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Using contemporary data for a firm-level sample of over 600 Indian firms, this paper
investigates the impact that an export-orientation has on the profitability of the firms
studied. The results, based on a two-stage least squares method, establish a positive and
significant relationship between firms’ levels of exports and profitability. For firms from
developing and transition economies like India it does pay to venture abroad, and the ability
to sell goods overseas has a significant impact on firms’ economic performance. © 1998 John
Wiley & Sons, Ltd.

INTRODUCTION

For a number of developing and transition-
economies a major thrust of their current reforms
process is the encouragement of exports, follow-
ing examples of the export-led growth stories of
the Asian tigers such as Singapore, South Korea,
Taiwan and lately China. Encouragements to ex-
port have been provided to the firms that operate
in these developing or transition economies. Yet,
there is relatively little contemporary evidence
which shows whether export-oriented developing
or transition-economy firms are relatively superior
in performance in comparison with those firms
that are relatively less export-oriented.

This paper reports the results of an empirical
study examining the impact of an export orienta-
tion on the profitability of firms, for an extensive
sample of Indian firms. India is a rather unique
case because its industrial policy of the 1960s and
the 1970s was autarkic in nature, import-substi-
tuting in character and based on an extreme ex-
port-pessimism (Mohan and Aggarwal, 1990).
Since the 1980s, and particularly since the onset of
the liberalization process in 1991, there has been a

realization that a high rate of growth in exports,
to improve India’s dismally-low share of world
trade, is essential for spurring economic
development.

A number of Indian firms have accepted the
challenge of expanding their presence in overseas
markets, and this study investigates whether the
process of venturing abroad has had an impact on
firms’ performance, which, following standard
practice in the industrial organization literature
(Cowling and Waterson, 1976), is measured as
profitability. Therefore, the results that are gener-
ated have important firm-level as well as public
policy implications as to whether being an export-
oriented firm is economically beneficial. The paper
unfolds as follows. In the next section theoretical
issues are discussed. The section after describes
the empirical research procedures, while the fol-
lowing section contains a discussion of the results
and the last section contains a brief conclusion.

THEORY

There is no specific theory, per se, which links the
export-orientation of firms to their performance;
however, extant theories of trade and foreign
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direct investment do provide a useful starting
point. Traditional trade theories have used coun-
try-specific factors to explain trade patterns, at a
relatively aggregated level of analysis, while recent
theories of foreign direct investment have focused
on firm-related and industry-related factors as to
why firms venture abroad. Among the firm-spe-
cific factors are access to factor markets, estab-
lished international market linkages and the
possession of a range of technological and organi-
zational capabilities. These factors prognosticate
on the ability of firms to venture abroad to sell
their goods, either via the exports of products
manufactured in the home country, or via direct
investment in manufacturing and commercial op-
erations in a host country (Caves, 1982).

A relatively fruitful and well-used explanation
of why firms venture abroad lies in the possession
of idiosyncratic, and perhaps superior, technologi-
cal and organizational capabilities that firms pos-
sess, and which are reflected in the ownership of
intangible assets and resources. Such intangible
assets may represent codified and tacit knowledge
about production processes which helps drive
costs down and enables the servicing of overseas
markets cheaply, or may take the form of a
patented process, or may take the form of design
and research know-hows that are shared among a
critical mass of firms’ employees. Another intangi-
ble asset can be marketing skills, which are
reflected in a brand image or style that generates
demand from overseas customers.

The above explanations are useful in under-
standing the question of why firms might venture
abroad. Rather little theory, however, exists in the
literature to explain whether firms that do venture
abroad show superior performance as a whole, as
a consequence of doing so, relative to their home-
country counterparts which have been less geo-
graphically-adventurous. The theory of foreign
direct investment provides a starting point. A
priori, it can be argued that firms which possess
superior capabilities, which are reflected in the
possession of intangible assets, are also likely to
perform better than their domestic counterparts.
Specifically with regard to the degree of multina-
tionality, returns to intangible assets (Dunning,
1973), market power conferred by international
scope (Hamel and Prahalad, 1985) and the capac-
ity to undertake riskier activities with commensu-
rately-superior returns (Agmon and Lessard,
1977) are factors which have been found to lead
overseas-oriented firms to perform better.

