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PREFACE

Since the mid-1990s, India has allowed “automatic” FDI approval
in many sectors, gradually expanding the list over time. Where
applicable, foreign investors do not need government licenses or
approvals and simply notify the Reserve Bank of India (RBI) of their
investments. Other sectors require approval by either the Foreign
Investment Promotion Board (FIPB) or the Cabinet Committee on
Foreign Investment. Presently, foreign direct investment is freely
allowed in all sectors including the services sector, except a few sectors
where the existing and notified sectoral policy does not permit FDI
beyond a ceiling.

Keeping in view the pivotal role played by FDI inflows, the
Government of India opened the Indian economy for foreign players in
1991 when the economic reforms process was initiated. The last many
years have seen a marked increase in foreign capital inflows into India
both in foreign direct investment and portfolio investment form.

This book cover the role of FDI in Indian economy. The need of
foreign capital for developing economy has been critically evaluated in
this book.

Author
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Now, it is established fact capital and investment are the essential
pillars of economic development of every country. Savings, capital and
investment along with human resources are the essential hub of
development. But the short supplies of domestic capital limit the growth
of developing countries. Low GDP keeps the savings and investment
rates low, which in turn, limit growth. Poor technological base of
production is another factor impinging upon growth of the developing
countries. FDI mitigates these constraints to growth of the developing
and emerging countries. FDI and foreign technology also bring with
them the modern managerial practices. Market size, as manifested by
population size and growth environment, including economic policy,
especially the reform process, prevailing growth rates and future growth
potential, beside others, may together affect the level and sectoral
directions of inflows of FDI into the recipient countries.

Keeping in view the pivotal role played by FDI inflows, the
Government of India opened the Indian economy for foreign players in
1991 when the economic reforms process was initiated. The last many
years have seen a marked increase in foreign capital inflows into India
both in foreign direct investment and portfolio investment form.

Since the mid-1990s, India has allowed “automatic” FDI approval
in many sectors, gradually expanding the list over time. Where
applicable, foreign investors do not need government licenses or
approvals and simply notify the Reserve Bank of India (RBI) of their
investments. Other sectors require approval by either the Foreign
Investment Promotion Board (FIPB) or the Cabinet Committee on
Foreign Investment, Presently, foreign direct investment is freely
allowed in all sectors including the services sector, except a few sectors
where the existing and notified sectoral policy does not permit FDI
beyond a ceiling.

Chapter

1
Introduction
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DEFINITION

Foreign direct investment (FDI) plays an extraordinary and
growing role in global business. It can provide a firm with new markets
and marketing channels, cheaper production facilities, access to new
technology, products, skills and financing. For a host country or the
foreign firm which receives the investment, it can provide a source of
new technology, capital, processes, products, organizational
technologies and management skills, and as such can provide a strong
impetus to economic development. Foreign direct investment, in its
classic definition, is defined as a company from one country making a
physical investment into building a factory in another country. The
direct investment in buildings, machinery and equipment is in contrast
with making a portfolio investment, which is considered an indirect
investment. In recent years, given rapid growth and change in global
investment patterns, the definition has been broadened to include the
acquisition of a lasting management interest in a company or enterprise
outside the investing firm’s home country. As such, it may take many
forms, such as a direct acquisition of a foreign firm, construction of a
facility, or investment in a joint venture or strategic alliance with a local
firm with attendant input of technology, licensing of intellectual
property. In the past decade, FDI has come to play a major role in the
internationalization of business. Reacting to changes in technology,
growing liberalization of the national regulatory framework governing
investment in enterprises, and changes in capital markets profound
changes have occurred in the size, scope and methods of FDI. New
information technology systems, decline in global communication costs
have made management of foreign investments far easier than in the
past. The sea change in trade and investment policies and the regulatory
environment globally in the past decade, including trade policy and
tariff liberalization, easing of restrictions on foreign investment and
acquisition in many nations, and the deregulation and privatization of
many industries, has probably been the most significant catalyst for
FDI’s expanded role.

