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INTRODUCTION 

The process which is marked by phenomenal increase in the private capital 

flows across the world, aided by information and communication technology by 

transnational corporations is known as globalisation. In a globalised world 

national economies are interlocked, commercial banking and business 

ownership are controlled by global corporation which transcend economic 

borders, international trade is integrated and financial markets are connected 

through instant computer link up. Globalization is a dynamic process of 

liberalization, openness, and international integration across a wide range of 

markets, from labor to goods and from services to capital and technology. 

Globalization is based upon the freedom to trade with the rest of the world and 

to capitalize on each country’s comparative advantage, the freedom to invest 

where returns on capital are greatest. Various waves of globalisation have been 

sweeping the world in the last few centuries. An important aspect of 

globalisation during the last 20 years has been the impressive surge of foreign 

direct investment to less developed countries that have initiated economic 

reforms. Undeniably, FDI constitutes an important factor facilitating the 

globalization process in the world. The growing worldwide trend towards 

globalization of economic activity has increased the importance of multinational 

enterprises, the chief vehicle of FDI, in the development process of a country. 

The inflow of Foreign Direct Investment (FDI) increased rapidly during the late 

1980s and the 1990s in almost every region of the world stimulating the long 

term and contentious debate about the costs and benefits of FDI inflows. 
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           Until the 1980s, most developing countries viewed foreign direct 

investment (FDI) with great wariness. The presence of multinational 

corporations (MNCs) was perceived to invade on national sovereignty and 

security (Sumon). The foreign-based center of decision making and international 

mobility raised suspicions about MNC’s commitment to the host economy. The 

sheer size and magnitude of FDI by MNCs was viewed as a threat to host 

countries, raising concerns about MNC’s capacity to influence economic and 

political affairs. These fears were driven by the colonial experience of many 

developing countries and by the view that FDI was the modern form of 

economic colonialism and exploitation. 

ECONOMIC REFORMS IN INDIA 

After nearly 400 years under the British rule, India attained independence on 

August 15, 1947. But, from the very outset (Krishna), India launched upon an 

economic policy known as a “Socialistic Pattern of Society” with central 

planning and tight government regulations, permits and controls. India’s 

economic policy after independence was influenced by the colonial experience, 

which was seen by Indian leaders as exploitative, and by those leaders' exposure 

to democratic socialism as well as the progress achieved by the economy of the 

Soviet Union. The collapse of the Soviet Union, which was India's major trading 

partner, and the Gulf war, which caused a spike in oil prices, resulted in a major 

balance-of-payments crisis for India, which found it facing the prospect of 

defaulting on its loans. India asked for a $1.8 billion bailout loan from the IMF, 

which in return demanded reforms. In response, the then Prime Minister 

Narasimha Rao, along with his finance minister Dr. Manmohan Singh, initiated 

the economic liberalisation of 1991. Until 1991, Indian government followed 

protectionist policies that were influenced by socialist economics. Widespread 

state intervention and regulations caused the Indian economy to be largely 

closed to the outside world. Since 1991, India liberalised its economy and 

continued to move towards a free market system, emphasizing both foreign trade 
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and investment. Consequently, India's economic model is now being described 

overall as capitalist. 

Table 1Trend of FDI inflows in India 

US $ million 

Year 1970 1975 1980 1985 1990 1995 2000 2005 2009 

FDI 45.46 85.09 79.16 106 234 2151 3588 7622 34613 
 

It can be seen from table 1 that India has travelled from a foreign investment 

level of $ 45.46 million in 1970 to $ 234 million in the year 1990 registering a 

growth rate of four fold increase in inflows. On the contrary, the share and 

increase of inflows since 1990s have been astounding.  Of the FDI inflows in to 

the Asian economies India’s share stood at 46.5% in the year 2009 with an 

investment of $34613 million as against its share of FDI inflows in 1990 was 

just 1.61%. The impressive surge in FDI flows in to India during the post reform 

period has given a unique position in the map of MNC’s strategic investment 

locations. Moreover, India has also been ranked second in global foreign direct 

investments in 2010 and likely continues to remain among the top five attractive 

destinations for international investors during 2010-12. (UNCTAD) 

OBJECTIVES OF THE STUDY 

Major economic reforms in India have been associated with crises be it Green 

Revolution in the early 1970s on account of food shortages or balance of 

payments crisis of the early 1980s. Though economic liberalization in India can 

be traced back to the late 1970s, economic reforms began in intense only in July 

1991 in the wake of balance of payment crisis. The purpose of the paper is to 

examine the trends and pattern of FDI inflows in to India during the post reform 

periods by finding out the linear growth rate of FDI and other economic 

variables during the pre and post reform periods. In addition, as one of the main 

objectives of India’s economic reforms was to attract higher amount of foreign 

direct investment, for this reason, this paper attempts to empirically test the 
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impact of economic reforms on FDI inflows especially during the pre and post 

liberalisation era (1971-2009). 

