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Abstract  

This study examines the determinants of foreign direct investment (FDI) in two South Asian 
neighbouring countries: Bangladesh and India. These two developing countries are trying to attract 
FDI for accelerating economic growth. However, the inflow of FDI in Bangladesh in comparison 
with India is very low. Therefore, this paper investigates, analyses, and compares the determinants 
of FDI between these two economies. Hence, relevant theories and empirical evidence on the 
determinants of FDI are reviewed first. Next, the research uses secondary data collected from 
different sources and then employs trend analysis, descriptive statistics, correlation, and regression 
to examine the variables affecting FDI, such as market size, infrastructure, exchange rate, trade 
openness, and economic risk. The result from the empirical investigation shows that only the 
market size of Bangladesh is positive and significant to attract FDI but other independent variables, 
such as exchange rate, GDP per capita, infrastructure, and trade openness are not significant. On the 
other hand, GDP per capita, large market size, infrastructure, and exchange rates are positive and 
significant for India as a recipient of more FDI than Bangladesh. Therefore, the government, policy 
makers, and business associations of Bangladesh are recommended to focus on developing 
infrastructure, stabilising macro-economic policy, and reducing the barrier to make the Bangladeshi 
market more open to the global market so that FDI is encouraged and eventually economic growth 
of the country is accelerated.  
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Introduction  

Various international organisations, researchers, and foreign advisors recommend 
developing countries to rely primarily on foreign direct investment as a source of external 
finance (OECD, 2002; Bureau of Economic Analysis, 2003; Kuzmina, Volchkova & 
Zueva, 2014; Desbordes & Wei, 2017). They recommend that, for several reasons, FDI 
stimulates economic growth more than other types of capital inflows. In particular, FDI is 
supposed to be less volatile, and offers not just capital but also access to modern 
technology. It also provides long-term sustainable economic growth through labour-
intensive economic activities. In developing economies, FDI can emerge as a significant 
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vehicle to build up physical capital, create employment opportunities, develop productive 
capacity, enhance skills of local labour through transfer of technology and managerial 
know-how, and help to integrate the domestic economy with the global economy. 
Therefore, FDI is a powerful weapon for improving the economic conditions of developing 
countries. 

To obtain benefit from FDI, developing countries like Bangladesh and India are 
also trying to invite multinational companies to invest more in their countries. However, 
India is leading in attracting foreign investment with Bangladesh falling behind. In 2015, 
FDI inflows in Bangladesh were US$ 2.235 billion whereas FDI in India was US$ 44.064 
billion (UNCTAD, 2018). Therefore, scanning business environmental risks between 
Bangladesh and India may help to identify, at a glance, the reasons why multi-national 
corporations (MNCs) may choose one country rather than the other. For example, The 
Economist Intelligence Unit 2017 (The Economist, 2017) assessed macro business 
environmental risks, which indicated that India is politically more stable than Bangladesh. 
However, Bangladesh’s macroeconomic risk is lower than India but their security, labour 
market, and financial risks are similar in nature. In spite of the Bangladeshi government’s 
more favourable tax policy, the country is less business friendly to the investors because of 
its weaker legal and regulatory framework, government effectiveness, infrastructure, and 
foreign trade and payments policy.  

However, empirical research paid little attention in identifying and comparing the 
reasons why India is more successful than Bangladesh in inviting FDI, given these two 
countries share boarders and have almost similar business environments. Therefore, this 
research theoretically and empirically investigates the determinants of FDI for Bangladesh 
and India. 

