. Specific to general 

approach is used for the model specification. Five different specifications are 

estimated to check the impact of inward FDI on the current account balance.  

8.3.1.1 Impact of the lagged value of CAB on Current value of CAB 
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Coefficient of the lagged value of current account balance has a positive sign and it is 

significant in all specifications. A positive sign of the lagged value of CAB indicates 

the previous level of CAB positively affects the current value of CAB. 

8.3.1.2 Impact of Inward FDI on Current Account Balance 

The coefficients of the current account balance are positive and significant in all 

specifications. The positive sign of the coefficients indicates that FDI inflows can 

improve the current account balance of the host economy. In the existing literature, 

there is a mix of evidence about the impact of inward FDI on CAB. The result of the 

present study is consistent with the findings of Ehimare (2011) who explored that 

foreign direct investments have a positive and significant impact on the current 

account balance in Balance of payment for the Nigerian economy. Results are also 

similar to the findings of Kaur et al. (2012), who explored that there is a long run 

relationship between FDI and CAB of the Indian economy. 

However, Hossain (2008) proved that the short-run impact of inward FDI is positive; 

while the long run impact of inward FDI on the balance of payment is negative when 

multinational companies start profit repatriation. On the contrary, results are in 

contrast with the results of Jaffri et al. (2012), Ali and Shaheen (2013) and Seabra and 

Flach (2005), as they proved that FDI inflows worsen the current account balance of 

the host economy. Nguku (2013) reported that inward FDI has no effect on the CAB 

of the host economy in the case of Kenya.  
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Table 8.6 Results of South-East Asia Region for Current Account 

Balance (CAB) 

VARIABLES 

Dynamic Panel-Data Estimation Using System GMM 

Dependent Variable: Current Account Balance 

(1) (2) (3) (4) (5) 

       

.4483*** .4483*** .4121*** .4188*** .3933*** 

[5.59] [5.59] [5.21] [5.26] [4.68] 

(0.000) (0.000) (0.000) (0.000) (0.000) 

LFDI 

13.98*** 13.89*** 15.59*** 16.09*** 18.00*** 

[5.13] [4.88] [5.48] [5.55] [5.53] 

(0.000) (0.000) (0.000) (0.000) (0.000) 

        

-3.581 -3.823 1.881 2.482 3.342 

[-1.11] [-1.08] [0.48] [0.61] [0.80] 

(0.265) (0.281) (0.642) (0.544) (0.424) 

TO 

.3928** .4099* -1.082* -1.161* -1.134* 

[2.01] [1.66] [-1.69] [-1.89] [-1.86] 

(0.045) (0.098) (0.092) (0.083) (0.088) 

REER 

 .08844 -2.316* -2.509** -2.200* 

 [0.11] [-1.90] [-2.03] [-1.81] 

 (0.910) (0.058) (0.043) (0.088) 

LPOP 

  -102.9** -103.3** -118.1*** 

  [-2.51] [-2.52] [-2.66] 

  (0.012) (0.012) (0.008) 

ToT 

   -.6655 -.6858 

   [-0.94] [-0.98] 

   (0.349) (0.331) 

L Per Capita 

GDP 

    13.88 

    [0.84] 

    (0.400) 

Constant 

-28.1 -40.50 2283** 2312** 2364** 

[-1.36] [-0.36] [2.45] [2.49] [2.55] 

(0.183) (0.815) (0.014) (0.013) (0.011) 

AR(2)P-

value 
0.052 0.051 0.035 0.043 0.042 

Sargan P-

value 
1.11 1.248 1.158 1.136 1.195 

[ ] shows z-values and ( ) shows p-values  

 *** 1% level of significance, ** 5% level of significance, *10% level of significance 
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8.3.1.3 Impact of Trade Openness (TO) on Current Account Balance 

Coefficient of trade openness has a positive and significant sign in two specifications. 

Contrary, the coefficient of trade openness has a negative and significant sign as more 

explanatory variables are included in the model. A positive sign of trade openness 

indicates that economic openness can improve the position of CAB. More open 

economies mean fewer barriers to international trade and international capital flows. 

Trade openness can improve current account balance through the transfer of 

technology, trade of goods and services, and more capital inflows. So countries with 

more open economies can improve the current account balance position; this may 

happen by increasing exports and more capital inflows. This result is consistent with 

the results of a complete panel of developing Asia and the result of the East Asia 

region; since they also indicated that trade openness could improve the current 

account balance position of the economy. Nkuna and Kwalingana (2009) also 

confirmed that openness has a positive impact on the CAB. On the other hand, a 

negative coefficient of trade openness indicates that more open developing economies 

may be inclined to imports more than export. This can worsen the current account 

balance position. The negative sign of trade openness is consistent with the study of 

Selcuk et al. (2015); they also found a negative impact of trade liberalization on trade 

balance of Turkey.   

8.3.1.4 Impact of REER on Current Account Balance 

REER coefficients have a negative sign and significant in three specifications. It 

indicates that in the case of South-East Asian economies REER is a significant 

determinant of CAB. The negative sign of REER demonstrated that exchange rate 

appreciation could deteriorate the current account balance position. The theory 

suggested that appreciation of REER can decrease the competitiveness of the country 
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by increasing the price of exports in the world market and decreasing the cost of 

imports in the domestic economy. Therefore it makes the trade account worse and 

ultimately lead to deterioration in current account balance (Mundell-Flemming 

Model). Begović and Kreso (2017) explored that improvement in REER can worsen 

the trade balance for the transitional economies of Europe. Further, Hassan et al. 

(2016), Matlasedi (2015), Shah and Majeed (2014) and Calderón et al. (1999) also 

explored the negative impact of REER on trade account of a country. Further 

Guechari (2012) confirmed that appreciation of REER could have a negative impact 

on the trade balance in short run, but it has a positive and significant impact on the 

trade balance in the long run for the case of Algeria. The result is also consistent with 

the result of East Asian Developing Economies. On the contrary, the result is 

inconsistent with the results of Nkuna and Kwalingana (2009), as they found a 

positive impact of  REER on CAB. 

8.3.1.5 Impact of Population on Current Account Balance 

The population can be one of the main determinants of CAB. Population growth can 

affect CAB through two channels. First, population growth can increase the imports 

of a country, especially a developing country which is more dependent on imports 

(Rehman & Rashid, 2006). Second, population growth can change the demographic 

composition of a country. Population growth can lead to more dependent population 

which can reduce the savings. Reduction in savings can reduce the desired level of 

investment; consequently, it can worsen the CAB (Prati et al., 2011). For the present 

model, the population coefficient has a negative sign and the coefficient is significant. 

The findings suggested that population growth is a vital determinant of CAB in case 

of South-East Asia. Results are consistent with the findings of Jaffri et al. (2012 
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8.3.1.6 Impact of Terms of Trade on Current Account Balance 

The relationship between the terms of trade and the current account is theoretically 

ambiguous. There could a positive or negative relationship between terms of trade and 

the current account balance of the country. The sign of the terms and trade depend on 

the elasticity of substitution between exports and imports and the Harberger-Laursen-

Metzler Effect (HLME)
25

. If Marshall-Lerner
26

 the condition holds then the 

improvement in terms of trade will lead to the improvement in the current account 

balance. On the contrary, if the HLM effect holds, the improvement in terms of trade 

will deteriorate the current account balance position. The coefficient terms of trade 

(ToT) has a negative sign; however; it is not significant in any specification.  

8.3.1.7 Impact of Per Capita GDP on Current Account Balance 

Per capita GDP has a positive sign with the current account balance; however, it is not 

significant. Theoretically, it is expected that per capita GDP might have a negative 

sign; increase in per capita GDP can increase the imports. According to economic 

theory, the import is a part of the consumption function. Consumption is a positive 

function of income. As income increases consumption increases and imports also 

increase, which worsen the trade account and it weakens the current account balance. 

Calderón et al. (1999) proved that an increase in per capita income increases the 

current account deficit for the case of developing economies. Many other studies 

[Jayakumar et al., 2014; Goh et al., 2013; Tabassum et al., 2012; Xiao, 2009; Yousaf 

et al., 2008; Abual Foul & Soliman, 2008; Majeed & Ahmad, 2007] also proved that 

GDP increases the imports of the economy. Moreover, the result is incompatible with 

                                                 

25
 HLM effect means deterioration in terms of trade will lead to decrease in income, decrease in savings 

and finally will worsen the current account balance position. 
26

 Marshall Learner condition indicates that improvement in terms of trade can improve the current 

account balance position if the sum of long term elasticity of exports and imports would be greater than 

unity. 
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the results of a complete panel of developing Asia and the result of the East Asia 

region. 

8.3.2 Results of South-East Asia Region for Trade Components 

(Exports and Imports) 

In order to examine the impact FDI inflows on the trade account, two models are 

estimated using the system GMM technique; one for exports and one for imports. 

Double log form of the models is used for estimations; therefore the coefficients 

represent the elasticities of exports and imports with respect to FDI. Specific to 

general approach is used for the model specification. Five different specifications are 

estimated to check the impact of inward FDI on exports and imports.  

8.3.2.1 Impact of FDI on Exports 

The coefficients of inward FDI are positive and significant in all specifications. A 

positive sign of FDI indicates that the inflow of FDI can increase the exports of the 

recipient country. Double log form is used in all specifications; so the FDI coefficient 

represents the elasticity of exports with respect to FDI. Coefficients of FDI are 0.023, 

0.038, 0.028, 0.0283 and 0.029 in five specifications; which shows the percentage 

increase in exports due to one percent increase in FDI inflows. Multinational 

companies can increase the exports of the FDI host economy by investing capital to 

exploit the cheap labor of developing economies. Positive impact of inward FDI on 

exports of the host economy also explored by Jayakumar et al. (2014), Goh et al. 

(2013), Goswami and Saikia (2012), Tabassum et al. (2012), Xiao (2009), Abual Foul 

and Soliman  (2008),  Majeed and Ahmad  (2007),  Banga (2006),  Zhang (2005).  
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TABLE 8.7 IMPACT OF FDI INFLOWS ON EXPORTS: PANEL OF SOUTH-

EAST ASIAN ECONOMIES 

Dynamic Panel-Data Estimation Using System GMM 

VARIABLES 
Dependent Variable: Log Exports 

(1) (2) (3) (4) (5) 

               

.9505*** .8451*** .5660*** .5656*** .5868*** 

[52.60] [15.55] [8.80] [8.80] [8.29] 

(0.000) (0.000) (0.000) (0.000) (0.000) 

LFDI 

.0239** .0385*** .0282*** .0280*** .0299*** 

[2.08] [3.28] [2.88] [2.86] [2.84] 

(0.038) (0.001) (0.006) (0.006) (0.004) 

        

.0052 -.0019 -.0062 -.0059 -.0042 

[0.54] [-0.20] [-0.86] [-0.83] [-0.50] 

(0.588) (0.839) (0.445) (0.468) (0.615) 

TO 

.0006** .0014*** .0020*** .0020*** .0019*** 

[2.06] [3.85] [5.50] [5.51] [3.80] 

(0.040) (0.000) (0.000) (0.000) (0.000) 

LGFCF 

 .0255*** .0393*** .0391*** .0338*** 

 [3.89] [5.88] [5.82] [3.38] 

 (0.000) (0.000) (0.000) (0.001) 

LGDP 

  .1802*** .1821*** .1935*** 

  [3.62] [3.63] [3.68] 

  (0.000) (0.000) (0.000) 

TOT 

   -.0003 -.00019 

   [-0.31] [-0.19] 

   (0.859) (0.846) 

REER 

    -.00086 

    [-0.83] 

    (0.466) 

Constant 

.1858** .9594*** 1.330*** 1.331*** 1.353*** 

[2.22] [5.44] [8.28] [8.28] [8.28] 

(0.028) (0.000) (0.000) (0.000) (0.000) 

AR(2)P-value 0.296 0.493 0.509 0.511 0.561 

Sargan P-value 0.812 0.519 0.993 0.985 0.986 

[ ] shows z-values and ( ) shows p-values  

 *** 1% level of significance, ** 5% level of significance, *10% level of significance 
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On the other hand, results are in contrast with the results of Yousaf et al. (2008); who 

explored the negative impact of inward FDI on exports of the host economy in case of 

Pakistan. 