With respect to firms which are principally ex-
porters, if domestic and overseas markets are both
equally competitive, or both closed for that mat-
ter, differences in competitive intensity between
these two markets are going to be small; perfor-
mance differences, however, between export-ori-
ented and domestically-oriented firms are unlikely
to be minimal. The superior firms which have
ventured abroad as exporters are likely to perform
better than the other not-so-good firms which
have stayed at home, because for the overseas-
venturing firm it is the possession of superior
capabilities which not only induces it to venture
abroad but also results in superior performance at
home. However, equally-good firms which have
stayed at home are not likely to materially differ
in performance from those firms which have gone
abroad.

Conversely, often domestic markets are con-
trolled, as has been the case in many developing
and transition economies, such as India which is
only now in the process of opening up her mar-
kets to full competition (Jalan, 1991). In such
cases, where domestic markets are closed com-
pared with the export markets in which firms
from these countries operate in, then significantly
superior performance will be noted for firms that
have a relatively greater export orientation.

The above hypothesis is based on the assump-
tion that firms from a relatively closed domestic-
economy environment are likely to face a more
intensive competitive environment abroad with
respect to their export operations. Not only are
there domestic target-country firms operating in
the overseas markets, but it is very likely that
there are a number of firms from other third-
countries trying to acquire market shares as well
in the overseas markets. As a result, export-ori-
ented firms from closed-economy countries will
have to be efficient if they are to be able to sell
their products or services at competitive prices.
Simultaneously, the items in question that are
being sold have to be of a high-enough quality,
given the wide range of choices that are likely to
be available to overseas customers. These pres-
sures necessitate the acquisition of superior skills
and capabilities by the export-oriented firm as a
whole, so as to be able to succeed in overseas
markets in competition with other players in these
markets.

The acquisition of skills which enhance effi-
ciency so as to be competitive in overseas markets
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generates capabilities across the firm as a whole.
The acquisition of these skills and capabilities has
a spillover effect into the total operations of an
export-oriented firm, and enable it to be a supe-
rior performer when its performance is compared
with the performance of a less export-oriented
firm. Other than the acquisition of tangible skills
and capabilities which enable an export-oriented
firm to survive abroad, the very experience of
operating overseas leads to the acquisition of a
wider range of experiences which are not available
to a less export-oriented firm. This learning leads
to the enhancing of organizational variety within
an export-oriented firm, which again can be lever-
aged towards improving the performance of an
export-oriented firm’s operations as a whole.

EMPIRICAL ANALYSIS

The sample on which the empirical analysis is
carried out consists of 645 firms which are listed
on the Bombay Stock Exchange. Initially, a larger
random sample was extracted from the data base,
but missing variable problems finally brought the
sample down. This is a very large sample com-
pared with previous studies of Indian industry
which have been based on aggregate statistics,
and firm-level analyses of Indian industrial issues
are relatively rare. While firm-level analyses exist,
the data used in those studies are over 10 years
old and the generalizations drawn from such stud-
ies have no meaning in the changed Indian eco-
nomic context.

The source of the data was the Center for
Monitoring the Indian Economy in Bombay, In-
dia. The data collected for each firm relates to a
specific year between 1988 and 1994, with the
reason for data collection ranging over a number
of years being the availability of information with
respect to several key variables. The dependent-
variable for performance, profitability, is mea-
sured as return on net worth, and the key
independent variable is the log of exports, EX-
PORTS, which captures the export intensity of
the firms studied. These are standard variables in
the literature (Grant, 1987; Helleiner, 1992).