DATA SOURCE AND METHODOLOGY 

The required data for the analysis have been culled out from the published 

records of UNCTAD, RBI. FDI data have been squeezed out from UNCTAD 

and economic variables have been sourced from RBI’s Handbook of Indian 

Economy and variables like FDI, GDP, and export which are expressed in 

crores, are defined in real values by deflating it to 1999-2000 prices using GDP 

deflator. The data covers a period of 1971 to 2009, overall 39 observations. All 

the variables are expressed in natural log. The variable labour is proxied by ratio 

of economically active labor force, those who are employed in both public and 

private sector to total population. The number of main telephone lines per 1000 

population is used as a proxy to measure infrastructure development. Growth 

rate per capita GDP influences the foreign capital inflow. It is used as a measure 

of attractiveness of the host country’s market. In order to capture the impact of 

economic reforms on FDI in India, the researcher has introduced the dummy 

variables capturing the effect of starting year of economic liberalization process. 

The study has taken the value of “1” for the years post liberalization period and 

“0” for the years before the process started.  

FDI INFLOWS DURING THE POST REFORM PERIODS 

Table 2 FDI EQUITY INFLOWS   (Amount Rupees in crores) 

Financial Year 
Equity   
Inflows 

Financial Year 
FDI equity   

Inflows 
1991-1992 409 2001-2002 19,361 
1992-1993 1,094 2002-2003 14,932 
1993-1994 2,018 2003-2004 12,117 
1994-1995 4,312 2004-2005 17,138 
1995-1996 6,916 2005-2006 24,613 
1996-1997 9,654 2006-2007 70,603 
1997-1998 13,548 2007-2008 98,664 
1998-1999 12,343 2008-2009 1,23,025 
1999-2000 10,311 2009-2010 1,23,120 
2000-2001 12,645 2009- 2011 88,520 
Sources: Dept. of Industrial policy & promotion, Government of India 
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Table 2 provides financial year wise foreign equity inflows since 1991 

which acts as a testimony of the liberalisation process. The reforms undertaken 

in India since 1991 have unleashed the potential growth of the economy and 

stimulated trade, Outsourcing and the entry of multinational enterprises under 

the banner FDI. India now has become one of the attractive destinations for 

overseas investment as adduced by FDI inflow figures of India which have 

reached a historic high in recent years and as ranked 3rd among the most 

attractive locations for foreign investments by UNCTAD. The total foreign 

equity capital inflows from August 1991 to March 2011 amounted to Rs.5, 

81,256 crores. India’s actual FDI inflows grew at a higher pace during the 

period between 2004 and 2009 than any other period before. Although, FDI 

inflows have posted an impressive growth for the fourth year in a row between 

2005- 2009, there are apparent sign of foreign direct investment slowing down 

due to global economic slowdown and debt crisis. The decrease in foreign 

equity inflow during the financial year 2010-11 compared to the previous was 

28%. It is palpable that unless the on going international financial crises is 

resolved FDI inflow in to India in the coming years will further deteriorate  as 

the crisis would adversely affect transnational corporations’ spending abilities.  

ANALYSIS OF DATA  

In order to identify the association between Foreign Direct Investment, 

Economic Growth and other macro economic variable, the correlation matrix for 

the entire sample has been computed and the results turned out to be in the 

expected direction for most of the variables. A few variables showed high 

degree of association, which were taken care of while conducting stepwise 

regression analysis. 

LINEAR GROWTH RATE  

The Linear growth rate of FDI and other macro economic variables 

have been  computed and provided in table 3 for the entire period 1971 to 2009 

and sub- periods i.e. 1971 to 1991 and 1992 to 2009.i.e pre and post reform 

period. The regression equation used to calculate the linear growth rate is  
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Y it = a + bT + εi,t   

Where Yit =  FDI and other macroeconomic Variable , T = time variable  

a and b  are parameters to be estimated, ε = error term 

Table 3 provides the Linear growth rate of FDI and other Macro economic 

variables in India for the year 1971 to 2009 and also the growth rate of pre 

reform period (1971-1991) and Post reform period.  