Literature Review 
A number of theories on FDI have been developed over the decades which describe why 
multinationals engage in FDI, why one country is preferred over another as a location for 
foreign investment, or why a firm chooses a specific mode of entry. In the literature, 
researchers studied the Macdougall and Kemp Approach (MacDougall, 1960; Kemp, 
1964), the Catching-up Product Cycle (Kaname, 1962), the Product Life Cycle (Vernon, 
1966), the Optimum Taxation Approach (Watanabe, 1966), the Product and Factor Market 
Imperfections (Caves, 1971), the Kojima’s Approach (Kojima, 1973), the Monopolistic 
Advantage Theory (Hymer, 1976), the Internalization Theory (Buckley & Casson, 1976) 
and so on. Among these theories, Dunning’s OLI paradigm (Dunning, 1979; Dunning, 
1980) is the most popular as it combines ownership, location, and internalisation 
advantages of choosing FDI by multi-national enterprises. However, no single theory can 
be applied solely to measure the determinants of FDI. Generally, home country 
characteristics (Zhang & Jacobs, 2007) are significant determinants for FDI. Researchers 
used country screening as an efficient technique to identify potential markets for FDI (Root 
& Ahmed, 1979; Cavusgil, 2008). There are many factors that are used to understand the 
business environment for FDI, including market size, infrastructure, exchange rate, 
openness to trade, and inflation. 

Firstly, market size is one of the most important determinants of FDI which is 
usually measured by the population of the country (Cavusgil, 2008). The larger the local 
market in terms of population, the greater the opportunity of the foreign companies to sell 
their products in the host country.  Yang et al., (2000) argue that the growth rate of GDP 
may be considered as a measure of the future potentials of the host country’s domestic 
market. Another proximate, such as GDP per capita (Root & Ahmed, 1979; Zhang & 
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Jacobs, 2007; Cavusgil, 2008), are also used as a proxy to measure market size. Generally, 
rapid growth and the potentially large size of the domestic market play an important role in 
attracting foreign investors.  

Moreover, the commercial infrastructure of the host country is a dominant 
motivator for FDI inflows (Cavusgil, 2008). Availability of effective resources and 
capabilities such as mobile phone subscribers, density of telephone lines, number of 
personal computers, density of paved roads, and population per rail outlet of the host 
country can play a powerful role in attracting FDI. Several empirical researches found a 
positive relationship between infrastructure and FDI inflows, such as in Malaysia (Ahmed 
et al., 2015), Bulgaria (Sakali, 2013), Sri Lanka (Jayasekara, 2014), and Pakistan (Lodhi et 
al., 2013). 
  Furthermore, firms also move into countries with weak currencies because the 
initial set-up cost is low. In general, firms choose to establish production facilities in 
countries whose currencies are weak or undervalued and sell their products in countries 
whose currencies are strong or overvalued (Moosa, 2002). When a currency depreciates, 
meaning that its value declines relative to the value of another currency, it reduces that 
country’s wage rates and thus the production cost is reduced relative to those of its foreign 
counterparts. The close relationship between the exchange rate and international capital 
flows has been established by theoretical and empirical studies, (such as  Safarian, 1988; 
Tomohara, 2004 and Ahmad et al., 2015). 

As a result, a decrease in the level of openness or an increase in the level of trade 
restrictions tends to discourage FDI (Ahmed & Mayowa, 2012). Generally, trade openness 
is estimated by export and import as a percentage of GDP. When a country is more open to 
trade, foreign companies show a tendency to invest in that country because MNCs can not 
only sell their products in the local market but they can also export commodities to the 
regional and global market. Trade openness has been found to have a positive influence on 
FDI in Nigeria (Ahmed & Mayowa, 2012), India (Bandekar and Sankaranarayanan 2014), 
South Asia (Jha et al., 2012), and BRICS and MINT (Akpan et al., 2014). 

Last but not least, high inflation rates reduce the purchasing power and increase the 
production cost. Inflation has been found to be detritus in the Nigerian economy in 
determining FDI (Ahmed & Mayowa, 2012). However, Jayasekara (2014) found a positive 
relation between FDI inflows and inflation in Sri Lanka. This is due to the fact that most of 
the foreign companies operate in concentrated export processing zones and are not exposed 
to the local market. Hence, the relation between FDI inflows and inflation is ambiguous.  

As a result, the current consensus, based on numerous empirical studies, concludes 
that access to the large market, weak currency, better quality infrastructure, and openness 
to trade are the major determinants of foreign direct investment. The next section 
demonstrates the methods used to investigate these determinants of FDI in Bangladesh and 
India. 