8.3.2.2 Impact of Trade Openness on Exports 

Coefficients of trade openness have a positive sign and it is significant in all 

specifications. Positive and significant coefficients of trade openness indicate that 

openness can enhance exports. Chaudry and Amin (2012) and Majeed and Ahmad 

(2007) also indicated a positive impact of openness on exports. Further Santos-

Paulino and Thirlwall (2004) also proved that trade liberalization increases the 

exports of the country. 

8.3.2.3 Impact of GFCF and GDP Growth on Exports 

GFCF is used as a proxy for domestic investment. GDP growth is used as an indicator 

of domestic output. Theoretically, it is expected that GFCF and GDP have a positive 

impact on exports. If causality runs from GDP to exports; the phenomenon is called 

growth-led exports. For the present results coefficient of GFCF and GDP are positive 

and significant that indicates real GDP growth is the significant determinant of 

exports in case of South-East Asian economies. The results are consistent with the 

findings of the Abual Foul and Soliman (2008); they proved that GDP as a proxy for 

domestic output has a positive impact on exports. 

Further Iqbal et al. (2012) also found uni-directional causality from GDP to exports 

for Pakistan economy. Results are inconsistent with the results of Popovici and Călin 

(2017); they found that GFCF is not the significant determinant of exports for the case 

of the newest eight Europe Union states. 
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8.3.2.4 Impact of Terms of Trade on Exports 

Coefficient of terms of trade has a negative sign; however; it is insignificant. The 

negative sign of the ToT coefficient indicates as the unit value of exports increases; it 

discourages the exports of the country. The coefficient of ToT is insignificant, 

indicating ToT is not an essential determinant of exports in case South-East Asian 

economies. 

8.3.2.5 Impact of REER on Exports 

Coefficients of the real effective exchange rate are negative and statistically 

insignificant. The negative sign of REER indicates that it has a negative impact on 

exports. Appreciation/increase of REER indicates appreciation of the domestic 

currency which decreases the competitiveness of the country relative to its trade 

partners. Due to currency appreciation exports become expensive. So the volume of 

exports decreases. However, for the present model coefficient of REER is not 

significant. The sign of REER is consistent with the results of Tabassum et al. (2012), 

Xiao (2009), Abual Foul and Soliman (2008), Majeed and Ahmad (2008); however 

results are partially inconsistent as all the reported studies found REER as a 

significant determinant of exports.   

8.3.2.6 Impact of FDI on Imports 

The coefficients of inward FDI are positive and significant in all specifications. A 

positive sign of FDI indicates that the inflow of FDI can increase the imports of the 

recipient country. Double log form is used in all specifications; so the FDI coefficient 

represents the elasticity of imports with respect to FDI. Coefficients of FDI are 0.051, 

0.044, 0.042, 0.038, and 0.040 in five specifications; which shows the percentage 

increase in imports due to a one percent increase in FDI. FDI can increase the imports 

of the host country at the initial stage of the investment and an operational stage. At 
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initial stage MNCs import machinery, equipment, experts and installation facilities. 

At the operational stage, MNCs can import raw material and intermediate inputs 

which are not available in the host economy, but it depends on the nature of output 

that MNCs produce. The positive impact of inward FDI on imports of the host 

economy also explored by Jayakumar et al. (2014), Goh et al. (2013), Tabassum et al. 

(2012), Xiao (2009), Yousaf et al. (2008).  FDI has a positive impact on both exports 

and imports of the host economy. Results are consistent with the results of a complete 

panel of developing Asia and the results of the East Asia region. 

8.3.2.7 Impact of Trade Openness on Imports  

Trade openness has a positive sign in all specifications and it is significant. Positive 

and significant coefficients of trade openness indicate more open economies incline to 

import more goods and services. Chaudry and Amin (2012) and Majeed and Ahmad 

(2007) indicated a positive impact of openness on imports more than exports. Further 

Santos-Paulino and Thirlwall (2004) also proved that trade liberalization could 

increase the imports of the country.  

8.3.2.8 Impact of Per Capita GDP on Imports 

The coefficient of per capita GDP is positive and significant that indicates per capita 

GDP is a significant determinant of imports in case of South-East Asian economies. 

Per capita GDP used as a proxy for consumption capacity. Consumption is positively 

related to per capita income; imports are part of the consumption function. As per 

capita income increases imports also increases along with total consumption.  
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TABLE 8.8 IMPACT OF FDI INFLOWS ON IMPORTS: PANEL OF SOUTH-

EAST ASIAN ECONOMIES 

Dynamic Panel-Data Estimation Using System GMM 

VARIABLES 
Dependent Variable: Log Imports 

(1) (2) (3) (4) (5) 

               

.8985*** .6608*** .6508*** .6840*** .6291*** 

[66.39] [16.42] [16.06] [14.24] [13.44] 

(0.000) (0.000) (0.000) (0.000) (0.000) 

LFDI 

.0518*** .0443*** .0421*** .0380*** .0402*** 

[2.94] [4.16] [4.34] [3.88] [3.18] 

(0.003) (0.000) (0.000) (0.000) (0.002) 

        

.0092 .0226* .0302*** .0263*** .0183* 

[0.50] [1.80] [4.36] [3.16] [1.88] 

(0.614) (0.082) (0.000) (0.002) (0.061) 

TO 

.0005* .0036*** .0036*** .0034*** .0048*** 

[1.85] [5.85] [8.02] [6.49] [4.88] 

(0.080) (0.000) (0.000) (0.000) (0.000) 

Log Per Capita 

GDP 

 .2806*** .2638*** .2341*** .2861*** 

 [9.52] [8.05] [5.99] [6.68] 

 (0.000) (0.000) (0.000) (0.000) 

LPOP 

  .0495*** .0553*** .0108 

  [3.61] [4.12] [0.13] 

  (0.000) (0.000) (0.896) 

TOT 

   -.00009*** -.0028** 

   [-2.90] [-2.06] 

   (0.004) (0.040) 

REER 

    .0023** 

    [2.20] 

    (0.028) 

Constant 

.4091*** -1.552*** -2.338*** -2.254*** -2.095 

[6.90] [-8.93] [-5.95] [-4.95] [-1.50] 

(0.000) (0.000) (0.000) (0.000) (0.133) 

AR(2)P-value 0.891 0.883 0.928 0.886 0.826 

Sargan P-value 1.000 1.000 1.000 1.000 0.200 

Sargan P-value 1.000 1.000 1.000 1.000 0.001 

[ ] shows z-values and ( ) shows p-values  

 *** 1% level of significance, ** 5% level of significance, *10% level of significance 
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Bernasconi and Wuergler (2013) explored that per capita is an essential determinant 

of imports. They proved that countries with high per capita had high propensity to 

import. 

8.3.2.9 Impact of Population on Imports 

The population is one of the determinants of demand for goods and services. 

Microeconomic theory indicates that as population increases it can increase the 

demand for goods and services. Imports are the demand for foreign goods and 

services, so an increase in population can increase the imports of the country. The 

coefficient of the population is positive and significant. The positive and significant 

sign shows the population in one of the vital determinant of imports in case of South-

East Asian Economies. The result is consistent with the result of Goh et al. (2013) and 

the result of the East Asia region.  

8.3.2.10 Impact of Terms of Trade on Imports 

Terms of trade have a negative sign and it is significant. The justification for the 

negative sign is as ToT increases it decreases the competitiveness of the country. So it 

has a negative impact on imports.  

8.3.2.11 Impact of REER on Imports 

Coefficients of real effective exchange rate have expected positive sign and it is 

statistically significant. The positive sign of REER indicates that increase in REER 

can increase the imports of the country. Appreciation/increase of REER indicates 

appreciation of the domestic currency which can increase the purchasing power and 

can increase the imports of the country. The positive sign of REER is consistent with 

the results of Tabassum et al. (2012) who proved REER has a positive impact on 

imports volume.  
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8.4 South Asia  

South Asia has the collective nominal GDP of $ 3.336 trillion. Average Per capita of 

south Asia is $ 2064. India is the largest and fastest-growing economy in the region 

(US$2.957 trillion) and makes up almost 80% of the South Asian economy. The 

population of South Asia is about 1.749 billion which makes it the most populated 

region in the world (World Economic Outlook Database). South Asia is the third 

largest recipient of FDI inflows. This region received $ 41.2 billion FDI in 2014; it is 

3.4 % of total FDI inflows in the world. Top five FDI recipient countries are India, 

Iran, Pakistan, Bangladesh and Sri-Lanka. China is the leading source country for FDI 

inflows to South Asia (World Investment Report 2014). According to UNCTAD 

Database South Asia comprises of eight countries that are potential recipients of 

inward FDI. 

TABLE 8.9 LIST OF SOUTH ASIAN COUNTRIES  

Sr # Countries  Sr # Countries  

01 Bangladesh 05 Maldives 

02 Bhutan 06 Nepal 

03 India  08 Pakistan 

04 Iran  08 Sri-Lanka 
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8.4.1 Results of South Asia Region for Current Account Balance 

(CAB) 

In order to examine the impact FDI inflows on the current account balance, the model 

is estimated using the system GMM technique. The dependent variable is the current 

account deficit. The results are reported in table 8.10. Specific to general approach is 

used for the model specification. Five different specifications are estimated to check 

the impact of inward FDI on current account deficit.  

8.4.1.1 Impact of the lagged value of the Current Account Deficit on Current 

Account Deficit 

Coefficient of the lagged value of current account balance has a positive sign and it is 

significant in all specifications. A positive sign of the lagged value of CAB indicates 

the previous level of CAB positively affects the current value of CAB. In the present 

model positive sign of lagged value indicates that deficit of current account in one 

year can cause further current account deficit in next year. 

8.4.1.2 Impact of Inward FDI on Current Account Deficit 

The coefficients of FDI inflows have a negative sign and it is significant in four 

specifications of the model. The negative sign of the coefficients indicates that FDI 

inflows can improve current account balance position by reducing the current account 

deficit of the host economy. In the existing literature, there is a mix of evidence about 

the impact of inward FDI on CAB. The result of the present study is consistent with 

the findings of Ehimare (2011) who explored that foreign direct investments have a 

positive and significant impact on the current account balance in Balance of payment 

for the Nigerian economy. 
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TABLE 8.10 IMPACT OF FDI INFLOWS ON CURRENT ACCOUNT 

DEFICIT: PANEL OF SOUTH-ASIAN ECONOMIES 

Dynamic Panel-Data Estimation Using System GMM 

VARIABLES 
Dependent Variable: Current Account Deficit 

(1) (2) (3) (4) (5) 

                

6.0e-11*** 6.6e-11*** 4.0e-11*** 5.2e-11*** 1.1e-10*** 

[11.29] [13.36] [8.85] [8.84] [15.03] 

(0.000) (0.000) (0.000) (0.000) (0.000) 

LFDI/GDP 

-.1188*** -.1316*** -.1111*** -.0692* -.0302 

[-2.68] [-3.16] [-3.38] [-1.80] [-0.96] 

(0.008) (0.002) (0.001) (0.089) (0.339) 

            

1.058*** .6120*** .4088*** -.4486** -.4862*** 

[8.11] [4.06] [3.36] [-2.25] [-4.00] 

(0.000) (0.000) (0.001) (0.025) (0.000) 

TO 

-.0868*** -.0881*** -.0601*** -.0343*** -.0199*** 

[-22.90] [-21.23] [-16.30] [-6.55] [-3.69] 

(0.000) (0.000) (0.000) (0.000) (0.000) 

REER  

 .0342*** .0248*** .0126** .0193*** 

 [8.83] [8.50] [2.36] [5.85] 

 (0.000) (0.000) (0.018) (0.000) 

LGDP 

  .4133*** .4284*** .6826*** 

  [8.81] [6.45] [12.98] 

  (0.000) (0.000) (0.000) 

ToT 

   -4.285*** -2.018*** 

   [-8.48] [-6.85] 

   (0.000) (0.000) 

Savings/GDP 

    -.0630*** 

    [-8.29] 

    (0.000) 

Constant 

41.41*** 29.48*** 18.42*** 8.838** 4.518* 

[16.56] [10.84] [8.14] [2.26] [1.80] 

(0.000) (0.000) (0.000) (0.024) (0.089) 

AR(2)P-value 0.086 0.086 0.088 0.081 0.042 

Sargan P-value 1.000 1.000 0.999 0.998 0.638 

[ ] shows z-values and ( ) shows p-values  

   *** 1% level of significance, ** 5% level of significance, *10% level of significance 
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Results are also similar to the findings of Kaur et al. (2012), who explored that there 

is a long run relationship between FDI and CAB of the Indian economy. Another 

study by Hossain (2008) demonstrated that the short-run impact of inward FDI is 

positive while the long run impact of inward FDI on the balance of payment is 

negative when multinational companies start profit repatriation. On the contrary, 

results are in contrast with the results of Rehman and Bristy (2015), Jaffri et al. 