Foreign Direct Investment (FDI) is an investment involving long-
term relationship and reflecting a lasting interest and control of a
resident entity in one economy in an enterprise resident in an economy
other than that of the foreign direct investor. Individuals as well as
business entities may undertake FDI. Such investments involve both the
initial transaction between the two entities and all subsequent
transactions between them and among foreign affiliates. FDI flows
comprise equity and non-equity forms of investment. The equity capital
flows comprise the foreign direct investor’s purchase of shares of an

(1)
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enterprise and also include the foreign direct investor’s share in
reinvested earning. Besides, the equity form of FDI also includes short-
or long-term intra-company loans and debt transactions between foreign
direct investor and the affiliates. The non-equity forms of FDI include
investments through such activities as sub-contracting, management
contracts, turnkey arrangement, franchising and licensing and products
sharing.

Foreign Direct Investment involves the ownership and control of a
foreign company in a foreign country. In exchange for this ownership,
the investing country usually transfers some of its financial, technical,
managerial, trademark and other resources to the recipient country. The
international transfer of funds need not be prerequisite for this exchange.
The Government of India, in March 2003 revised the FDI definition in
line with international practices. The revised FDI data now includes
‘equity capital’ including that of unincorporated entities, non-cash
acquisition against technology transfer, plant and machinery, goodwill,
business development, control premium, and non-competition fees. It
also includes ‘reinvested earnings’ including that of incorporated
entities, unincorporated entities and reinvested earnings of indirectly
held direct investment enterprises.

Besides, ‘other capital’ including short-term and long-term inter-
corporate borrowings, trade credit, supplier credit, financial leasing,
financial derivatives, debt securities, land and buildings are factored in.
FDI is seen as a mean to supplement domestic investment for achieving
a higher level of economic growth and development. FDI offer benefits
to domestic industry as well as to the consumers by providing
opportunities for technological upgradation, access to global managerial
skills and practices, optimal utilization of human and natural resources,
making industry internationally competitive, opening up exports market,
providing backward and forward linkages and access to international
quality goods and services.

Foreign investment and technology play an important role in the
economic development of a nation. The economic health of the
transition countries in Eastern Europe, Russia and Central Asia is well-
off due to these inputs. Even the communist countries like China have
welcomed the foreign investment to make their economic better. Most
of the advanced countries of today developed due to the foreign
investment, which played a vital role in making them high income
countries. Economic growth is proportional to the capital formation.
Less developed countries having less income and low saving have not
been able to take their economies to take-off stage. Hence, domestic
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resources are supplemented with foreign investment to make the
development plan ongoing for better and healthier economy.

Foreign investment gives the facility of imports of capital goods,
raw materials and technical knowledge for the growth of an economy. If
investment is made in export oriented industries, it promotes exports of
host countries and facilitates imports to a large extent. If it is cost-
reducing industries, customers get cheaper products which results in
general increase in the real incomes of the people. The investments, if
used, for structural development leads to the development and growth of
all other kinds of industries. Besides giving a general boost up to the
industrial development, increased FDI leaves favorable impact on the
balance of payment position of a country.

International Financial Markets have got a higher degree of
strength in liberalization. Globalization has opened the doors almost all
over the world for utilizing international financial flows, which have
been outpacing the flow of goods and services among trading countries.
Developing countries are the recipients of funds from the international
markets due to timely availability of external finance in the required
amount for their development.

World Investment Report, 1995 prepared by United National
Conference on Trade and Development and published by UN, New
York and Geneva is based on annual review of the trends in FDI in
various places. It shows that international investment by transnational
corporations supersedes trade and is the best mechanism for
international business integration. It has become a major engine in
global growth of the economies.

