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Abstract: The present paper intends to investigate the relationship of foreign direct invest-
ment and new business startups in the presence of financial development in EAGLE countries,
an annual unbalanced data during the period from 2006 to 2016 is used. We apply system GMM
approach to estimate the models. Findings suggest that foreign direct inflows boost new business
start-ups in emerging countries. Moreover, the two measures of financial development, domestic
credit to private and financial sector have shown a significant and positive relationship with FDI.
However, the mix results of business regulations and business density is found, in model 1 and 3,
the relationship is positive, whereas, in model 2 and 4, the relationship is negative but insignificant.
Essentially, it is also noted that financial development facilitates the positive spillovers of FDI on
new business startups. Therefore, we advise policymakers to regularize the financial market in
such a manner that attracts more FDI and eventually augment the new business opportunities.
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Introduction

Over the last few decades, substantial progress in the flow of investment has been observed
across countries, particularly in foreign direct investment. After the removal of cross-border
restrictions, companies started expanding their operations into other countries to maximize
profit. This rapid expansion attracted researchers to study the cause and effect of FDI.
A vast amount of literature evidence that foreign direct investment not only benefits firm
profitability and performance but also affects the productivity of the host country. FDI
inflows can have a long-term effect on the economic development, since it has a direct
link with investment and production (Fahed, 2013). It assists the economies by providing
superior knowledge, managerial know-how, marketing skills, and advanced technologies.
Moreover, it also influences the efficient development of domestic markets.

In addition to the significance of foreign direct investment and its role in economic
progress, productivity, and business performance, there is also a consensus among policy-
makers, business professionals, and academicians that new business creation is a salient
factor that influences the economic growth. Several studies evident that the entrepreneurial

∗Professor, Department of Business Administration, IQRA University, Karachi, Pakistan.
E-mail: arif.i@iuk.edu.pk
†Research Associate, Department of Business Administration, IQRA University, Karachi, Pakistan.
E-mail: lubna khan92@hotmail.com

1

South Asian Journal of Management Sciences
Vol: 13(1): 1-12, 2019
DOI: 10.21621/sajms.2019131.01



South Asian Journal of Management Sciences

process is considered one of the main engines that drive the economy (Albulescu & Tămăşilă,
2014; Klapper, Laeven, & Rajan, 2006). Entrepreneurship is viewed as an important factor
in promoting the firm’s development. It is now perceived that social and economic devel-
opment of a business greatly depends on the entrepreneurial capacity. Most importantly,
new firms tend to be more competitive and efficient than the established firms, exert more
competitive pressure which boosts productivity and growth. It is also noticed that new
business startups create more jobs than the mature ones (Ayyagari, Demirguc-Kunt, &
Maksimovic, 2014).

Another important aspect that influences several macroeconomic determinants and eco-
nomic progress as a whole are the domestic financial conditions. The domestic financial
system is viewed as one of the pivotal elements that affects local businesses. Growth
literature evident that weak financial markets limit the ability of recipient countries to
gain advantage from international capital (Alfaro, Chanda, Kalemli-Ozcan, & Sayek, 2004;
Durham, 2004). In particular, past studies also suggested that countries with underdevel-
oped financial market unable to gain advantage from foreign flows, especially FDI (Hermes
& Lensink, 2003). In addition, the domestic financial market can also stimulate new busi-
ness startups by providing the opportunity to access sufficient finance for their business. It
is often noticed that developing nations have weak financial markets, resulting in a negative
spillovers of the international capital flows. (Beck & Demirguc-Kunt, 2006) contended that
strong financial market not only impetus the entrepreneurial activity but also contribute
to economic development.