A problem in estimating a profit function where
the level of exports is treated as an independent
variable is endogeneity. In econometric terms, a
regression model containing EXPORTS as an in-
dependent variable may lead to inconsistent OLS

estimates because EXPORTS will be contempora-
neously correlated with the error term. A method
of dealing with such situations is the instrumental
variables approach which is equivalent to a two-
stage least squares estimation (Gujarati, 1988). A
popular instrumental variable is the lagged value
of the independent variable in question. We can-
not construct this variable because we have cross-
sectional data. We instead estimate EXPORTS as
a function of a number of instrumental variables
that in the literature are correlated with firms’
export orientation. The instruments are IM-
PORTS, CAPITAL INTENSITY and FOREIGN,
and a set of dummies for the following industries,
CHEMICAL, MACHINERY, FOOD, MINING,
FINANCE, AGRICULTURE and TEXTILES,
for the firms represented in our data set. Each of
these variables can influence the export orienta-
tion of firms.

A higher level of imports enables higher quality
finished goods to be produced for global markets
and higher prices to be realized as firms can
differentiate their products. Such higher price re-
alizations can positively impact firms’ profitabil-
ity, and firms can import goods so as to be able to
supply the export market and make higher profits.
The import of inputs is shown to facilitate capa-
bility-building through providing embodied
knowledge which takes purchasing-country firms
to a higher quality trajectory, which in turn im-
proves the competitiveness of exports (Krueger,
1983; Grossman and Helpman, 1991).

A variable for capital intensity controls for
variations in firms’ input structures. Differences in
input structure between firms can be associated
with factors such as managerial decisions as to
what is the optimal feasible level for a particular
input. In the literature, however, a key assump-
tion is that firms will export items for which the
country that they are based in has relatively abun-
dant factor endowments (Magee, 1980). For In-
dia, that factor is cheap labor. Therefore, labor
intensive firms are likely to export more because
of a relative cost advantage and, in the context of
a labor-rich country such as India, exports are
more likely to embody human capital inputs
rather than physical capital inputs.

Foreign firms are also likely to be greater ex-
porters. The reasoning is that firms in which there
is higher foreign ownership possess capabilities,
such as global marketing skills, which other firms
may not. Foreign firms also have superior capa-

© 1998 John Wiley & Sons, Ltd. Manage. Decis. Econ. 19: 121–126 (1998)



124 P.K. CHHIBBER AND S.K. MAJUMDAR

bilities which lead them to become international
players in the first place (Caves, 1982). They
possess international marketing capabilities, a
global operations network, in-depth knowledge of
foreign markets and the ability to manage politi-
cal economy issues so as to overcome trade barri-
ers. Also, the relatively cheaper cost of production
in developing countries can be exploited for
global supply purposes. Additionally, firms which
have operated fully-owned subsidiaries in India
have had an obligation to the government that
they will be intensive exporters.

The profit function that is subsequently esti-
mated then includes EXPORTS as the primary
variable of interest, while GROUP, SIZE, AGE,
DIVERSITY, ADVERTISING, MARKETING,
DISTRIBUTION, INVENTORY, LIQUIDITY
and DEBT are included as regressors to control
for other factors that affect firms’ performance
(Caves and Barton, 1990).

Within India a number of business groupings
exist, because the origins of Indian enterprise have
been based on trading families who subsequently
financed forays into industry. Belonging to a
group is expected to lead to capability-spillovers
among the firms comprising the group, with a
positive impact on the performance of individual
firms, as a result of the existence of scope
economies in operational areas.

Size is an important control. Our data is cross-
sectionally extensive, but we do not have the
ability to measure firm’s market-power or the
level of concentration in the industries that the
firms in our sample operate in. This is a major
limitation of the data, and we cannot include
controls for market-structure factors which are
important drivers of economic performance. Size
reflects the ability of firms to attain economies of
scale as well as market power. The industrial
organization literature suggests that older firms
are more experienced and can enjoy superior per-
formance compared with newcomers. On the
other hand older firms are prone to inertia, and
unlikely to be flexible enough to make rapid
adjustments. Therefore, performance may suffer.

