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Abstract: Foreign direct investment can act as a tool in raising the exports of a country. In accordance to this view, this 
paper investigates the relationship between Exports (% of GDP) and Foreign direct investment for SAARC member states 
for period 2010-2013. As a remedial measure for diseases of auto-correlation and heteroskedasticity, random effects with 
generalized least square are used for estimation. The effect of foreign direct investment on exports is found to be significant 
and positive. Recommendations are made to policy attention at the end of this paper. 
 
 
I. INTRODUCTION 
 
Exports of goods and services reflect the value of all 
goods and other market services that are produced 
domestically, but are provided to the rest of the world 
[1]. Underdevelopment of the lower middle and lower 
income countries can be attributed to the lack of 
investment that may exist in such countries due to the 
lack of foreign direct investment which, then, leads to 
the recurring issue of trade deficit. With the increase 
in foreign direct investment, which are the “net 
inflows of investment to acquire a lasting 
management interest (10 percent or more of voting 
stock) in an enterprise operating in an economy other 
than that of the investor” [2], producers usually have 
more capital stock available with them which can be 
used to increase the production capacity of the 
industry, therefore, consequently, leading to an 
increase in the overall exports of goods & services of 
that country. This paper aims to evaluate empirically 
if Foreign Direct Investment, net inflows (BoP, 
current US$) has a positive impact on the Exports of 
goods & services (% of GDP) of the SAARC member 
states, which all are developing nations. 
 
Relevant literature on “Exports and Foreign Direct 
Investment” relationship has been reviewed in the 
following section: 
 
II. LITERATURE REVIEW 
 
This paper aims to empirically highlight the impact of 
Foreign Direct Investment on Exports of goods & 
services in SAARC member states. 
 
Stamatiou and Dritsakis [3] after empirical analysis 
of the relationship between Exports and FDI for five 
Eurozone countries, Greece, Portugal, Ireland, Spain 
and Italy, conclude that there is no relationship 
between FDI and exports. Bhatt [4] applies Vector 
autoregression model (VAR) to study the exports and 
foreign direct investment dynamics of Vietnam for 
which he concludes that FDI causes exports as 1% 
increase in FDI will increase the exports by 0.25%. 
Falk & Hake [5] investigated the relationship in 

question for seven European Union countries for the 
period of thirty years from 1974 to 2003. They found 
that it is the exports that cause FDI and not the other 
way around. Majeed and Ahmad [6] also found that 
there is a positive relationship between Exports and 
FDI where an increase in the latter one brings a 
positive change in the former one for 49 developing 
nations for the period 1970-2004. Sapienza [7], after 
analyzing the already existing theoretical and 
empirical studies reaches the conclusion that exports 
and FDI ,indeed, complement each other for Central 
Eastern-Europe and EU15. Also, Zhang and 
Felmingham [8] evaluated the causal link between 
FDI and exports for Peoples Republic of China, using 
the monthly time-series data for the period 1986-
1999, for which they found that the complementary 
hypothesis holds. 
 
III. HYPOTHESIS 
 
This research aims at the empirical examination of 
the relationship between Exports of goods & services 
(% of GDP) and Foreign Direct Investment (current 
US$) for a panel of South Asian countries. Therefore, 
the hypothesis is built as follows: 
 
Ho: There is an insignificant relationship between 
exports of goods & services and foreign 
directinvestment for SAARC member states. 
 
IV. RESEARCH METHODOLOGY 
 
The importance of the impact of increasing foreign 
direct investment on the exports has been widely 
recognized in the recent economic literature. This 
research focuses only on FDI as a factor which leads 
to the improvement of the exports. 
 
4.1) Estimable Model 
 
To conduct empirical estimation of relationship 
between the variables, the function is as follows: 
 
E=f(lf)…………………. (1) 

 



International Journal of Management and Applied Science, ISSN: 2394-7926                                                 Volume-3, Issue-11, Nov.-2017 
http://iraj.in 

Do Exports & FDI Go Hand in Hand? 
 