(2012), Ali and Shaheen (2013) and Seabra and Flach (2005), as they proved that FDI 

inflows worsen the current account balance of the host economy. Nguku (2013) 

reported that inward FDI has no effect on the CAB of the host economy in the case of 

Kenya.  

8.4.1.3 Impact of Trade Openness (TO) on Current Account Deficit 

Trade openness has a negative sign and it is significant in all specifications. More 

open economies mean fewer barriers to international trade and international capital 

flows. The negative sign of trade openness indicates that trade openness can reduce 

current account deficit through the transfer of technology, trade of goods and services, 

and more capital inflows. So countries with more open economies can improve the 

current account balance position; this may happen by increasing exports and more 

capital inflows. Nkuna and Kwalingana (2009) also confirmed that trade openness has 

a positive impact on the CAB. This result is consistent with the results of a complete 

panel of developing Asia and the panel of East Asia; since they also indicated that 

trade openness could improve the current account balance position of the economy. 
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8.4.1.4 Impact of REER on Current Account Deficit 

In all specifications, the REER coefficient has a positive sign and it is significant. 

Significant REER coefficient indicated that in the case of South Asian economies 

REER is a significant determinant of the Current Account Deficit. A positive sign of 

REER demonstrated that exchange rate appreciation could increase the current 

account deficit. The theory suggested that appreciation of REER can decrease the 

competitiveness of the country by increasing the price of exports in the world market 

and decreasing the cost of imports in the domestic economy. So it makes the trade 

account worse and ultimately lead to deterioration in current account balance 

(Mundell-Flemming Model). Begović and Kreso (2017) explored that improvement in 

REER can worsen the trade balance for the transitional economies of Europe. Further, 

Hassan et al. (2016), Matlasedi (2015), Shah and Majeed (2014) and Calderón et al. 

(1999) also explored the negative impact of REER on trade account of a country. On 

the contrary, Guechari (2012) confirmed that appreciation of REER could have a 

negative impact on the trade balance in short run, but it has a positive and significant 

impact on the trade balance in the long run for the case of Algeria. Moreover, the 

result is also consistent with the result of East Asia and South-East Asia region; a 

negative impact of REER on current account balance was found for these regions. 

Conversely, the result is inconsistent with the results of Nkuna and Kwalingana 

(2009), as they found a positive impact of REER on CAB. 

8.4.1.5 Impact of GDP on Current Account Deficit 

Coefficient of GDP has a positive sign with the current account deficit and it is 

significant. The positive and significant sign of GDP indicates that the increase in 

GDP will increase the current account deficit. According to economic theory, the 

import is a part of the consumption function. Consumption is a positive function of 
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income. As income increases consumption increases and imports also increase that 

can worsen the trade account and it can weaken the current account balance position. 

Calderón et al. (1999) proved that an increase in GDP increases the current account 

deficit for the case of developing economies. Many other studies [Jayakumar et al., 

2014; Goh et al., 2013; Tabassum et al., 2012; Xiao, 2009; Yousaf et al., 2008; Abual 

Foul & Soliman, 2008; Majeed & Ahmad, 2007] also proved that GDP increases the 

imports of the economy. 

8.4.1.6 Impact of Terms of Trade on Current Account Deficit 

The relationship between the terms of trade and the current account balance is 

theoretically vague. There could be a positive or negative relationship between terms 

of trade and the current account balance of the country. The sign of the terms of trade 

depends on the elasticity of substitution between exports and imports and the 

Harberger-Laursen-Metzler Effect (HLME)
27

. If Marshall-Lerner
28

 the condition 

holds then the improvement in terms of trade will lead to the improvement in the 

current account balance. On the contrary, if the HLM effect holds, the improvement in 

terms of trade will deteriorate the current account balance position. The coefficient of 

terms of trade (ToT) has a negative sign with the current account deficit and it is 

significant. The negative sign indicates that improvement in terms of trade of a 

country can reduce the current account deficit of a country (Marshall-Lerner). Results 

are consistent with the results of Nkuna and Kwalingana (2009). They concluded that 

terms of trade have a positive impact on CAB in case of Malawi. Matlasedi (2015) 

also explored the positive impact of ToT on trade balance for the case of South 

                                                 

27
 HLM effect means deterioration in terms of trade will lead to decrease in income, decrease in savings 

and finally will worsen the current account balance position. 
28

 Marshall Learner condition indicates that improvement in terms of trade can improve the current 

account balance position if the sum of long term elasticity of exports and imports would be greater than 

unity. 
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Africa. Another aspect of terms of trade was explored by Umoru and Nwokoye 

(2014). They proved that terms of trade instability could cause deterioration in the 

balance of payment in the case of Nigeria. The result is further consistent with the 

results of East Asia and South-East Asia region. 

8.4.1.7 Impact of Domestic Savings to GDP Ratio on Current Account Deficit 

Domestic savings to GDP ratio has expected negative sign and it is significant. The 

negative sign indicates that an increase in savings to GDP ratio can reduce the current 

account deficit. Savings to GDP ratio is an indicator of the internal balance of the 

economy and it can have a positive impact on external balance (twin deficit 

phenomena).  Olivei (2000) and Perciun et al. (2017) also discussed that a lower level 

of domestic saving could be harmful for the current account balance position. The 

result is similar to the result of a complete panel of developing Asia. 

8.4.2 Results of South Asia Region for Trade Components (Exports 

and Imports) 

In order to examine the impact FDI inflows on the trade account, two models are 

estimated using the system GMM technique; one for exports and one for imports. 

Double log form of the models is used for estimations, so the results are the 

elasticities of exports and imports with respect to FDI. Specific to general approach is 

used for the model specification. Five different specifications are estimated to check 

the impact of inward FDI on exports and imports.  

8.4.2.1 Impact of FDI on Exports 

The coefficients of inward FDI are positive and significant in three specifications. A 

positive sign of FDI indicates that the inflow of FDI can increase the exports of the 

recipient country. Double log form is used in all specifications; so the FDI coefficient 

represents the elasticity of exports with respect to FDI. Coefficients of FDI are 0.108, 
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0.110, and 0.125 in three specifications; which shows the percentage increase in 

exports due to a one percent increase in FDI. Coefficient of the lagged value of FDI is 

also positive and significant in all specifications. Multinational companies can 

increase the exports of the FDI host economy by investing capital to exploit the cheap 

labor of developing economies. If MNCs invest in export-oriented sectors, FDI can 

increase the exports of the host economy. Positive impact of inward FDI on exports of 

the host economy also explored by Jayakumar et al. (2014), Goh et al. (2013), 

Goswami and Saikia (2012), Tabassum et al. (2012), Xiao (2009), Abual Foul and 

Soliman (2008), Majeed and Ahmad (2007), Banga (2006), Zhang (2005).  

The result is also consistent with the result of a complete panel of developing Asia, 

East Asia, and South-East Asia region. On the other hand, results are in contrast with 

the results of Yousaf et al. (2008); who explored the negative impact of inward FDI 

on exports of the host economy in case of Pakistan. 

8.4.2.2 Impact of Terms of Trade on Exports 

Coefficient of Terms of Trade (ToT) has a positive sign and it is significant. A 

positive sign of ToT has an indirect impact on exports. As the unit value of exports 

increases the exports receipt increase that can enhance the volume of output available 

for exports. Nkuna and Kwalingana (2009), Umoru and Nwokoye (2014) and 

Matlasedi (2015) concluded that terms of trade have a positive impact on the CAB. 

The positive impact of ToT on CAB can be explained through its positive impact on 

exports. The result is partially consistent with the results of a complete panel of 

developing Asia.  
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TABLE 8.11 IMPACT OF FDI INFLOWS ON EXPORTS: PANEL OF SOUTH 

ASIAN ECONOMIES 

Dynamic Panel-Data Estimation Using System GMM 

VARIABLES 
Dependent Variable: Log Exports 

(1) (2) (3) (4) (5) 

               

.8455*** .8593*** .8982*** .6154*** .5461*** 

[18.82] [18.52] [15.18] [8.21] [9.56] 

(0.000) (0.000) (0.000) (0.000) (0.000) 

LFDI 

.1081*** .1101** .0209 .12589*** -.0062 

[2.82] [2.49] [0.38] [3.22] [-0.32] 

(0.006) (0.013) (0.814) (0.001) (0.848) 

        

.03864* .02289* .0890** .0988** .0338* 

[1.94] [1.66] [2.33] [2.51] [1.84] 

(0.053) (0.098) (0.020) (0.012) (0.083) 

ToT 

 .1842* .1648*** .1928** .2663*** 

 [1.81] [2.66] [2.50] [5.43] 

 (0.088) (0.008) (0.012) (0.000) 

REER 

  -.0019* -.0021* -.0008 

  [-1.88] [-1.91] [-0.92] 

  (0.086) (0.056) (0.356) 

LGDP 

   .1421** .4394*** 

   [2.32] [6.90] 

   (0.020) (0.000) 

TO 

    .0056*** 

    [5.80] 

    (0.000) 

Constant 

.4851*** .3001* .3984*** -1.332 -8.181*** 

[3.06] [1.95] [3.32] [-1.35] [-6.64] 

(0.002) (0.052) (0.001) (0.188) (0.000) 

AR(2)P-value 0.900 0.418 0.854 0.824 0.814 

Sargan P-value 0.955 0.950 1.000 0.603 0.483 

[ ] shows z-values and ( ) shows p-values  

   *** 1% level of significance, ** 5% level of significance, *10% level of 

significance 
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8.4.2.3 Impact of REER on Exports 

Coefficients of the real effective exchange rate are negative and statistically 

significant. The negative sign of REER indicates that it has a negative impact on 

exports. Appreciation/increase of REER indicates appreciation of the domestic 

currency which decreases the competitiveness of the country relative to its trade 

partners. Due to currency appreciation exports become expensive. So the volume of 

exports decreases. Hassan et al., (2016) have found that the appreciation of REER can 

decrease the real exports earnings in Bangladesh. Further results are also consistent 

with the results of Tabassum et al. (2012), Xiao (2009), Abual Foul and Soliman 

(2008), Majeed and Ahmad (2007). The result is also consistent with the results of a 

complete panel of developing Asia and the result of East Asia. 

8.4.2.4 Impact of GDP on Exports 

The coefficient of GDP is positive and it is significant that indicates real GDP growth 

is a significant determinant of exports in the case of South Asian economies. Increase 

in GDP indicates the increasing volume of domestic output. As output increases, more 

quantity is available for exports. The results are consistent with the findings of the 

Abual Foul and Soliman (2008); they proved that GDP as a proxy for domestic output 

has a positive impact on exports. The result is consistent with the result of South-East 

Asia. 