Given the importance of entrepreneurial activities in economic growth, the rapid ex-
pansion of FDI and financial market development, it is crucial to understand the determi-
nants that cause FDI, enhance entrepreneurial capacity and improve financial development.
Moreover, it is also important to have a complete understanding of the relationship between
these variables. There has been ample amount of studies related to FDI, entrepreneurship
and financial development that particularly focused on the factors affecting FDI, new busi-
ness formation and their impacts on economic growth, ignoring empirical studies on the
effect of each other. To bridge the gap in the literature, we, therefore, effort to investigate
the impact of foreign direct investment on new business creation in the presence of financial
development. The present study is particularly focused on the emerging countries called
EAGLEs (Emerging & Growth-Leading Economies). The term EAGLE was first coined
by BBVA, one of the famous Spanish banks in 2010. The BBVA EAGLEs is a group
comprised of several emerging economies. These economies have the potential to lead the
global economic growth for the next ten years, starting from 2015 to 2025. It is forecasted
that emerging economies contribute 79% of the economic growth worldwide, in which EA-
GLEs are contributing 64% (BBVA Research, 2016). The concept of BBVA EAGLEs is
dynamic because it is not reliant on a fixed number of countries rather it depends on the
economic performances. As of 2016, there are 15 emerging countries listed in BBVA EA-
GLEs namely, Brazil, Russia, India, China, Indonesia, Turkey, Pakistan, Malaysia, Mexico,
Nigeria, Philippine. The below figure 1 and 2 illustrate the trend analysis of new business
startups and foreign direct investment of EAGLE countries over the period of 2006-2016.
It is clear from the figure that China has the highest number of new business registrations
and foreign direct inflows in the given period. Whereas, it is noticed that Pakistan, Nigeria
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and India have the lowest new business registrations and foreign direct inflows. But the
overall trend of EAGLE countries has been increasing throughout the period. Due to its
potential, we selected this particular region called EAGLEs and try to examine the impact
of FDI on new business startups and also examine whether financial sector development
facilitates positive spillovers of FDI or not.

Figure 1
Trend Analysis of New Business Startups of EAGLE Countries

Figure 2
Trend Analysis of Foreign Direct Investment (FDI) of EAGLE Countries
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Literature Review

In the past literature, many studies have been conducted that primarily focused on the
determinants of foreign direct investment, its effect on the host economy and productivity
(Haskel, Pereira, & Slaughter, 2007; Görg & Strobl, 2003). However, in this paper, we are
more focused on two strands of literature. One strand determines the crowd-in and out
effect of foreign investment, while, the second strand examines the financial development
of the country and its role in explaining the spillover effects of FDI on the economy, more
specifically on the entrepreneurship.

Prior to discussing the aforementioned strands of literature, we also review some past
studies related to foreign direct investment, financial development, and economic growth.
The empirical findings of Pegkas (2015) supported the economic theory that foreign direct
investment positively affects economic growth, suggesting that countries ought to create a
sustainable environment for FDI by reducing market distortions and enhancing macroeco-
nomic stability. Similarly, positive spillovers of FDI with human development is strongly
contribute to economic growth.

In the first strand of contemporary literature, spillover effects (crowd-in/crowd-out) of
FDI generally more focused on domestic investment and provided mixed results. According
to the literature, there are several channels through which FDI can have a positive or
negative spillovers on the new business formation. One of the important channels which
positively affects entrepreneurship is the demonstration effect; it occurs when domestic
firms adopt similar practices and technologies introduced by foreign firms. Labor mobility
is another channel through which transmission of ideas, skills, and technologies occur.
Previously employed and trained local workers by foreign firms equipped with their superior
skills when they work with local firms. They can also utilize skills in establishing their own
business. Furthermore, domestic firms can also seize export opportunities by following the
channels established by foreign firms.

Contrary to the above, there are some channels through which FDI can also have a
negative spillover on entrepreneurship. Entry of foreign firms in the local market raises the
threat of competition for the local firms. Due to this competition, the average fixed cost
of starting a new business increases. Foreign firms can also crowd out local businesses by
providing better working conditions, facilities, and attractive salaries to local workers rela-
tive to their domestic firms, resulting potential worker end up in working foreign enterprise
instead of utilizing their skills in starting own business. Another channel through which
foreign investment inversely affect domestic business is demand effect. The demand for
local intermediate goods from MNCs improves the performance of domestic firms. Com-
petition between foreign firms and domestic firms is based on the factors and product
markets. The external pressure from MNCs on domestic firms reduces the price index of
finished goods, pushing domestic firms to increase efficiency. Firms, who are unable to be
efficient and compete have to exit the market. This process lowers the demand for local
intermediate goods and in turn crowd-out foreign investments.