2 

Here exports of goods & services (E), are measured 
by their percentage share in GDP, which is a function 
of foreign direct investment, net inflows in current 
US $. Econometric specification of this function is as 
follows: 
 
Ei,t = μi + δt + β1(lf) + εi,t ………….. (1.e) 
Where number of observations: n = N × T (number of 
groups × temporal observations) ∀i∈[1,N] and ∀ t 
∈[1,T].μi and δt capture the unobserved country-
specific effects and time-specific effects, 
respectively, and εi,t is the error term. 
 
4.2) Data 
 
The data used in this research is a panel data of 8 
South Asian countries that are member states of 
SAARC for the period 2010-2013. Time span for data 
and selection of countries is primarily based upon the 
availability of relevant data. The countries are 
Afghanistan, Bangladesh, Bhutan, India, Maldives, 

Nepal, Pakistan and Sri Lanka. The information on all 
variables has been collected from the World 
Development Indicators (WDI) formulated by the 
World Bank [9]. 
 
V. RESULTS AND INTERPRETATION 
 
For estimation of the panel dataset in this paper, 
following tests have been carried out: 
 
5.1)Breusch and Pagan Lagrangian Multiplier 
Test for Random Effects or OLS 
 
The null hypothesis in the LM test is that variance 
across countries is zero or no panel effect (significant 
difference across countries) exists. Here the 

significance of chibar2 ( ), where chibar2=46.86 
which is greater than 2 indicates the presence of panel 
(fixed or random) effects.

 
 

 
 
5.2) Hausman Test 
 
The probability value of ϰ2, which is 0.4557, is greater than 0.05 which implies that the test is insignificant, 
therefore random effects model is more suitable. 
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5.3) Test for Heteroskedasticity 
 
Results show that null hypothesis is rejected as p-val < 0.05 and it can be concluded that residuals are not 
homogeneous. Consequently, the estimates of standard errors for coefficients and therefore their t‐values are 
unlikely to be correct. 
 

 
 
5.4) Test for Serial Correlation 
 
Serial correlation in case of micro panels (with years less than 20) is usually not expected. In technical terms, 
serial correlation renders standard errors of coefficients smaller than their actual values and inflates R2. This 
study deals with micro panel data (t = 4 < 20), this mitigates the likeliness of serial correlation test. But for the 
sake of exactness, test is applied. Interestingly, the null hypothesis in this case is rejected (p-val < 0.05) and it 
can be inferred that there is serial correlation among residuals which means that OLS coefficients are likely to 
be biased, inconsistent and inefficient. 
 

 
 
5.5) Random Effects Estimates 
 

 
 
In the estimates of random effects model, there is statistically significant and a positive relationship between 
exports (% of GDP) and foreign direct investment. 
 
Since the results of Wooldridge test for serial correlation and Modified Wald test for group-wise 
heteroskedasticity show the presence of autocorrelation and heteroskedasticity, there arises a need for remedial 
measures to be taken for both of these diseases. For this purpose we run random effect generalized Least Square 
regression. 
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The sign of the coefficient of lf remains same while 
value of the standard error of coefficient for lf 
decreases significantly which means that now the 
results after running Generalized Least Square for the 
random effect regression are more reliable than the 
previous ones. 
 
CONCLUSION 
 
Since the coefficient values are within the confidence 
interval we can conveniently reject Ho. Furthermore, 
it can also be deduced from this study that there exists 
a significant and a positive relationship between 
exports (% of GDP) and foreign direct investment in 
SAARC member countries as 1% change in foreign 
direct investment increases the exports by 0.0306955 
units. Foreign direct investment increasing the 
exports of a country hypothesis set in the beginning 
of the paper is proved using the dataset of SAARC 
member states.  
 
The findings imply that foreign direct investment is 
an important factor in the improvement of trade 
deficit through an increase in exports in South Asian 
countries. Gaining foreign investors’ confidence to 
invest directly will be a significant step for the 
increase in exports. Furthermore, policy makers need 
to establish effective and investor friendly policies 
through which the incentive structure should prove to 
attract the foreign direct investment. Also, the law 
and order situation and political stability need to be 
maintained for foreign investment to be carried out in 
countries such as South Asian countries. 
 

Key: 
 
Country=country, ID=id, Year=year, Exports of 
goods & services (% of GDP) = E, Foreign direct 
investment, net inflows (current US$) = f, Log 
(Foreign direct investment, net inflows (current 
US$)) = lf 
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