Table 3Linear growth rate of FDI and other Macro economic variables  

Indicators      1971-2009 1971-1990 1991-2009 

FDI 19.9 8.5 16.7 

GDP 5.4 4.3 6.8 

Export 9 6.2 10.8 

Exchange rate 6.2 4.8 2.5 

Employment 0.3 0.1 0.5 

Infrastructure 9.3 6.1 9.3 

Attraction  17.6 13.6 26.8 

 

The results of linear growth rate for pre and post reform periods reveal 

that the growth rate of most of the macro economic variables is higher during 

the post- reform period than the pre- reform period. Hence, the results of linear 

growth rate indicator clearly reveal that India is successful in implementing the 

financial sector reforms. 

THE IMPACT OF ECONOMIC REFORMS ON FDI IN INDIA  

 The following multiple linear regression analyses were carried 

out to examine the impact of economic Reforms on FDI with few macro 

variables in India 

Y = a + b1 X1 + b2 X2 + b3 X3 + b4 X4 + b5 D + ut  

Where, 
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 Y= fdi, 

 X1= Gross Domestic Product 

X2= Export 

 X3= Exchange rate 

 X4= Labour Force 

D = dummy variable representing ‘0’ for pre-reform period 

(1971-1991) and ‘1’ for the post reform period (1992-2009).  

U = random error term. 

The analyses of the impact of economic reforms on FDI for the period 

1971 to 2009 has been presented in table 4 according to which GDP, export and 

exchange rate significantly contribute to FDI . The time dummy is significant and 

positive, which implies that liberalisation had an impact on FDI i.e. after 1992 

there is a significant contribution of FDI to Indian economy. The coefficient of 

Determination R2 tells us the proportion of variation in the dependent variable 

explained by the explanatory variables is 0.95 i.e. the fitted regression line 

explains 95 percent of the variation in Y. The F value, which is a measure of the 

overall significance of the estimate regression, is significant at 1 percent level.   

Table 4The Impact of Economic reform on FDI 

Variable Coefficient T-statistic 
Constant -31.19   -2.97* 
GDP                 6.07    4.12* 
Export -2.53    -3.11* 
Exchange rate -0.935    1.89* 
Labour  -11.97    1.29 
Time dummy  3.162       5.29* 
R2         0.95 
F        131.53* 

 

*,** and *** significant at 1, 5 and 10 percent levels 
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FINDINGS OF THE STUDY AND SUGGESTIONS  

Although India begun its liberalisation process due to crisis, it is evident from 

the analysis that the economic reforms have benefited a lot in terms of attracting 

FDI which has reached a historic high in recent years which in turn have 

significantly contributed to the growth of economy in general and exports in 

particular. The unprecedented emergence of India in South Asian region 

especially after the initiation of economic reforms program raises the issue of 

how well the FDI inflows exploit the reforms process and thereby affect its 

economies in the region. Thus, analyzing the regional impact of Indian 

economic reforms in India becomes increasingly relevant. The results reveal that 

there is a positive spillover effect of economic reforms on the FDI inflows of 

India which increased substantially during the post reforms period. This relation 

is statistically significant at 1% confidence level. However, from the viewpoint 

of long-run growth, the “old economy” must be further unshackled. A key 

deficiency of India’s growth process has been the failure of the conventional 

industry to pull workers out of agriculture into gainful employment. Today, in 

contrast to virtually all successful developing economies, approximately 60 

percent of India’s workforce still remains in agriculture. Trade liberalization 

must proceed apace with all tariffs brought down to mutually agreeable levels in 

the coming decade. Infrastructure is another important area of reforms. Roads, 

railways, and ports all need expansion as well as improvement in the quality of 

service. The government has recently taken steps in this direction, particularly in 

the area of roads, but the pace remains slow. Reforms involving privatization of 

power generation and distribution have been undertaken in several states 

recently but no spectacular successes have emerged as yet. Economic reforms of 

the last decade have virtually bypassed agriculture whose growth rate is 

oscillating around 2.5%. At the same time, the task of implementing reforms in a 

democracy is complex. Therefore, those wishing for rapid reforms will need to 

be patient. The good news, however, is that the experience of the past decade 

shows that change can occur. 
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CONCLUSION   

It is notable that the policy framework everywhere plays an important 

role in determining the effects of FDI on a host country. What then is the 

optimum level of FDI a country should aim for? The optimum level could be 

defined as that level of FDI which generates a targeted growth rate of national 

income. There is also the opinion that at present, it is not FDI which promotes 

growth but it is growth which attracts foreign investment. This may be so but 

undeniably FDI is one of the several factors which contribute to growth. The 

country may need much larger volumes of FDI than it currently attracts if it 

were to attain growth rates in excess of 10 percent per annum so as to bolster its 

economy. 
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