Several studies supported the positive spillovers of foreign direct investment in new
business creation. For instance, Smarzynska (2004) corroborated the positive spillover
effect of FDI by arguing that diffusion of superior knowledge, skills, and technology provide
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new entrant opportunity to the indigenous people. As contended by Caves and Caves
(1996), foreign firms tend to be more productive than the domestic firms. Kim and Li
(2014) noted that foreign direct investment has a positive effect on domestic businesses.

In addition to this, Borensztein, De Gregorio, and Lee (1998) also supported the notion
that foreign inflows encourage new business startups, particularly in developing countries.
Barrios, Görg, and Strobl (2005) studied the impact of foreign direct investment on the
entry of domestic firms in host countries. They found that the positive externality of FDI
depends on the efficiency of domestic firms and the large amount of capital transferred
through FDI. The rapid adaptation of new competition by domestic firms can also be one
of the reasons of a positive externality. On the other hand, Kim and Li (2014) found that
FDI crowd-in business creation in economies with low educational attainment and weak
infrastructures.

In contrast to the above, negative spillovers of foreign investment can also be found
in the past literature. The study of Aitken and Harrison (1999) pointed out the negative
externalities of FDI on the host economy. They concluded that foreign firms’ entry reduces
the productivity and efficiency of domestic firms due to the high competitive pressure.
Agosin and Machado (2005) also found that FDI crowd-out local businesses. It is mainly
due to the weak institutional environment, which makes domestic firms less competitive
against foreign firms (Aidis, Estrin, & Mickiewicz, 2012).

Another study highlighted the reason for negative spillovers of FDI due to the local
labor markets (Lipsey & Sjöholm, 2004). De Backer and Sleuwaegen (2003) posit that
foreign direct investment and imports both have a crowd-out effect on domestic business
on labor and product markets, they both reduce the entry of local firms in the market.
Similarly, competition and labor mobility are two important reasons that crowd-out foreign
investment in domestic business (Danakol, Estrin, Reynolds, & Weitzel, 2017).

In contrast to the above studies, the informal sector is also an integral part of en-
trepreneurial activities which strongly contribute to economic growth of the country. Very
few researchers have studied the relationship between informal entrepreneurship and other
macroeconomic factors. See, for example, Goel, Saunoris, and Zhang (2015) studied
whether innovation effects economy through informal entrepreneurship. Results reveal that
innovation in the informal sector spurs the informal entrepreneurial activities and hence
overall growth. Additionally, Jiménez, Palmero-Cámara, González-Santos, González-Bernal,
and Jiménez-Eguizábal (2015) examined the impact of formal education on formal and in-
formal entrepreneurship. They found that formal education increases formal entrepreneurial
activities by enhancing human capital and self-confidence. At the same time, it reduces
informal sector activities due to awareness of possible negative consequences.

On the other hand, the second strand provides studies related to the interplay be-
tween financial market, foreign investment and economic growth (Durham, 2004; Hermes
& Lensink, 2003; Alfaro et al., 2004). Past studies find that financial sector development
is an important element that enhances the absorptive capacity of the country. As a result,
it enables foreign investments to have a positive externality on the growth of the economy.

By reviewing above-mentioned studies, it is concluded that foreign direct investment
and financial development both are important determinants of economic growth as a whole.
Moreover, the importance of entrepreneurial activity in economic growth is also highlighted
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in the literature. However, studies investigating the spillovers of foreign direct investment
on new business creation in the presence of financial development is missing. To bridge the
economic literature gap, we intend to investigate the simultaneous spillovers of FDI and
financial sector development on entrepreneurship.

Model Specification

In this study, we try to examine the effect of foreign direct investment in the new business
creation and also explain the role of financial development. After reviewing past studies,
we derive the following function that explains the above relationships;

NewBus = f(FDI,DC,X) (1)

Here, NewBus is the new business density, FDI tests the effect of the foreign direct
investment on new business creation. DC is the domestic credits including both financial
and private sector, X are the control variables used in the study. Unlike Munemo (2017),
we develop four separate models for estimations in order to avoid multicollinearity problem.
It is likely to occur when the predictors have a correlation in the model. Multicollinearity
inflated standard errors, deflated significance level and hence give biased results. In our
case, we use interaction terms of FDI and financial development, if both the predictors
are used simultaneously in a model it will distort the results because of high correlation,
therefore, we develop four distinct models to avoid multicollinearity. Following are the
parametric form of the models;