Methodology 
Data for this research has been collected from different secondary sources, such as World 
Development Indicators of the World Bank database and the International Financial 
Statistics of International Monetary Fund (IMF). The research uses yearly observations of 
the selected variables for the period of 1990-2014 only for avoiding missing data. Firstly, a 
trend analysis of FDI inflows between Bangladesh and India has been presented for the last 
twenty-five years. Then, descriptive statistics have been used to find the mean and standard 
deviation of the variables. Moreover, correlation of the independent variables with FDI has 
been computed to examine the relationship among them. Finally, EViews 8 has been used 
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to analyse the regression for detecting the determinants of FDI in Bangladesh and India. 
Moreover, heteroskedasticity, autocorrelation, and normality have been diagnosed to check 
whether our model is fitted or not. The econometric model and the hypothesis used in the 
research are shown in Equation 1 and Table 1: 
 

LnFDI = f ( LnPop, LnGDPPc,LnEX, LnInf, LnTO, LnTel)(1) 
Table 1: Author’s own hypothesis of the variables with an expected sign based on 
previous literature: 
 
 
 
 
 
 
 
 
 
In the table above, all the variables are converted into natural logarithms in order to avoid 
heteroskedasticity problems and to make the data into a normal distribution. The next 
section discusses the empirical findings of the determinants of FDI based on the above 
methods. 

Empirical Findings and Discussions 
In this section, firstly we represent the graphical trend analysis of FDI inflows between 
1990 and 2014 for Bangladesh and India. Correlation coefficients and descriptive statistics 
are then used to find the relation and variability of the variables. Finally, least square 
regression is applied after checking the results from the diagnostic test. Below, Figure 1 
illustrates that in the early nineties, FDI inflows in both Bangladesh and India were below 
approximately US$ 500 million. From the mid-nineties until the Asian financial crisis, FDI 
in India increased steadily whereas Bangladesh could not attract significant FDI. There was 
a dramatic rise of FDI inflows in India from 2005 to 2008 from nearly US$ 7 billion to 
above US$ 43 billion. FDI inflows in Bangladesh also increased steadily and reached the 
mark of US$ 1 billion for the first time in 2008. After the global credit crunch, there was a 
sharp decline of FDI inflows in both countries in 2009. FDI inflows in Bangladesh and 
India were US$ 2.5 billion and US$ 33 billion respectively in 2014. Interestingly, FDI 
inflows in India were almost seventy times higher than Bangladesh in 1990, which reduced 
to only around thirteen times in 2014, which indicates that Bangladesh might be able to 
invite more MNCs in the coming decades if the country takes the necessary policy 
measures.  

 
 
 
 
 
 
 
 
 

Independent Variables Expressed As Expected 
Sign 

Foreign direct investment FDI  
Number of population Pop + 
Per capita GDP GDPPc + 
Weak exchange rate  EX + 
Trade openness  TO + 
GDP deflator Inf +/- 
Telephone line per 100 person Tel + 
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Figure 1: Trends of FDI in Bangladesh & India from 1990 to 2014 
 

 
 (Source: World Investment Report, 2016) 

 
Next, we check the correlation among the selected variables that attracted FDI for the two 
countries. Correlation coefficients from Table 2 show that the market size measured by 
population and GDP per capita is highly correlated with FDI in both Bangladesh and India.  
Proxy of infrastructure, represented by telephone line user per hundred people in the 
country, is strongly and positively correlated with FDI for India but weakly associated in 
Bangladesh. However, exchange rates and trade openness are favourable in determining 
FDI for both countries but economic stability measured by inflation has a negative 
association with FDI in India but positive in Bangladesh. 

Table 2: Correlation coefficient of FDI with other variables 
 
 

Before estimating our econometric model, we compute the descriptive statistics of the 
variables for the selected years in Table 3. The variables are found to be normally 
distributed as mean to median ratios if each relevant variable is less than one. The standard 
deviation of the variables under investigation is also low.  
 