8.4.2.5 Impact of Trade Openness on Exports 

Trade openness coefficient is positive and it is insignificant. Significant coefficient of 

trade openness indicates that openness is a vital determinant of exports. Results are 

consistent with the results of Chaudry and Amin (2012) and Majeed and Ahmad 

(2007); as they found a positive impact of openness on exports. Further Santos-

Paulino and Thirlwall (2004) also proved that trade liberalization could increase the 
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exports of the country. Moreover, the result is also consistent with the result of a 

complete panel of developing Asia and the result of the South-East Asia region. 

8.4.2.6 Impact of FDI on Imports 

The coefficients of inward FDI are positive and significant in all specifications. A 

positive sign of FDI indicates that inflow of FDI can increase the imports of the FDI 

recipient country. Double log form is used in all specifications; so the FDI coefficient 

represents the elasticity of imports with respect to FDI. Coefficients of FDI are 0.24, 

0.083, 0.068, 0.088, and 0.050 in five specifications; which shows the percentage 

increase in imports due to a one percent increase in FDI. Lagged value of FDI has a 

negative and significant coefficient; indicating that the lagged value of FDI has a 

negative impact on imports.  

FDI can play a role in import substitution in that case. FDI can increase the imports of 

the host country at the initial stage and the operational stage of investment. At initial 

stage MNCs import machinery, equipment, experts and installation facilities. At the 

operational stage, MNCs can import raw material and intermediate inputs which are 

not readily available in the host economy, but it depends on the nature of output that 

MNCs produce. The positive impact of inward FDI on imports of the host economy 

also explored by Jayakumar et al. (2014), Goh et al. (2013), Tabassum et al. (2012), 

Xiao (2009), Yousaf et al. (2008). FDI has a positive impact on both exports and 

imports, but the elasticity of exports with respect to FDI (0.108, 0.110, and 0.125) is 

higher than the elasticity of imports (0.24, 0.083, 0.068, 0.088, and 0.050). 

Additionally, the lagged value of FDI has a negative impact on imports. 
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TABLE 8.12 IMPACT OF FDI INFLOWS ON IMPORTS: PANEL OF 

SOUTH-ASIAN ECONOMIES 

Dynamic Panel-Data Estimation Using System GMM 

VARIABLES 
Dependent Variable: Log Imports 

(1) (2) (3) (4) (5) 

               

.8842*** .5684*** .3543*** .3284*** .3281*** 

[6.48] [4.83] [2.80] [3.01] [2.58] 

(0.000) (0.000) (0.005) (0.003) (0.010) 

LFDI 

.2482*** .0838** .0688* .0888** .0508** 

[2.82] [2.28] [1.85] [2.14] [2.24] 

(0.008) (0.022) (0.065) (0.032) (0.025) 

        

-.0522 -.0220 -.0491*** -.0308 -.0389** 

[-0.91] [-1.08] [-3.53] [-1.44] [-2.30] 

(0.364) (0.288) (0.000) (0.151) (0.021) 

LGDP 

 .3096*** .5859*** .4568*** .5658*** 

 [3.48] [6.21] [4.30] [5.38] 

 (0.001) (0.000) (0.000) (0.000) 

TO 

  .0060*** .0082*** .0092*** 

  [2.94] [2.92] [3.14] 

  (0.003) (0.003) (0.002) 

LPOP 

   .1330** .0884** 

   [2.49] [1.99] 

   (0.013) (0.048) 

REER 

    .0038*** 

    [4.10] 

    (0.000) 

ToT 

    -.1038* 

    [-1.69] 

    (0.092) 

Constant 

.8446* -4.134*** -8.909*** -8.831*** -9.596*** 

[1.85] [-3.26] [-6.38] [-4.84] [-4.86] 

(0.064) (0.001) (0.000) (0.000) (0.000) 

AR(2)P-value 0.198 0.144 0.180 0.183 0.221 

Sargan P-value 0.914 1.000 1.000 1.000 1.000 

Sargan P-value 1.000 1.000 1.000 1.000 1.000 

[ ] shows z-values and ( ) shows p-values  

   *** 1% level of significance, ** 5% level of significance, *10% level of 

significance 
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This may be the justification of the overall positive impact of inward FDI on current 

account balance, as FDI increases exports more than the imports for the panel of 

South Asian Economies. 

8.4.2.7 Impact of GDP Growth on Imports 

The coefficients of GDP growth are positive and statistically significant for the panel 

of South Asia. It indicates GDP is a significant determinant of imports for this region. 

GDP is used as a proxy for income level. Consumption is positively related to 

income; imports are part of the consumption function. As income increases imports 

also increase along with total consumption. The results are consistent with the 

findings of the Yousaf et al. (2008), Tabassum et al. (2012), Goh et al. (2013), Xiao 

(2009), Hossain (2008); they proved that GDP has a positive impact on import 

volume. The result is also consistent with the result of a complete panel of developing 

Asia. 

8.4.2.8 Impact of Trade Openness on Imports  

Trade openness has a positive sign and it is significant. Positive and significant 

coefficients of trade openness indicate more open economies incline to import more 

goods and services. Chaudry and Amin (2012) and Majeed and Ahmad (2007) 

indicated a positive impact of openness on imports more than exports. Further Santos-

Paulino and Thirlwall (2004) also proved that trade liberalization could increase the 

imports of the country. The result is analogous with the result of a complete panel of 

developing Asia, East Asia and the result of South-East Asia.  
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8.4.2.9 Impact of Population on Imports 

The population is one of the determinants of demand for goods and services. 

Microeconomic theory indicates that as population increases it can increase the 

demand for goods and services. Imports are the demand for foreign goods and 

services, so an increase in population can increase the imports of the country. The 

coefficient of the population is positive and it is significant. The positive and 

significant sign shows the population in one of the critical determinant of imports in 

the case of South Asian Economies. The result is consistent with the result of Goh et 

al. (2013). The result is also consistent with the results of East Asia and the results of 

the South-East Asia region. 

8.4.2.10 Impact of REER on Imports 

Coefficient of the real effective exchange rate has expected positive sign and it is 

statistically significant. The positive sign of REER indicates that increase in REER 

can increase the imports of the country. Appreciation/increase of REER indicates 

appreciation of the domestic currency which can increase the purchasing power and 

can enhance the imports of the country. The positive sign of REER is consistent with 

the results of Tabassum et al. (2012) who proved REER has a positive impact on 

imports volume. Hassan et al. (2016), Matlasedi (2015), Shah and Majeed (2014) and 

Calderón et al. (1999) also explored the negative impact of REER on trade account of 

a country which indicates improvement in REER can enhance the imports of the 

country. Results are also consistent with the results of the South-East Asia region and 

dissimilar to the results of a complete panel of developing Asia. 

8.4.2.11 Impact of Terms of Trade on Imports 

Coefficient of terms of trade has a negative sign and it is significant. The justification 

for the negative sign is as ToT increases it decreases the competitiveness of the 
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country; it will lead to a decrease in income (HLM effect
29

); so it has a negative 

impact on the imports. Nkuna and Kwalingana (2009) also concluded that terms of 

trade have a positive impact on CAB; as it can reduce the imports of the country in 

case of Malawi. The result is also similar to results of a complete panel of developing 

Asia, East Asia and the result of the South-East Asia region. 

8.5 West Asia  

West Asia is the westernmost sub region of Asia. The region is best known for oil 

production and export, which significantly impacts the entire region through the 

wealth it generates and through labor utilization. The total nominal GDP of West Asia 

is $ 3.751 trillion. The annual average growth of GDP is 3.21. The population of 

Western Asia was estimated at 272 million in 2008. The most populous countries in 

the region are Turkey and Iran.  

West Asia received the lowest FDI inflows as compared to the other regions of 

developing Asia. It received 3.5% FDI inflows from the world's total FDI inflows. 

West Asia received $ 26 billion in 2018. FDI inflows to West Asia have continuously 

decreasing trend from 2008 to 2018. Main reasons for these low FDI inflows to West 

Asia are regional conflict and the prolonged low commodity prices. Turkey, UAE, 

Saudi Arabia, Iraq and Lebanon are top five recipient countries for FDI inflows 

(World Investment Report, 2018). According to the UNCTAD database West Asia is 

consists of eleven countries that are potential recipients of inward FDI. 

 

 

 

  

                                                 

29
 See details of HLME in theoretical framework chapter. 

https://en.wikipedia.org/wiki/Asia
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Table 8.13 List of West Asian Countries  

Sr # Country Name Sr # Country Name 

01 Turkey 08       Jordan 

02 United Arab Emirate 08 Kuwait 

03 Saudi Arab 09 Oman 

04 Iraq 10 Qatar 

05 Lebanon 11 Yemen 

06 Bahrain   

 

8.5.1 Results of West Asia Region for Current Account Balance 

(CAB) 

In order to examine the impact FDI inflows on current account balance, the first 

model is estimated for the West Asia region using the system GMM technique. The 

dependent variable is the current account balance. The results are reported in table 

8.14. Specific to general approach is used for the model specification. Five different 

specifications are estimated to check the impact of inward FDI on the current account 

balance. 

8.5.1.1 Impact of the lagged value of Current Account Balance on Current 

Account Balance 

Coefficient of the lagged value of current account balance has a positive sign and it is 

significant in all specifications. A positive sign of the lagged value of CAB indicates 

the previous level of CAB positively affects the current value of CAB. 
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8.5.1.2 Impact of Inward FDI on Current Account Balance (CAB) 

The coefficient of CAB has a negative sign and it is significant in four specifications. 

The negative sign of the coefficient indicates that the current value of FDI inflows can 

worsen the current account balance position of the host economy. In the existing 

literature, there is a mix of evidence about the impact of inward FDI on CAB. The 

result of the present study is inconsistent with the findings of Ehimare (2011) who 

explored that foreign direct investments have a positive and significant impact on the 

current account balance in Balance of payment for the Nigerian economy. Results are 

also in contrast with the findings of Kaur et al. (2012), who explored that there is a 

long-run relationship between FDI and CAB of the Indian economy. 

The result is partially consistent with the results of Hossain (2008) since, he proved 

that the short-run impact of inward FDI is positive while the long run impact of 

inward FDI on balance of payment is negative when multinational companies start 

profit repatriation. Results are also consistent with the results of Jaffri et al. (2012), 

Ali and Shaheen (2013) and Seabra and Flach (2005), as they proved that FDI inflows 

worsen the current account balance of the host economy. Nguku (2013) reported that 

inward FDI has no effect on the CAB of the host economy in the case of Kenya.  

8.5.1.3 Impact of Lagged Value of Inward FDI on Current Account Balance 

(CAB) 

Coefficient of the lagged value of FDI has a positive sign and it significant in all 

pacifications. A positive sign of lagged FDI indicates that immediately FDI can 

worsen the current account balance position of the host economy but later on it can 

improve the current account balance.  
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TABLE 8.14 IMPACT OF FDI INFLOWS ON CURRENT ACCOUNT 

DEFICIT: PANEL OF WEST ASIAN ECONOMIES 

VARIABLES 

Dynamic Panel-Data Estimation Using System GMM 

Dependent Variable: Current Account Balance 

(1) (2) (3) (4) (5) 

       

.8508*** .5684*** .3851*** .4248*** .2833*** 

[18.29] [19.46] [8.23] [11.31] [3.41] 

(0.000) (0.000) (0.000) (0.000) (0.001) 

LFDI 

-1.031* -1.648*** -.3891 -1.321* -1.121* 

[-1.66] [-5.98] [-0.40] [-1.89] [-1.82] 

(0.098) (0.000) (0.691) (0.083) (0.069) 

        

1.860*** 1.884*** 1.156** 1.524** 1.265** 

[3.15] [8.49] [2.09] [2.50] [2.44] 

(0.002) (0.000) (0.038) (0.012) (0.015) 

LGDP 

 105.4*** 169.6* 186.1* -41.24 

 [10.35] [1.81] [1.80] [-1.23] 

 (0.000) (0.088) (0.090) (0.219) 

ToT 

  985.3** 1136** 516.9*** 

  [2.22] [2.38] [3.98] 

  (0.026) (0.018) (0.000) 

REER 

  -3.346 -11.62** -14.03*** 

  [-0.68] [-2.05] [-4.99] 

  (0.501) (0.040) (0.000) 

TO 

   -8.119** -6.164*** 

   [-2.32] [-4.01] 

   (0.020) (0.000) 

Saving/GDP 

    21.19*** 

    [8.10] 

    (0.000) 

Constant 

18.28 -590.6*** -1663** -256.9 1222*** 

[1.06] [-8.80] [-2.03] [-0.22] [2.63] 

(0.291) (0.000) (0.042) (0.825) (0.008) 

AR(2)P-value 0.020 0.020 0.018 0.013 0.024 

Sargan P-

value 

0.950 1.000 1.000 1.000 0.962 

[ ] shows z-values and ( ) shows p-values  

   *** 1% level of significance, ** 5% level of significance, *10% level of significance 
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The positive coefficient of lagged FDI is greater in magnitude than the negative 

coefficient of current valued of FDI. It indicates that overall FDI can have a positive 

impact on the CAB of the host economy. 