NewBusit = α0 + α1lnFDIit + α2lnGDPit + α3DCPit + α4BRit + εit (2)

NewBusit = ϕ0 + ϕ1lnFDIit + ϕ2lnGDPit + ϕ3DCFit + ϕ4BRit + ζit (3)

NewBusit = β0 + β1lnGDPit + β2DCPit ∗ lnFDI + β3BRit + µit (4)

NewBusit = γ0 + γ1lnGDPit + γ2DCFit ∗ lnFDI + γ3BRit + n′it (5)

Where NewBus is the dependent variable used as a proxy for new business startups,
lnFDI is the natural logarithm of foreign direct investment used as the main variable.
DCP and DCF denote as the domestic credit to the financial sector and private sector,
both the variables used as a measure of financial development. Moreover, the interaction
terms DCPit∗lnFDI and DCFit∗lnFDI test the role of the financial market development
in explaining the impact of FDI on new business startups. In addition, lnGDP and BR
are used as the control variables. lnGDP is the gross domestic product used to measure
economic growth. Whereas, BR is the business regulations comprised of three components
such as the time required for business, the cost required for business and startup procedures.
While, ε, µ, ζ and n′ are the error terms and subscripts i and t define the cross-sections
and time span.
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Data and Estimation Procedure

We employ unbalanced panel data from the period of 2006-2016 of emerging and growth
leading economies (EAGLEs). According to BBVA research, there are 15 EAGLE members
as of 2016, list of countries is also attached in the appendix. Due to the unavailability of
data, we have excluded four countries from the panel such as Iran, Bangladesh, Vietnam,
and Egypt. The data structure is unbalanced due to the missing cases in new business
density and business regulations. Therefore, some countries have a minimum four-years
data and maximum 11 years’ data.

New business startups (entrepreneurship) is measured by new business density, defined
as the total number of newly registered businesses with the limited liability per 1,000 from
15-64 working age population. Also, the new business density data only covers the formal
business sector. Though the informal sector is also an inevitable part of entrepreneurship
in most of the developing nations, however, it is excluded from the analysis due to the
unavailability of data. In addition, we have only used those formal businesses which have
limited liability, and the data of re-registered businesses were also excluded in order to
avoid the distorted view of entrepreneurship.

Furthermore, business regulations for new startups is used as a control variable because
the business regulatory environment of a country is considered an important element of
entrepreneurial activity. Following the past studies (Klapper et al., 2006; Klapper & Love,
2010; Djankov, La Porta, Lopez-de Silanes, & Shleifer, 2002), which used three measures
of new business regulations such as, cost of business, startup procedures and time required
to start a business. By applying principal component analysis, we created an index of
business regulations. All the data of new business density and business start-up regula-
tions are obtained from the Doing business site (a project of World Bank). The gross
domestic product is another control variable used in the study, measured as the annual
growth rate. As noted in earlier studies, business regulations and GDP both directly or in-
directly affect new business creation. The good regulatory business environment can have
an expected positive relationship with entrepreneurship or vice versa. Whereas, greater
economic growth may also open up opportunities for new business.

On the other hand, the main variable FDI is an investment made by foreign investors.
It is measured by total net inflows (% of GDP) includes long-term and short-term capital,
equity capital, etc.). Domestic credit to the private and financial sector are used as a proxy
for financial development and are measured as the percentage of GDP. These measures are
more comprehensive than other measures such as domestic credit to the private sector by
banks and also widely used by several past researchers (Hermes & Lensink, 2003; Demirgüç-
Kunt & Levine, 1996). The data on foreign direct investment and domestic credits to
(financial & private) sectors obtained from world development indicators (WDI) World
Bank.

In the present study, we use the Arellano and Bover (1995) system GMM approach to
estimate the models. This approach is preferred on the basis that conventional techniques,
such as fixed effect, OLS, and others give biased results when there is a presence of lagged
dependent variable, reverse causality and omission of variables (da Silva & Cerqueira,
2017). In our model, we consider FDI and GDP as endogenous variables as it reacts to the
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fluctuations in business creation. Therefore, we apply a system GMM approach in order
to address all of the above issues. In addition, the study has not applied any prerequisite
tests such as unit root, cointegration due to the unbalanced type of data.