The quantum of diversification of business ac-
tivities by a firm also affects performance. Related
diversification is one way of exploiting a firms’
excess capacities, and may lead to better perfor-
mance for the firm as a whole. Unrelated diversifi-
cation, on the other hand, away from the core
activities of the firm, can lead to lower than

average performance because it leads to a dissipa-
tion of energies and resources into areas which
demand more than necessary attention. Thus, the
relative diversification of business activities by
firms impacts on firms’ performance.

Advertising and firm-level performance can be
positively related, with advertising leading to
product differentiation, while marketing expendi-
tures lead to more information about firms’ prod-
ucts being available. Distribution expenditures
widen the physical range of coverage and the
variable proxies for geographic market hetero-
geneity. Environmental factors have a strong im-
pact on performance. The level of inventories
captures aspects of firm-level competencies since
some firms within a given industry may turn out
to be better managers of working capital than
others; also some industries can have higher in-
ventory holding patterns relative to others. Simi-
larly, in some industries growth in sales may be
higher or lower compared with others leading to
inventory build-ups.

Finally, government policies can affect perfor-
mance. In India the state has stepped in as a
provider of long-term capital for industrial
projects because equity markets were underdevel-
oped. Principal-agent reasoning suggests that the
greater the level of debt, the greater the amount
of lender monitoring; therefore, firms’ perfor-
mance will be better. In India, such principal-
agent concepts have been reversed, because in
spite of the presence of a large debt the lack of
monitoring by government-owned lenders has
permitted industrialists to earn large rents on low
personal investments and there have been very
muted incentives for firms to attain superior
performance.

RESULTS

The two-stage least squares results with robust
standard errors are presented in Table 1. The
model is significant, with the R2 being 0.247. As
shown, the coefficient for EXPORTS is positive
and significant. The analysis reveals that for In-
dian firms the level of sales made abroad does
enhance the profitability of firms. A body of
evidence for British, US and other-country firms
(Kumar, 1984; Grant, 1987) does exist which finds
that firms which operate multinationally, primar-
ily as foreign direct investors, do out-perform
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domestically-oriented firms. Similar evidence for
Indian firms does not exist because Indian indus-
try has as yet not had a history of its firms
undertaking large-scale foreign direct investment.
Nevertheless, Indian firms which are outward ori-
ented perform better; this evidence is in conso-
nance with evidence from other countries.

These results are obtained after controlling a
number of other factors, and lend support for
the hypothesis that developing or transition-
economy firms, used to operating in relatively
closed domestic markets, show superior perfor-
mance if they venture abroad where they might
tend to face more intense competitive pressures.
Additionally, where exports is an independent
variable a problem is endogeneity. Our two-stage
model also treats exports as an endogenous vari-
able. Hence, our finding that the relationship of
exports to profitability is positive and significant
is robust.

CONCLUSION

The idea that free trade leads to superior eco-
nomic performance, construed in a broad sense,
dates back at least to Adam Smith. In the litera-
tures on either economic development, interna-
tional trade, industrial organization or
management a common result that is accepted as

standard is that greater levels of exposure to
international trade leads to superior firm-level
economic performance (Bhagwati and Srinivasan,
1979; Nishimizu and Robinson, 1984; De Melo
and Urata, 1986; Porter, 1990; Helleiner, 1992). In
this paper the question of whether firms that have
a relatively greater export orientation than others
also perform better was examined, for a large
sample of Indian firms using very contemporary
data. The results have immediate policy implica-
tions, and the patterns of findings show that,
indeed, firms which have greater exports do also
have a higher rate of profitability. Therefore, from
a policy point-of-view encouragement of exports
that are being made by many developing and
transition economies are likely to yield pay-offs in
terms of superior economic performance.
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