Table 3: Descriptive Statistics 
Variables Statistics BD INDIA 

  
Ln FDI 

  

Mean 18.71 22.29 
Median 19.41 22.42 

SD 2.36 1.77 
  

Ln POP 
  

Mean 18.71 20.80 
Median 18.73 20.81 

SD 0.13 0.12 
  

Ln GDPPC 
  

Mean 6.15 6.44 
Median 6.01 6.18 

SD 0.13 0.57 
  

Ln TEL 
  

Mean -0.83 0.76 
Median -0.82 0.95 

SD 0.54 0.61 
  

Ln TO 
  

Mean 3.43 3.43 
Median 3.37 3.37 

SD 0.54 0.43 

Bangladesh,	  2497	  

India,	  	  	  	  	  	  	  	  	  	  33870	  

FD
I	  i
n1
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w
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in
	  m
ill
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n	  

U
SD
	  

 Pop GDP pc Tel Ex TO Inf 
BD 0.84 0.974 0.72 0.859 0.868 0.214 
IND 0.85 0.904 0.34 0.619 0.908 -0.16 
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Ln INF 

  

Mean 1.54 1.84 
Median 1.73 1.86 

SD 0.83 0.43 
  

Ln EX 
  

Mean 4.00 3.69 
Median 4.06 3.79 

SD 0.27 0.29 
 
Before estimating the regression, we check the residual diagnostic for heteroskedasticity, 
serial correlation, and non-normality problems. The Breusch-Pagan-Godfrey test of 
heteroskedasticity from Table 5 and 7 of the Appendix show that the observed R-Squared 
of India and Bangladesh are 6.49 and 10.9 respectively and their corresponding probability 
values are 0.37 and 0.089 accordingly. Since a null hypothesis cannot be rejected at a 5% 
level of significance, the residuals are therefore homoscedastic. In addition, Table 6 and 8 
highlights Breusch-Godfrey’s serial correlation tests where no autocorrelation has been 
detected in the residuals. Finally, the Jarque-Bera test from Figure 2 and Figure 3 also 
confirms that residuals are normally distributed. Therefore, our model is appropriate for 
regression analysis. 
 

Table 4: Regression analysis of FDI with dependent variables in Bangladesh and India 
Dependent Variable: LNFDI 

Method: Least Squares 
Sample: 1990 -2014 

Included observations: 25 
Bangladesh India 

Variable Coefficient Std. 
Error 

t-
Statistic Prob. Coefficient Std. 

Error t-Statistic Prob. 

C -441.79 196.59 -2.2472 0.0374 777.4313 425.53 1.8269 0.0843 
LNEX -6.09 5.03 -1.2095 0.2421 6.172696 2.6365 2.3412 0.0309 

LNGDPPC 1.0381 1.34 0.7695 0.4515 0.24709 0.4951 0.4990 0.6238 
LNINF -0.3815 0.239 -1.5959 0.1279 -39.69983 21.837 -1.8179 0.0858 
LNPOP 25.81 11.44 2.2551 0.0370 1.839294 0.682163 2.696269 0.0148 
LNTEL 1.1735 1.1815 0.9932 0.3338 2.10255 1.9700 1.0672 0.3 
LNTO -0.8443 1.987 -0.4249 0.6759 5.902098 2.5185 2.3434 0.0308 

R-squared 0.908772   Mean dependent 
var 18.711 0.939517 Mean dependent var 22.288 

Adjusted R-Sq 0.878363   S.D. dependent var 2.36 0.919357 S.D. dependent var 1.765184 
S.E 0.823086 Akaike info criterion 2.68 0.501273 Akaike info criterion 1.6881 
Sum squared 
resid 12.19446 Schwarz criterion 3.0213 4.522949 Schwarz criterion 2.0294 

Log likelihood -26.49978 Hannan-Quinn 
criter. 2.7746 -14.10207 Hannan-Quinn criter. 1.7828 