8.5.1.4 Impact of GDP on Current Account Balance (CAB) 

Coefficient of GDP has a positive sign with current account balance and it is 

significant. The positive and significant sign of GDP indicates that an increase in 

GDP growth can improve the current account balance position of the host economy. 

GDP growth is used as a proxy for domestic output. As domestic output increase, it 

can increase the exports volume. The result is consistent with results of Yurdakul and 

Ucar (2015), they proved that a 1% increase in GDP growth rate could reduce the 

current account deficit by 0.2642% in the case of Turkey. 

8.5.1.5 Impact of Terms of Trade on Current Account Balance (CAB) 

The relationship between the terms of trade and the current account balance is 

theoretically ambiguous. There could a positive or negative relationship between 

terms of trade and the current account balance of the country. The sign of the terms 

and trade depend on the elasticity of substitution between exports and imports and the 

Harberger-Laursen-Metzler Effect (HLME)
30

. If Marshall-Lerner
31

 the condition 

holds then the improvement in terms of trade will lead to the improvement in the 

current account balance. On the contrary, if the HLM effect holds, the improvement in 

terms of trade will deteriorate the current account balance position. The coefficients 

terms of trade (ToT) have a positive and significant sign with the current account 

balance. The positive sign indicates that improvement in terms of trade of a country 

                                                 

30
 HLM effect means deterioration in terms of trade will lead to decrease in income, decrease in savings 

and finally will worsen the current account balance position. 
31

 Marshall Learner condition indicates that improvement in terms of trade can improve the current 

account balance position if the sum of long term elasticity of exports and imports would be greater than 

unity. 
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can improve the current account balance position of a country (Marshall Lerner 

Condition). Results are consistent with the results of Nkuna and Kwalingana (2009). 

They concluded that terms of trade have a positive impact on CAB in case of Malawi. 

Results of a complete panel of Asian economies; the result of the East Asia region and 

the result of the South Asia region also found that terms of trade have a positive 

impact on the current account balance. 

8.5.1.6 Impact of REER on Current Account Balance (CAB) 

REER coefficient has a negative sign and it is significant. It indicates that in the case 

of West Asian economies REER is a significant determinant of the current account 

balance. The negative sign of REER demonstrated that exchange rate appreciation 

could deteriorate the current account balance. The theory suggested that appreciation 

of REER can decrease the competitiveness of the country by increasing the price of 

exports in the world market and decreasing the cost of imports in the domestic 

economy. So it makes the trade account worse and ultimately lead to deterioration in 

current account balance (Mundell-Flemming Model). Begović and Kreso (2017) 

explored that improvement in REER can worsen the trade balance for the transitional 

economies of Europe. Further, Hassan et al. (2016), Matlasedi (2015), Shah and 

Majeed (2014) and Calderón et al. (1999) also explored the negative impact of REER 

on trade account of a country. On the contrary, Guechari (2012) confirmed that 

appreciation of REER could have a negative impact on the trade balance in short run, 

but it has a positive and significant impact on the trade balance in the long run for the 

case of Algeria. On the contrary, the result is inconsistent with the results of Nkuna 

and Kwalingana (2009), as they found a positive impact of REER on CAB. Results 

are also compatible with the results of East Asia, South-East Asia, and the results of 

the South Asia region. 
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8.5.1.7 Impact of Trade Openness (TO) on Current Account Balance (CAB) 

Trade openness coefficient has a negative sign and it is significant. The negative sign 

of trade openness indicates that openness can deteriorate the current account balance 

position. More open economies mean fewer barriers to international trade; therefore 

developing countries can import more good. More imports relative to exports can 

worsen the trade account that can lead to current account deterioration. Results are 

inconsistent with the results of Nkuna and Kwalingana (2009), as they confirmed that 

trade openness has a positive impact on the CAB. This result is also inconsistent with 

the results of a complete panel of developing Asia and results of East Asia and results 

of south Asia. On the other side, the result is partially consistent with the result of the 

South-East Asia region and the results of Selҫ uk et al. (2015). The study found that 

trade liberalization has a negative impact on the trade account in the case of Turkey.  

8.5.1.8 Impact of Domestic Savings to GDP Ratio on Current Account Balance 

(CAB) 

Domestic savings to GDP ratio has expected positive sign and it is significant. The 

positive sign indicates that an increase in savings to GDP ratio can improve the 

current account balance. Savings to GDP ratio is an indicator of the internal balance 

of the economy and it can have a positive impact on external balance (twin deficit 

phenomena). Olivei (2000) and Perciun et al. (2017) also discussed that a lower level 

of domestic saving could be harmful for the current account balance position. Results 

are also similar to the results of a complete panel of developing Asia and the results of 

the South Asia region. 
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8.5.2 Results of West Asia Region for Trade Components (Exports 

and Imports) 

In order to examine the impact FDI inflows on the trade account, two models are 

estimated using the system GMM technique; one for exports and one for imports. 

Results are reported in table 8.15 and table 8.16 respectively. Double log form of the 

models is used for estimations, so the results are the elasticities of exports and imports 

with respect to FDI. Specific to general approach is used for the model specification. 

Five different specifications are estimated to check the impact of inward FDI on 

exports and imports. 

8.5.2.1 Impact of FDI on Exports 

The coefficient of inward FDI is positive and significant in all specifications. A 

positive sign of FDI indicates that the inflow of FDI can increase the exports of the 

recipient country. Double log form is used in all specifications; so the FDI coefficient 

represents the elasticity of exports with respect to FDI. Coefficients of FDI are 0.152, 

0.091, 0.088, 0.066 and 0.048 in five specifications; which shows the percentage 

increase in exports due to one percent increase in FDI. 

Multinational companies can increase the exports of the FDI host economy by 

investing capital to exploit the cheap labor of developing economies. If MNCs invest 

in export-oriented sectors, FDI can increase the exports of the host economy. 
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TABLE 8.15 IMPACT OF FDI INFLOWS ON EXPORTS: PANEL OF WEST 

ASIAN ECONOMIES 

Dynamic Panel-Data Estimation Using System GMM 

VARIABLES 
Dependent Variable: Log Exports 

(1) (2) (3) (4) (5) 

               

.9888*** .8542*** .8066*** .9186*** .8245*** 

{55.92] [25.15] [15.84] [23.92] [11.84] 

(0.000) (0.000) (0.000) (0.000) (0.000) 

LFDI 

.1525*** .0915*** .0886*** .0660** .0488* 

[2.88] [3.02] [3.28] [2.46] [1.80] 

(0.005) (0.003) (0.001) (0.014) (0.082) 

        

-.1095** -.0518 -.0351 -.0384 -.0546** 

[-1.98] [-1.46] [-1.05] [-1.56] [-2.00] 

(0.049) (0.144) (0.292) (0.120) (0.045) 

TO 

.0021* .0045** .0058*** .0009 .0018* 

[1.81] [2.43] [2.62] [0.99] [1.84] 

(0.088) (0.015) (0.009) (0.321) (0.083) 

LGDP  

 .1619*** .2150*** .0918** .0691 

 [2.80] [2.88] [2.14] [1.52] 

 (0.005) (0.004) (0.032) (0.128) 

REER 

  .0046 -.0004 -.0020 

  [1.32] [-0.24] [-1.20] 

  (0.188) (0.812) (0.230) 

TOT 

   .0992** .1401** 

   [2.04] [2.59] 

   (0.041) (0.010) 

LGFCF 

    .2604*** 

    [3.82] 

    (0.000) 

Constant 

-.2312 -.8082* -1.411* -.3039 -3.891*** 

[-1.05] [-1.81] [-1.93] [-1.10] [-4.00] 

(0.292) (0.086) (0.054) (0.282) (0.000) 

AR(2)P-value 0.168 0.151 0.119 0.994 0.861 

Sargan P-value 1.000 1.000 0.999 0.341 0.880 

[ ] shows z-values and ( ) shows p-values  

   *** 1% level of significance, ** 5% level of significance, *10% level of 

significance 
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Positive impact of inward FDI on exports of the host economy also explored by 

Jayakumar et al. (2014), Goh et al. (2013), Goswami and Saikia (2012), Tabassum et 

al. (2012), Xiao (2009), Abual Foul and Soliman (2008), Majeed and Ahmad (2007), 

Banga (2006), Zhang (2005). On the other hand, results are in contrast with the results 

of Yousaf et al. (2008); who explored the negative impact of inward FDI on exports 

of the host economy in case of Pakistan. This result is consistent with the results of a 

complete panel of developing Asia and the results of different regions of developing 

Asia. Lagged value of FDI inflows harms exports of the host country. 

8.5.2.2 Impact of Trade Openness on Exports 

Coefficients of trade openness are positive and significant in four specifications. 

Significant coefficient of trade openness indicates that openness is a vital determinant 

of exports in the West Asia region. Chaudry and Amin (2012) and Majeed and 

Ahmad (2007) also indicated a positive impact of openness on exports. Further 

Santos-Paulino and Thirlwall (2004) also proved that trade liberalization could 

increase the exports of the country.  

8.5.2.3 Impact of GDP Growth and on Exports 

The coefficient of GDP is positive and it is significant that indicates real GDP growth 

is the significant determinant of exports in the case of West Asian economies. GDP 

growth is used as a proxy for domestic output. As output increases, it can increase the 

volume of goods available for exports. The results are consistent with the findings of 

the Abual Foul and Soliman (2008); they proved that GDP as a proxy for domestic 

output has a positive impact on exports. The result is aligned with the results of 

South-East Asia and the results of the South Asia region. 
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8.5.2.4 Impact of REER on Exports 

Coefficient of the real effective exchange rate is positive in one specification and 

negative in two specifications. However, the coefficient is insignificant in all the 

specifications that indicate REER is not an essential determinant of exports in the case 

of West Asian economies. The result is in contrast with the results of a complete panel 

of developing Asia, East Asia and the result of South Asia. 

8.5.2.5 Impact of Terms of Trade on Exports 

Coefficients of Terms of Trade (ToT) have a positive sign and it is significant. The 

justification for the positive sign is as ToT increase; it can improve the current 

account balance position and can enhance the domestic output level; so more output 

might be available for export. The high unit value of exports can encourage the 

exporter to export more goods. A positive sign of ToT has an indirect impact on 

exports. As the unit value of exports increases the exports receipt increase that can 

enhance the volume of output available for exports. Nkuna and Kwalingana (2009), 

Umoru and Nwokoye (2014) and Matlasedi (2015) concluded that terms of trade have 

a positive impact on the CAB. The positive impact of ToT on CAB can be explained 

through its positive impact on exports. 