Data Analysis

Summary Statistics

Table 1 shows the summary statistics of foreign direct investment, new business creation,
domestic credits (financial & private), gross domestic product and business regulations
of the emerging and growth leading economies (EAGLEs). It is noted that average new
business registration with limited liability per 1,000 working-age population (15-64) in the
selected emerging economies is 4.75. Moreover, the average domestic credit to the financial
sector is 87.95% more than the domestic credit to the private sector, which is just 72.64%.
In addition, the average economic growth of these economies is 1.44%, in which 1.04% is
due to the foreign investments. On the other hand, startups regulations used in the study
are comprised of three components, such as start-up procedures, the time required and
cost of business. It is observed that the average start-up procedures to start a business
in EAGLE countries is 9 with the minimum of 2 and maximum of 18 procedures. While
the average time required to start a business is 23 days with the minimum of 1 day and a
maximum of 86 days. However, the average cost of business required is 14% of GNI per
capita with the minimum of 0.6% and the maximum of 59%.

Table 1
Summary Statistics

Variable Obs Mean Std. Dev. Min Max

NewBus 72 4.750 8.970 0.000 32.60
DCP (%) 72 72.64 57.31 12.60 233.2
DCF (%) 72 87.95 53.51 21.90 235.9
StartupPro (Nos.) 72 9.010 4.400 2.000 18.00
TimeReq (days) 72 23.12 20.98 1.500 86.60
CoB (%) 72 14.75 10.48 0.600 59.70
GDP (%) 64 1.440 0.640 -0.690 2.410
lnFDI (%) 72 1.020 1.270 -2.300 4.070
Source: Author’s estimations

System Generalized Method of Moments (SGMM)

We apply the system generalized method of moments (SGMM) to estimate the relationship
between considered variables. Within the context of the present study, this approach is
preferable over the other dynamic panel approaches such as fixed effect estimator, POLS,
one-step difference GMM and others. Unlike system GMM, these techniques are inconsis-
tent when the time span is small (Acemoglu, Johnson, Robinson, & Yared, 2008; Nickell,
1981; Anderson & Hsiao, 1981). In addition, this technique is also useful and give consis-
tent results in the presence of endogeneity problem. To deal with the unbalanced panel
data, we followed the methodology of Heid, Langer, and Larch (2012) and applied system
GMM approach proposed by Arellano and Bover (1995).
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Table 2 reports system GMM estimations of all the four models. Model 1 and 2 estimate
the individual effect of foreign direct investment and financial development, whereas, model
3 and 4 estimate the interacting effect of both the variables on new business startups. It
is noted that foreign direct investment has a positive effect on new business creation,
implying that foreign inflows play an inevitable role in the entrepreneurship. Similarly,
domestic credit to the private and financial sector also has a positive and significant effect
on the new business creation. However, the gross domestic product has an insignificant but
a positive effect on the new businesses. Moreover, the mixed effect of business regulations
found in all the models. On the other side, it is interestingly found that financial markets
play a key role in facilitating foreign inflows and its effect on new business creation. It is
hereby noticed that both interaction terms have a positive and highly significant impact
on the new business startups.

Table 2
System-GMM estimation for Unbalanced Panel Data (2006-2016) for EAGLE countries

NewBus
Without Interaction Models With Interaction Models

Model 1 Model 2 Model 3 Model 4

Coef. t-stats Prob. Coef. t-stats Prob. Coef. t-stats Prob. Coef. t-stats Prob.

lnFDI 0.500 1.430 0.153 0.868 2.210 0.027 - - - - - -
lnGDP 0.083 0.300 0.765 0.121 0.390 0.700 0.454 1.120 0.263 0.446 1.110 0.266
DCP 0.129 7.490 0.000 - - - - - - - - -
DCF - - - 0.096 6.040 0.000 - - - - - -
DCP*lnFDI - - - - - - 0.016 2.530 0.011 - - -
DCF*lnFDI - - - - - - - - - 0.013 2.660 0.008
BR 0.390 0.750 0.456 0.015 0.030 0.979 -1.177 -1.720 0.085 -1.193 -1.770 0.077
Constant -6.538 -7.530 0.000 -6.736 -6.230 0.000 -0.462 -0.720 0.469 -0.501 -0.790 0.428
Note: Model 1-2 show the individual effect, whereas, model 3-4 show the interaction effect.
DCP is domestic credit to private sector and DCF is the domestic credit to financial sector