F-statistic 29.88467  Durbin-Watson stat 1.4519 46.60104  Durbin-Watson stat 1.4633 

Prob(F-stat.) 0.0000   
    0.0000    

 
The regression result shows explanatory variable explained above 90% variation of FDI 
inflows in both Bangladesh and India. The F-statistic also confirms that the model has a 
good fitness. The market size measured by the number of populations is significant and 
positive for both of the countries. GDP per capita, another proxy to estimate market size, 
shows positive and significant results for India but insignificant for Bangladesh. Moreover, 
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exchange rates represent a similar result. Using telephone line users in per hundred people 
as a proxy to measure commercial infrastructure and trade openness (measured by export 
plus import as a share of GDP), are favourable for India in attracting multinationals but not 
satisfactory for Bangladesh. Finally, we found a significant and positive association 
between FDI inflows and inflation in India but inverse in relation to Bangladesh. The 
author has evaluated this critically and asked, for example, with inverse happening in 
relation to Bangladesh, what about other countries with a similar economic stance? This is 
where some comparative discussion is required. It is also important to bring some citation 
to show what has been achieved in other projects relating to this area and what has not.   
 

Conclusion and Policy Implications 
In the literature, we observed that FDI provides: sustainable economic growth through the 
transfer of financial flows into developing countries; new management, techniques, and 
methods; and technological know-how. Therefore, foreign direct investment can play a 
crucial role in progressing the economic growth of developing countries like Bangladesh 
and India. Business risks and the environment between these two countries are not similar, 
although Bangladesh shares three sides of its border with India. India has successfully 
shown over the decades how government policies, investment in infrastructure, economic 
stability, and political stability can change the environment of business for local and 
foreign investment. Almost thirty years ago, FDI inflows in both Bangladesh and India 
were below US$ 300 million. After reducing trade restrictions, enhancing trade openness, 
developing infrastructures, and providing favourable economic policies, India has become 
one of the most successful countries in the world for attracting FDI. In 2014, FDI inflows 
in India were above US$ 33 billion whereas in Bangladesh it was below US$ 2.5 billion. 
Therefore, the Bangladesh government should invest in infrastructure development and 
create business friendly monetary and fiscal policies so that multinational companies are 
encouraged to bring capital into the country, through which economic growth will be 
accelerated. 
 

Limitations of the Study and Further Research 
This research has used secondary data only, which is the main limitation. Primary data 
from top level management of multinational companies, trade associations, governments, 
and other related stakeholders may give detail and more specific information as to the main 
barrier for FDI inflows in these two neighbouring countries. For example, political 
stability, governance, institutional quality, and the degree of financial and economic 
integration are other important areas where further research can be conducted in 
determining FDI inflows in Bangladesh and India. 
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Appendix 
Appendix-A: India 
 

Table 5:Heteroskedasticity Test: Breusch-Pagan-Godfrey 
F-statistic 1.04 Prob. F(6,18) 0.42 

Obs*R-squared 6.46 Prob. Chi-Sq (6) 0.37 

Scaled explained SS 2.48 Prob. Chi-Sq (6) 0.87 

  
 

Table 6: Breusch-Godfrey Serial Correlation LM Test 
F-statistic 1.61 Prob. F(2,16) 0.21 

Obs*R-squared 4.33 Prob. Chi-Square(2) 0.11 

 
 

Figure 2: Jarque-Bera Test of Normality 
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Appendix-B: Bangladesh 

 
Table 7:Heteroskedasticity Test: Breusch-Pagan-Godfrey 

F-statistic 2.33 Prob. F(6,18) .075 

Obs*R-squared 10.9 Prob. Chi-Sq (6) .089 

Scaled explained SS 6.95 Prob. Chi-Sq (6) .325 

  
 

Table 8: Breusch-Godfrey Serial Correlation LM Test 
F-statistic 1.13 Prob. F(2,16) 0.35 

Obs*R-squared 3.09 Prob. Chi-Square(2) 0.21 

 
 

Figure-2:Jarque-Bera Test of Normality 
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