8.5.2.6 Impact of GFCF on Exports 

Gross Fixed Capital Formation (GFCF) also included in the model as a proxy for 

domestic investment. The coefficient of GFCF is positive and it is significant. The 

positive sign indicates as domestic investment increases it can increase the volume of 

exports.  Theoretically, it is expected that GFCF has a positive impact on exports. The 

results are consistent with the findings of the Abual Foul and Soliman (2008); they 

proved that GDP as a proxy for domestic output has a positive impact on exports. 

Result also supported by Rajni (2013) as he found causality runs from GFCF to 
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exports. Results are inconsistent with the results of Popovici and Călin (2017); they 

found that GFCF is not the significant determinant of exports for the case of the 

newest eight Europe Union states.  

8.5.2.7 Impact of FDI on Imports 

The coefficient of inward FDI is positive and significant in four specifications. A 

positive sign of FDI indicates that the inflow of FDI can increase the imports of the 

recipient country. Double log form is used in all specifications; so the FDI coefficient 

represents the elasticity of imports with respect to FDI. Coefficients of FDI are 0.086, 

0.080, 0.029, and 0.022, in four specifications; which shows the percentage increase 

in imports due to a one percent increase in FDI inflows.  

FDI can increase the imports of the host country at the initial stage and the operational 

stage of investment. At initial stage MNCs import machinery, equipment, experts and 

installation facilities. At the operational stage, MNCs can import raw material and 

intermediate inputs which are not readily available in the host economy, but it 

depends on the nature of output that MNCs produce. The positive impact of inward 

FDI on imports of the host economy also explored by Jayakumar et al. (2014), Goh et 

al. (2013), Tabassum et al. (2012), Xiao (2009), Yousaf et al. (2008). FDI has a 

positive impact on both exports and imports, but the elasticity of exports with respect 

to FDI (0.15, 0.091, 0.088, 0.066 and 0.048) is greater than the elasticity of imports 

(0.086, 0.080, 0.029, and 0.022) in all specifications. 
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TABLE 8.16 IMPACT OF FDI INFLOWS ON IMPORTS: PANEL OF WEST 

ASIAN ECONOMIES 

Dynamic Panel-Data Estimation Using System GMM 

VARIABLES Dependent Variable: Log Imports 

 (1) (2) (3) (4) (5) 

               

.8382*** .8413*** .8254*** .6530*** .5968*** 

18.52] [16.52] [13.46] [10.86] [8.58] 

(0.000) (0.000) (0.000) (0.000) (0.000) 

LFDI 

.0868** .0808** .0290* .0182 .0228* 

[2.15] [1.89] [1.82] [1.08] [1.66] 

(0.032) (0.059) (0.069) (0.286) (0.098) 

        

.0025 .0042 .0206 .0286** .0326*** 

[0.06] [0.10] [1.59] [2.08] [2.85] 

(0.950) (0.924) (0.113) (0.038) (0.004) 

LGDP 

.0988*** .0914** .2241*** .3059*** .3888*** 

[2.83] [1.98] [4.10] [4.95] [6.38] 

(0.006) (0.048) (0.000) (0.000) (0.000) 

REER 

 .0028*** .0014 .0005 .0028 

 [3.29] [0.66] [0.24] [1.35] 

 (0.001) (0.509) (0.810) (0.188) 

TO 

  .0054*** .0064*** .0068*** 

  [3.81] [4.26] [4.95] 

  (0.000) (0.000) (0.000) 

TOT 

   .3142*** .1180* 

   [3.54] [1.80] 

   (0.000) (0.090) 

LPOP 

    .0598* 

    [1.92] 

    (0.054) 

Constant 

.1260 .4369*** -.6625** -1.126*** -2.354*** 

[1.21] [4.06] [-1.99] [-3.02] [-3.48] 

(0.225) (0.000) (0.048) (0.003) (0.000) 

AR(2)P-value 0.148 0.158 0.158 0.100 0.192 

Sargan P-value 0.999 1.000 0.209 0.208 0.448 

[ ] shows z-values and ( ) shows p-values  

   *** 1% level of significance, ** 5% level of significance, *10% level of 

significance 
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The greater elasticity of exports demonstrated that inward FDI might have an overall 

positive impact on the CAB of the host economy in case of West Asian Economies. 

8.5.2.8 Impact of GDP Growth on Imports 

The coefficients of GDP are positive and statistically significant in all specifications 

for the panel of West Asia. It indicates GDP is a significant determinant of imports. 

GDP is used as a proxy for consumption capacity. Consumption is positively related 

to income level; imports are part of the consumption function. As income increases 

imports also increase along with total consumption. The results are consistent with the 

findings of the Yousaf et al. (2008), Tabassum et al. (2012), Goh et al. (2013), Xiao 

(2009), Hossain (2008); they proved that GDP has a positive impact on import 

volume.  

8.5.2.9 Impact of REER on Imports 

Coefficients of real effective exchange rate have expected positive sign but it is 

statistically significant only in one specification. The positive sign of REER indicates 

that increase in REER can increase the imports of the country. Appreciation/increase 

of REER indicates appreciation of the domestic currency which can increase the 

purchasing power and can enhance the imports of the country. The positive sign of 

REER is consistent with the results of Tabassum et al. (2012) who proved REER has 

a positive impact on imports volume. Hassan et al. (2016), Matlasedi (2015), Shah 

and Majeed (2014) and Calderón et al. (1999) also explored the negative impact of 

REER on trade account of a country which indicates improvement in REER can 

enhance the imports of the country.  
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8.5.2.10 Impact of Trade Openness on Imports  

Trade openness has a positive sign and it is significant. Positive and significant 

coefficients of trade openness indicate more open economies incline to import more 

goods and services. Chaudry and Amin (2012) and Majeed and Ahmad (2007) 

indicated a positive impact of openness on imports more than exports. Further Santos-

Paulino and Thirlwall (2004) also proved that trade liberalization could increase the 

imports of the country. The result is consistent with the result of a complete panel of 

developing Asia, East Asia, South-East Asia and the results of South Asia. 

8.5.2.11 Impact of Terms of Trade on Imports 

Terms of trade have a positive sign and it is significant. The justification for the 

positive sign is as ToT increases it can increase the exports receipt and can increase 

the domestic GDP. So, as GDP increase it can increase the imports of the country. 

The result is dissimilar to the result of Nkuna and Kwalingana (2009) who concluded 

that terms of trade have a positive impact on CAB as it can reduce the imports of the 

country in case of Malawi. Results are also different from the results of a complete 

panel of developing Asia, the result of East Asia, South-East Asia and the result of 

South Asia. 

8.5.2.12 Impact of Population on Imports 

The population is one of the determinants of demand for goods and services. 

Microeconomic theory indicates that as population increases it can increase the 

demand for goods and services. Imports are the demand for foreign goods and 

services, so an increase in population can increase the imports of the country. The 

coefficient of the population is positive and is significant. The positive and significant 

sign shows the population in one of the important determinant of imports in case of 

West Asian Economies. The result is consistent with the result of Goh et al. (2013). 
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8.6 Similarities and Differences of Results Across Different Regions of Asia 

Table 8.17 presented the results of different regions of Asia to identify the similarities 

and differences across regions. Current account deficit is taken as dependent variable 

for the region of East Asia and South Asia. Data of workers‟ remittances is available 

for these two regions therefore after subtracting the workers‟ remittances from current 

account balance all the series were negative. So for these two regions current account 

deficit is dependent variable. Both the regions (east and south Asia) have diverse 

results. For east Asia region FDI inflows can widen the current account deficit as the 

coefficient of CAB deficit has positive sign. Whereas in south Asia region results 

demonstrated that FDI inflows can improve the CAB of host economies.  
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 TABLE 8.17: IMPACT OF FDI INFLOWS ON CURRENT ACCOUNT BALANCE ACROSS DIFFERENT REGIONS OF ASIA 

Dynamic Panel-Data Estimation Using System GMM (Dependent Variable: Current Account Balance) 

Regions EAST ASIA SOUTH  ASIA SOUTH-EAST ASIA WEST ASIA 
Variables (1) (2) (3) (4) (5) (1) (2) (3) (4) (5) (1) (2) (3) (4) (5) (1) (2) (3) (4) (5) 

    

          
 

.58*** .49*** .49*** .49*** .46*** 6.1*** 6.6*** 4.0*** 5.2*** 1.2***           

                 .44*** .44*** .41*** .42*** .39*** .85*** .56*** .38*** .42*** .28*** 

LFDI 85*** 88*** 64** 59*** 1.54** -.12*** -.13*** -.11*** -.06* -.03 13.9*** 13.8*** 15.6*** 16.1*** 18*** -1.1* -1.6*** -.38 -1.3* -1.2* 

             1.1*** .61*** .41*** -.44** -.48*** -3.5 -3.8 1.8 2.4 3.3 1.8*** 1.9*** 1.2** 1.5** 1.2** 

TO -14*** -16*** -18*** -18*** -29*** -.08*** -.08*** -.06*** -.03*** -.02*** .39** .41* -1.1* -1.2* -1.2*    -8.1** -6.2*** 

ToT  1.5*** 1.2*** 68* 68    -4.3*** -2.1***    -.66 -.68   98** 11** 51*** 

REER   33 55** 88  .03*** .03*** .02** .02***  .09 -2.3* -2.5** -2.2*   -3.34 -11.6** -14*** 

LPer Capita 
GDP 

   67*** 63**   .41*** .43*** .68***     13.8      

Savings/GD

P 
    -23     -.06***          21.1*** 

LGDP                 105*** 169* 186* -41.2 

LPOP             -11** -11** -12***      

Constant 609 -322 -2.62 -1.0*** -6.4*** 41.4*** 29.45*** 18.4*** 8.838** 4.51* -28 -40 22** 23** 23** 18.2 -590*** -166** -256 122*** 

AR(2)P-
value 

0.228 0.285 0.218 0.229 0.235 0.860 0.865 0.884 0.814 0.421 0.524 0.518 0.350 0.433 0.429 0.209 0.209 0.185 0.134 0.124 

Sargan P-

value 

1.000 1.000 1.000 1.000 1.000 1.000 1.000 0.999 0.998 0.638 1.11 1.248 1.158 1.136 1.195 0.950 1.000 1.000 1.000 0.962 

   *** 1% level of significance, ** 5% level of significance, *10% level of significance 
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For South-East Asia and West Asia current account balance is taken as dependent 

variable. In these two regions again results are different from each other. Results 

demonstrate that FDI inflow can improve CAB position in South-East Asia. On the 

other hand FDI can worsen the CAB of West Asia. Trade has expected positive 

impact on CAB position in two regions expect the regions of South-East Asia and 

West Asia. Terms of trade has favorable impact on CAB for the regions of South Asia 

and West Asia whereas, it can worsen the CAB for the case of East Asia and it has no 

impact for the case of South-East Asia. REER has same effect on CAB across all 

regions, results demonstrate that REER can worsen the CAB position in all regions of 

Asia.  Per capita income can worsen the CAB in East Asia and South Asia, however it 

is insignificant in other regions. Saving to GDP ratio can improve the CAB position in 

South Asia and West Asia. 

Impact of FDI inflows across different regions of Asia is presented in table 8.18. 