From the above empirical findings, it is concluded that foreign investment in emerging
economies has a crowd-in effect on the entrepreneurship. It is possibly because of the
knowledge and skills transfer, diffusion of advanced technologies, etc. Domestic firms
exploit the opportunity by following the mechanism set by foreign firms. Therefore, it
might be the reason for the positive relationship between foreign direct investment and
new business creation. In addition, domestic credit (financial & private sector) both have
a positive and significant impact on the new business startups. It is obvious when the
access to funds is available in the market, it motivates entrepreneurs to invest more in
their new ventures. Interestingly, the effect of the gross domestic product, which is a proxy
of economic growth is positive and insignificant, it means, the growth of the economy does
have a relationship with entrepreneurship, but there are some other prevalent factors that
affect more. Finally, the results reveal the significance of financial markets explaining the
role of foreign investment in entrepreneurship. Previous studies have also corroborated
these findings and stated that the domestic financial environment is considered as one of
the pivotal elements for the new business creation (Alfaro et al., 2004; Durham, 2004;
Hermes & Lensink, 2003). If the country is financially developed, it facilitates the positive
spillovers of FDI on new business startups.
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Conclusion

Knowing the importance of new business formation, numerous studies have been conducted
that focused on the factors affecting entrepreneurship. In the recent past, it has been
identified that foreign investment inflows create opportunities for local entrepreneurs and
stimulate new business formation. Therefore, in this paper, we investigated the effect
of foreign direct investment on the new business startups and also explained the role
of financial development in facilitating the spillover effects of FDI. This study has been
carried out notably on the EAGLE countries over the period of 2006-2016. For unbalanced
panel data, we used the generalized system method of moments (SGMM) approach to
estimate the relationship. Empirical results revealed that foreign direct investment crowd-
in new business startups in emerging economies (EAGLEs), whereas, domestic credit to
financial and private sector, both have a positive and significant effect on new business
creation. In addition, it is also noted that gross domestic product has an insignificant but a
positive effect on new business startups, while the mix relationship noted between business
regulations and new business formation in all the four models. Most importantly, both
the interaction terms have a positive and significant effect on the new business creation,
indicating that the financial market has a fundamental role in explaining the relationship
of foreign inflows and new business startups.

The empirical findings obtained from the present study can draw some reasonable
implications for the policymakers. As the study evidence that foreign direct investment
crowd-in new business formation, it is likely because of the greater amount of FDI flow
and the efficiency of domestic firms. The rapid adaptation of local competition leads to
an improvement of the local firm’s efficiency. Therefore, the policy should be aimed to
facilitate domestic firms to enhance their capacities and subsequent efficiencies. Moreover,
governments need to attract the right type of foreign direct investment that provides op-
timal benefits to the host economy as well as their local businesses. Also, policies should
be made that encourage foreign firms to participate in collaborative projects with local
firms and pave the way for new businesses. In addition, the empirical findings also suggest
that financial development plays an important role in explaining the relationship between
FDI and new business formation. Thus, policies should be designed to regularize existing
financial sector in order to improve financial depth, access, and intermediation. On the
other side, this study also opens up some new avenues for the future researches. One, the
present study only focused on 11 countries listed in EAGLEs. Also, we used unbalanced
panel data with minimum of four years and maximum eleven years over the period of
2006-2016. The studied model can also be strengthened by using some other measurement
of financial development.
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Lipsey, R. E., & Sjöholm, F. (2004). Foreign direct investment, education and wages in
Indonesian manufacturing. Journal of Development Economics, 73 (1), 415–422.

Munemo, J. (2017). Foreign direct investment and business start-up in developing coun-
tries: The role of financial market development. The Quarterly Review of Economics
and Finance, 65 , 97–106.

Nickell, S. (1981). Biases in dynamic models with fixed effects. Econometrica: Journal of
the Econometric Society , 49 , 1417–1426.

Pegkas, P. (2015). The impact of FDI on economic growth in Eurozone countries. The
Journal of Economic Asymmetries, 12 (2), 124–132.

Smarzynska, B. J. (2004). Does foreign direct investment increase the productivity of do-
mestic firms? in search of spillovers through backward linkages. American Economic
Review , 94 (3), 605–627.

12


	References