Impact of FDI on exports of host country is similar for all regions, indicates FDI can 

increase the exports of host economy in Asia, however the export elasticity to change 

in FDI is slightly different in different regions.  REER coefficients also have expected 

negative sign in all regions. GDP growth and trade openness can increase exports in 

all regions of Asia except the region of East Asia. Terms of trade can increase the 

exports in South Asia and West Asia, although it is insignificant for the other two 

regions. GFCF also have positive impact on exports for the region of South-East Asia 

and West Asia. 
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 TABLE 8.18:  IMPACT OF FDI INFLOWS ON EXPORTS  ACROSS DIFFERENT REGIONS OF ASIA 

Dynamic Panel-Data Estimation Using System GMM (Dependent Variable: Log of Exports) 

REGIO

NS 
EAST ASIA SOUTH  ASIA SOUTH-EAST ASIA WEST ASIA 

VARIA

BLES 
(1) (2) (3) (4) (5) (1) (2) (3) (4) (5) (1) (2) (3) (4) (5) (1) (2) (3) (4) (5) 

   
       

   

 
.99*** .99*** .99*** 1.0*** .99*** .84*** .85*** .89*** .62*** .54*** .95*** .84*** .56*** .56*** .58*** .98*** .85*** .81*** .92*** .82*** 

LFDI .07*** .06*** .08*** .08*** .10** .11*** .11** .028 .12*** -.006 .02** .038*** .03*** .03*** .03*** .15*** .09*** .08*** .06** .048* 

        -.06** -.05** -

.08*** 

-

.06*** 

-

.12*** 

.04* .02* .09** .09** .03* .005 -.002 -.006 -.006 -.004 -

.109** 

-.052 -.035 -.038 -.05** 

REER  -.002* -

.002** 

-

.003** 

-

.004** 

  -.002* -.002* -.0008     -.0008   .004 -.0003 -.002 

LGDP   .006 -.011 .038    .142** .44***   .18*** .18*** .19***  .161*** .22*** .09** .069 

TO    -.0004 .00008     .005**

* 

.0006** .002*** .002**

* 

.002**

* 

.002**

* 

.002* .004** .005*** .0009 .002* 

ToT     -.03  .18* .16*** .19** .26***    -.0003 -.0002    .099** .14** 

LGFCF            .026*** .039**

* 

.039**

* 

.034**

* 

    .26*** 

Consta

nt 

.034 .25** .26*** .43** .40 .48*** .30* .40*** -1.33 -8.1*** .18** .96*** 1.3*** 1.3*** 1.3*** -.23 -.81* -1.4* -.30 -3.89*** 

AR(2)P

-value 

0.182 0.168 0.180 0.164 0.328 0.900 0.418 0.854 0.824 0.814 0.296 0.493 0.509 0.511 0.561 0.168 0.151 0.119 0.994 0.861 

Sargan 

P-value 

1.000 1.000 1.000 1.000 0.505 0.955 0.950 1.000 0.603 0.483 0.812 0.519 0.993 0.985 0.986 1.000 1.000 0.999 0.341 0.880 

   *** 1% level of significance, ** 5% level of significance, *10% level of significance 
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TABLE 8.19:  IMPACT OF FDI INFLOWS ON IMPORTS  ACROSS DIFFERENT REGIONS OF ASIA 

Dynamic Panel-Data Estimation Using System GMM (Dependent Variable: Log of Imports) 

REGIO

NS 
EAST ASIA  SOUTH  ASIA SOUTH-EAST ASIA WEST ASIA  

VARIABL

ES 
(1) (2) (3) (4) (5) (1) (2) (3) (4) (5) (1) (2) (3) (4) (5) (1) (2) (3) (4) (5) 

   
       

   
 

.99*** .99*** .99*** .99*** .99*** .88*** .56*** .35*** .33*** .33*** .89*** .66*** .65*** .68*** .63*** .84**

* 

.84*** .82*** .65*** .59*** 

LFDI .09*** .09*** .19*** .18*** .16** .25*** .08** .07* .09** .05** .051*** .04*** .04*** .04*** .04*** .08** .08** .03* .02 .02* 

        -

.06*** 

-

.06*** 

-

.22*** 

-

.22*** 

-

.24*** 

-.05 -.02 -.04*** -.03 -.03** .009 .022* .03*** .03*** .02* .002 .004 .02 .03** .03*** 

TO   .0008 .0009 .001*   .006*** .008**

* 

.009**

* 

.0005* .004*** .004**

* 

.003**

* 

.005**

* 

  .005**

* 

.006**

* 

.006*** 

ToT  -

.08*** 

-.34** -.38** -.42**     -.11*    -

.00009

*** 

-

.002** 

   .31*** .12* 

REER    .002 .001     .003**

* 
    .002**  .003*** .002 .0005 .003 

LPOP   .08** .08** .12**    .13** .09**   .05*** .05*** .02     .06* 

Lper 

capita 

GDP 

    .043       .28*** .26*** .23*** .28***      

LGDP 
      .31*** .58*** .45*** .56***      .09**

* 

.09** .22*** .31*** .39*** 

Consta

nt 

.03 .10*** -.30 -.46 -.94 .84* -4.1*** -8.9*** -

8.8*** 

-9.5*** .41*** -1.5*** -

2.3*** 

-

2.2*** 

-2.1 .12 .43*** -.66** -

1.1*** 

-2.3*** 

AR(2)

P-

value 

0.190 0.188 0.443 0.431 0.516 0.198 0.144 0.180 0.183 0.221 0.891 0.883 0.928 0.886 0.826 0.148 0.158 0.158 0.100 0.192 

Sargan 

P-

value 

1.000 1.000 0.992 0.982 1.000 0.914 1.000 1.000 1.000 1.000 1.000 1.000 1.000 1.000 0.200 0.999 1.000 0.209 0.208 0.448 

   *** 1% level of significance, ** 5% level of significance, *10% level of significance 
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Results of the impact of inward FDI on imports of the host economy across different 

regions of Asia is presented in table 8.19. Impact of FDI on imports of the host 

economy is positive across all the regions of Asia with slight variation in the elasticity 

of imports to change in FDI. Trade openness and population have positive and 

significant impact on imports demand in all regions of Asia. Terms of Trade also have 

similar negative impact on imports in all regions except West Asia.  Coefficient of 

REER is positive and significant in all regions except the region of East Asia where it 

is insignificant. Per capita income is a significant determinant of imports in South-

East Asia, whereas GDP growth is the important determinant of imports demand for 

the regions of South Asia and West Asia. 
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CHAPTER 09 

CONCLUSION AND POLICY RECOMMENDATIONS 

9.1 Conclusion 

The present study seeks to disentangle the influence of corruption on inward FDI, the 

impact of inward FDI on the current account balance and the impact of inward FDI on 

exports and imports of the recipient country. Sample of developing Asian economies 

is used for the empirical investigation for the period 2000 to 2017. At the first step, 

the entire panel of developing Asia is used to carry out the results. At the second 

stage, the panel is segregated into four regions: East Asia, South East Asia, South 

Asia and West Asia. System GMM technique is carried out to find out the results. The 

results validate the helping hand hypothesis of corruption that corruption positively 

affects inward FDI in developing Asia.  

The first objective of the study was  

6. To examine the impact of corruption on FDI inflows and FDI inflows to GDP 

ratio and the same impact has to find across different regions of Asia.  

Results reveal that corruption act as grease money in the presence of a weak 

regulatory framework for the panel of developing economies. In the model of FDI 

other control variables are Gross Fixed Capital Formation (GFCF), Trade Openness 

(TO), Gross Domestic Product (GDP), Inflation, Population (POP) and Per Capita 

GDP. All the explanatory variables have expected signs. GDP, GFCF, TO, 

Population, and per capita GDP positively affect the FDI inflows. However, the 

inflation rate in the host economy discourages the inward FDI.  The results of the 

segregated analysis show some similarities and some differences with the results of 

the complete panel of developing Asian economies. The positive impact of corruption 
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is found for the three regions of developing Asia (East Asia, South Asia and West 

Asia) that endorses the results of the complete panel of developing Asia. Whereas, for 

the case of South-East Asia a negative impact of corruption is found on inward FDI 

that endorses grabbing hand view of corruption. Other control variables in the model 

of FDI have almost similar signs; again the South-East Asia region has some different 

signs from the results of the complete panel. Since GFCF and Per capita income has 

an unexpected negative sign with FDI for the region.  

The second objective of the study was 

7. To examine the effect of FDI inflows on CAB position of panel countries and 

across different regions of developing Asia.  

The results of the impact of inward FDI on current account balance demonstrate that 

inward FDI can improve current account balance position of the recipient country. In 

the model for current account balance other control variables are trade openness (TO), 

terms of trade (ToT), real effective exchange rate (REER), Savings to GDP ratio and 

per capita income. TO, ToT and savings to GDP ratio have a positive and significant 

impact on current account balance position of a country, while per capita GDP has a 

negative and significant impact on the current account balance. Coefficient of REER 

was found insignificant with a positive sign in case of developing Asia.  

In segregated analysis the impact of inward FDI on the current account balance is 

found positive and significant for the regions of South East Asia and South Asia. 

Contrary, the impact of FDI inflows on the current account balance is negative and 

significant for the case of East Asia and West Asia. Trade openness has expected 

positive sign with current account balance for the three regions whereas trade 

openness has a mixed sign (positive and negative) for the case of South-East Asia. 

Terms of trade have a positive sign with current account balance for the regions of 
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South Asia and West Asia; however, it has a negative impact on current account 

balance for the case of East Asia; while terms of trade is not significant determinant 

of current account balance with negative sign for the case of South-East Asia. Savings 

to GDP ratio has a positive and significant impact on current account balance for the 

regions of South and West Asia. REER has expected negative and significant 

coefficient in all four regions.  

The 3
rd

 and 4
th

 objectives of the present study were as follows: 

8. To explore the effect of inward FDI on exports of the panel countries and 

across different regions.  

9. To investigate the impact of FDI inflows on imports of the panel countries and 

across different regions.  

The results for the above stated objectives indicate the FDI inflows can increase the 

volume of international trade by enlarging the exports and imports of the FDI 

recipient nation for the case of developing Asia. As a result of segregated analysis it 

was found that FDI has positive and significant effect across the panels.  It is found 

that inward FDI can increase the volume of international trade in all the regions of 

developing Asia. Trade openness has a positive and significant impact on exports and 

imports of the country for all four regions. Terms of trade have positive and 

significant coefficients with exports and imports for all regions except the East and 

South-East Asia where it has insignificant coefficients. REER is a significant 

determinant of exports with a negative sign in case East and South Asia, whereas it is 

insignificant for the other two regions. REER has positive and significant coefficients 

in all regions for exports model; however, it is insignificant for the case of East Asia. 

GDP has a positive sign with exports and imports in all regions, but the coefficient is 
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insignificant for exports model in the case of East Asia. The population is also a 

significant determinant of imports having a positive sign for all the regions. 

 

9.2 Policy Recommendations 

 

In view of above conclusion, it is concluded that corruption is not deterrence for 

inward FDI for the case of developing Asia. Moreover inward FDI can improve the 

current account balance position of FDI recipient country and FDI can increase the 

volume of international trade (exports and imports) for the panel developing Asian 

economies. The 5
th

 and last objective of the present study was  

10. To give the policy recommendations based on the outcomes of the current 

research.  

Following policy recommendations can be suggested in view of findings of the 

present research. 

o Corruption is not deterrence for inward FDI, so resources should be devoted to 

other important determinants of inward FDI instead to anti-corruption policies. 

o Economic openness has a positive impact on inward FDI; Govt. should adopt 

policies to improve the economic openness of a country. Since new national 

investment policy measures show a more critical stance towards foreign 

investment. In 2018, some 55 economies introduced at least 112 measures 

affecting foreign investment. More than one third of these measures 

introduced new restrictions or regulations – the highest number for two 

decades. They mainly reflected national security concerns about foreign 
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ownership of critical infrastructure, core technologies and other sensitive 

business assets.  

o Inflation as a measure of macroeconomic stability harms inward FDI. Tools of 

monetary policy should be used more effectively to control the inflation rate 

since more inflation creates uncertainty about the future returns of investment. 

o The volume of GDP and GFCF as an indicator of domestic investment also 

encourage foreign investor. Policies should be formulated to encourage 

domestic investor. Ease of doing business should be enhanced through proper 

policy formation for domestic investor and foreign investor as well. 

o Population variable is found a positive and significant determinant for inward 

FDI.  Policies should be developed to make this population more educated and 

skilled.  

o FDI has a positive impact on the volume of international trade as FDI inflows 

have positive and significant coefficients for all regions and in all 

specifications. Based on this result developing Asian economies should put 

more efforts to attract inward FDI; however, this FDI should be concentrated 

on export-oriented sectors. Countries should develop export processing zones 

and free trade zone to facilitate the foreign investor. 

o Domestic savings can improve the position of current account balance; so the 

savings should be encouraged. 

o Per capita GDP has a negative impact on current account balance; the 

consumption of imported goods should be discouraged by imposing tariffs and 

quotas on imports. 

  



 

 

243 

 

9.3 Limitations and Suggestions for Future Research  

The present study has some limitations. First of all study cannot take all the 

countries included in developing Asia. According to the database of UNCTAD 

there are 42 countries included in developing Asia. However, due to data 

unavailability, the present research took the 31 countries. Moreover, the sample 

period is taken from 2000 to 2017 only due to data constraints. One can lengthen 

the sample period and can increase the number of countries in the panel. The 

model for FDI does not control for all variables that might be considered essential 

determinants of inward FDI. Corruption measured by CPI is taken as the 

perceived level of corruption; other measures of corruption like International 

Country Risk Guide (ICRG) also be taken into consideration. Moreover, the 

corruption level in FDI recipient country is considered, but the corruption level of 

the host economy may also be a significant determinant of FDI. 

For the model of the current account balance, study takes current account 

excluding current transfers for two regions (East and South Asia), due to 

unavailability of data on remittances study cannot exclude the current transfers 

from current account balance for rest of the regions. Since the current account 

balance subtracting current transfers could be more precise dependent variable to 

check the impact of inward FDI on the domestic economy. Impact of total inward 

FDI is checked on the current account balance position; whereas FDI in different 

sectors may have a different impact on the host economy. Furthermore, the study 

checks the impact of inward FDI on exports and imports. Whereas, the income 

account must also be investigated to capture the impact of inward FDI on current 

account balance, however, due to data unavailability on income outflows study 

cannot investigate the income account effect of inward FDI. If the impact of 
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inward FDI is checked on income outflows then it can give a more comprehensive 

picture of the impact of inward FDI on the current account balance of the host 

economy. Additionally, mean group and pooled mean grouped techniques can also 

be considered to check the relationship among study variables.   
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LIST OF COUNTRIES   

Sr No. Country Name Sr No. Country Name 

East Asia 16 Iran 

01 China 17 Maldives 

02 South-Korea 18 Nepal 

03 Mongolia 19 Pakistan 

04 Hong Kong 20 Sri-Lanka 

05 Macao West Asia 

South-East Asia 21 Bahrain 

06 Singapore 22 Iraq 

07 Indonesia 23 Jordan 

08 Malaysia 24 Kuwait 

09 Thailand 25 Lebanon 

10 Vietnam 26 Oman 

11 Philippines 27 Qatar 

12 Myanmar 28 Saudi Arab 

South Asia 29 Turkey 

13 Bangladesh 30 United Arab Emirate 

14 Bhutan 31 Yemen 

15 India   
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Table Mean Value of Individual Countries and Sub Regions of Developing Asia 

Regions  Countries FDI 

Inflow 

GDP Per Capita 

GDP 

Corruption Trade 

Openness 

Consumer 

Price Index 

REER Current 

Account 

Balance 

 

 

 

East  

Asia 

China  647 35069 3905 63 55 2.23 116 1303 

South Korea 101 10515 20360 49 93 2.62 88 334 

Magnolia 9.56 75.592 2326 68 119 9 109 -6.89 

Hong Kong 698 2469 31902 20 380 1.43 98 175 

Macao 23.43 335.27 46443 41 157 3.01 111 1.06E+08 

East Asia 295.9 9692 20987 48 160 3.7 104 2.11E+07 

 

 

 

 

 

South 

East 

Asia 

Singapore 3.92E+08 1667.273 404.9757 9.4 390 110 110 386.7895 

Indonesia  97.65231 26.78103 377150.8 74 53.14 129.4 112 11.59444 

Malaysia 71.7 80.71687 167964 51 179.3 109.04 105 205.1645 

Thailand 64.39418 32.6627 209524 65 131.56 109.77 110 65.25446 

Vietnam  59.37902 12.66658 70994 72 142.12 150.86 115 -9.20019 

Philippines  16.51109 12.52973 123103.9 71 77.23 115.67 120 29.97242 

Myanmar  10.8787 6.496056 17123.45 83 44.65 167.55 149 -2.27768 

South East 

Asia 

5.61E+07 262.7323 138038 61 145.46 127.62 117 98.18534 

 

 

 

 

 

South 

Asia 

Bangladesh 7.560217 8.22E+08 693.7998 80 42.798 131.69 113 7.762766 

Bhutan  0.151903 7682444 1748.876 42 88.625 105.6 81 -1.36775 

India  250.36 1.43E+10 1048.049 67 43.602 137.93 105 -232.752 

Iran  15.58811 1.70E+09 4617.153 73 47.968 219.95 128 93.76408 

Maldives  0.372649 9619658 3175.383 68 110.22 95.35 108 -0.94259 

Nepal  0.143884 7.30E+07 477.4054 74 48.97 137.53 103 1.959819 

Pakistan  15.96968 1.17E+09 958.5432 75 36.57 155.299 105 -18.1008 

Sri Lanka 6.31282 5.30E+08 2225.606 65 66.22 144.14 114 -17.8982 

South Asia 40.28566 2.52E+09 1753.061 68 56.25 144.95 107 -22.7072 

 

 

 

 

Bahrain  9.54653 208.2427 19612.95 46 130.93 108.42 99.58 12.26441 

Iraq  14.56712 498.3396 3117.258 82 107.42 100.42 102 39.14706 

Jordan  10.05568 91.26732 3007.343 51 123 122.72 110 -9.29791 

Kuwait  6.323226 974.2835 36074.99 54 90.74 119.45 108 360.4462 
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West 

Asia 

Lebanon 23.47704 214.8643 7034.776 71 136.45 104.21 94 -46.3092 

Oman  11.33928 465.8212 15625.25 46 107.94 119.6 104 31.72286 

Qatar  27.96252 1090.18 61403.22 36 94.95 121.36 109 266.0227 

Saudi 

Arabia  

136.9127 4139.236 17054.22 58 82.49 120.16 109 666.1953 

Turkey  11.3435 677.3946 8695.036 59 51.66 130.1 102 -30.1655 

UAE 73.71871 2113.742 38775.58 37 138.57 97.47 85 302.2758 

Yemen  0.28731 233.5944 1077.687 77 63.939 151.77 113.35 -0.63386 

West Asia 29.59397 973.3606 19225.3 56 102.55 117.79 103.63 144.6971 

Asian Developing 

Economies 

92.95399 8.30E+08 12654.39 59 97.949 106.33 104.81 144.5339 

 

Table Mean Value of Individual Countries and Sub Regions of Developing Asia 

Regions  Countries Exports Imports GFCF Population Unemployment Terms 

of 

Trade 

Savings 

to GDP 

ratio 

 

 

 

East Asia 

China  9375 8168 1.47E+10 1344301 4.4 1.22 47 

South Korea 4767 4448 3.19E+09 49195.42 3.8 1 34 

Magnolia 35 45 2.33E+07 2663.836 6 0.99 27 

Hong Kong 4.59E+09 4.45E+09 5.59E+08 6960.58 4.7 1 29 

Macao 2.89E+08 1.36E+08 6.33E+07 517.21 3.7 0.916 60 

East Asia 9.75E+08 9.16E+08 3.70E+09 280727.6 4.5 1.02 40 

 

 

 

 

South 

East Asia 

Singapore 3988.168 3515.398 5.42E+08 4777517 3.6 1.08 50 

Indonesia  1817.242 1647.433 1.77E+09 2.35E+08 7.8 0.811 32 

Malaysia 2102.94 1755.78 5.29E+08 2.71E+07 3.3 0.996 40 

Thailand 1473.102 1399.279 5.44E+08 6.61E+07 1.3 7.697 30 

Vietnam  730.893 762.842 3.08E+08 8.50E+07 2.3 0.9682 27 

Philippines  367.8924 436.5286 2.34E+08 9.01E+07 8.5 0.845 16 

Myanmar  64.32166 51.34637 16.12123 5.10E+07 3.4 1.79 12 

South East 

Asia 

1506.366 1366.944 5.60E+08 7.99E+07 4.3 2.02 32 

 Bangladesh 139.9436 190.1146 2.19E+08 1.48E+08 4.3 0.978 20 
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South 

Asia 

Bhutan  2.879391 4.159543 4203023 685710.1 2.8 1.205 34 

India  2906.969 3543.591 4.32E+09 1.19E+09 3.9 0.8631 30 

Iran  450.8555 352.5166 5.10E+08 7.27E+07 12 0.8196 40 

Maldives  5.284965 5.79083 2261141 302000 12 1.024 21 

Nepal  9.70967 25.08466 1.54E+07 2.63E+07 2.6 0.5297 10 

Pakistan  170.8846 252.0919 1.78E+08 1.64E+08 6 0.7724 11 

Sri Lanka 136.6994 185.9482 1.35E+08 1.98E+07 6.1 0.7671 19 

South Asia 519.4937 619.5548 7.32E+08 2.21E+08 5.7 0.8565 24 

 

 

 

 

 

 

 

 

 

West 

Asia 

Bahrain  174.3917 121.9441 5.01E+07 1068396 4.12 0.9644 44 

Iraq  527.4629 416.6871 1.77E+08 2.97E+07 18 0.8875 30 

Jordan  56.55555 91.15326 3.06E+07 6098461 13 1.043 -1.48 

Kuwait  776.5245 343.2936 1.76E+08 2810709 2 1.12 49 

Lebanon 150.3272 192.9091 6.47E+07 4378686 7.3 2.035 4.5 

Oman  359.8058 236.4522 1.40E+08 3025444 7.6 0.804 47 

Qatar  884.8306 372.3937 4.38E+08 1389721 0.66 0.8603 69 

Saudi 

Arabia  

2606.534 1503.627 1.12E+09 2.67E+07 5.5 0.9557 44 

Turkey  155.309 183.1519 1.29E+08 7.09E+07 10 1.2563 16 

UAE 2016.88 1645.228 5.64E+08 6467885 3.5 0.9595 34 

Yemen  77.18164 90.06871 3.28E+07 2.24E+07 16 0.51701 20 

West Asia 707.8002 472.4462 2.66E+08 1.59E+07 8 1.0367 32 

Asian Developing 

Economies 

2.05E+08 1.99E+08 1.20E+09 8.05E+07 6.7 0.98085 30 
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Results of Variance Inflation Factor 

MODEL 01 

VARIABLE VIF 1/VIF 

   

Log  per capita GDP 3.32 0.301291 

Log  GDP 3.04 0.329476 

Log  Population 2.72 0.367822 

CPI 2.27 0.440696 

corruption 2.26 0.442585 

to 2.14 0.467532 

Log GFCF 1.85 0.539525 

Mean VIF 2.31 

 

MODEL 02 

  VARIABLE VIF 1/VIF 

    

  Log  per capita GDP 2.36 0.423418 

  Saving/GDP 1.80 0.554323 

  TO 1.66 0.603140 

  Log FDI 1.25 0.802834 

  ToT 1.15 0.868702 

  REER 1.15 0.870941 

  Mean VIF 1.56 
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MODEL 03 

 

VARIABLE VIF 1/VIF 

TO 1.45 0.690798 

Log GDP 1.36 0.733675 

Log FDI 1.23 0.810408 

ToT 1.16 0.859488 

REER 1.15 0.868913 

Saving/GDP 1.12 0.893004 

Mean VIF 1.25 

 

MODEL 04 

 

VARIABLE VIF 1/VIF 

Log FDI 1.49 0.670761 

TO 1.48 0.675985 

Log Per Capita 1.44 0.692654 

Log Pop 1.31 0.761462 

REER 1.16 0.859748 

ToT 1.01 0.992741 

Mean VIF 1.32 

 

 