Flow of foreign investment started in India in 1980. Government
of India released the policy in respect of oil exporting developing
countries (OECD) with a good package of following exemptions:

1. Countries can invest up to 40 per cent in equity of new ventures
without linking to technology transfer.

2. Non-resident Indians’ (NIRs’) investments were allowed in
Indian industrial units under defined conditions.

Considerable interest is now being shown in measures that might
promote FDI and allow it to make a greater contribution to the
development of the recipient countries. In determining the flow of
foreign capital controls exercised by the host country over the
conditions of entry of foreign capital, regulations of the operation of
foreign capital and restrictions on the remittance of profits and the
repatriation of capital are far more decisive.
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SIGNIFICANCE OF FOREIGN CAPITAL

Foreign capital played an important role in the early stages of
industrialization of most of the advanced countries of today, like the
countries of Europe (including the Russia) and North America. Though
the problems of development of developing countries of today are not
very much similar to those faced by the advanced countries in the past,
there is a general view that foreign capital, if properly directed and
utilized, can assist the development of the developing countries.
Economic growth is a function of, among other things, capital formation.
In the developing countries, the per capita income and savings rate
being very low, domestic capital formation is inadequate to give a ‘big
push’ to the economy to take it to the take-off stage. Hence, the
domestic resources may be supplemented with foreign capital to achieve
the critical minimum investment to break the vicious circle of “low-
income-low-savings-low investment-low-income.”

Another way by which foreign capital helps accelerate the pace of
economic growth is by facilitating essential imports required for
carrying out development programmes, like capital goods, know-how,
raw materials and other inputs and even consumer goods. The
machinery, the know-how, and other inputs needed may not be
indigenously available. Further, the demand spurt created by large-scale
investments may necessitate import of consumer goods. When the
export earnings are insufficient to finance such vital imports, foreign
capital should help reduce the foreign exchange gap.

Foreign investments may also help increase a country’s export and
reduce the import requirements if such investment take place in export-
oriented and import-competing industries.

Following the analysis of Donald MacDougall and Paul Streetan
(1960), Gerald Meier (1996) observes that from the standpoint of
national economic benefit, the increase in real income resulting from the
act of the investor. If the value added to output by the investor, social
returns exceed private returns. As long as foreign investment raises
productivity, and the increase is not wholly appropriated by the investor,
the greater product must be shared others, and there must be some direct
benefits to other income groups such as domestic labour, consumers,
government, and external economies.

In fact, the effects of FDI on the host country can be classified into
economic, political and social effects. The basic presumption that is
found in the literature, which is based on the principles of neo-classical
economies, is that FDI raises income and social welfare in the host
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unless the optimum conditions are significantly distorted by protection,
monopoly and externalizes (Lalls and Streetten, 1977).

The economic effects of FDI can also be classified into macro-
effects. The usual convention in analyzing the macro-effects of FDI is to
treat it as a rise in foreign borrowing if there is unemployment and
capital shortage (as it is typically the case in developing countries). Such
borrowing leads to a rise in output and income in the host country. FDI
will, under these conditions, have a beneficial effect on the balance of
payments but an indeterminate effect on the terms of trade (depending
on whether the impact of increased output falls on import substitutes or
exports). The micro-effects of FDI pertain to structural in the economic
and industrial organization. For example, an important issue is whether
FDI is conducive to the creation of a more competitive environment or
conversely to a worsening of the monopolistic and/or oligopolistic
elements in the host economy. In general, the micro-effects pertain to
individual firms and individual industries, particularly those that are
closely exposed to and associated with FDI.

Borenstein and others (1995) tested the effects of FDI on
economic growth in across-country regression framework, utilizing data
on FDI flows from industrial countries to 69 developing countries over
two decades. Their results suggest the following conclusions:

(i) FDI is an important vehicle for the transfer of technology,
contributing relatively more to growth than domestic
investment.

(ii) For FDI to produce higher productivity than domestic
investment, the host country must have a minimum threshold
stock of human capital.

(iii) FDI has the effect of increasing total investment in the economy
more than proportionately, which suggests the predominance of
complementary effects with domestic firms.

There is relationship between investment and employment. In the
General Theory, Keynes (1936) suggested the existence of a direct
relationship between investment and employment. However, there is
still considerable divergence in views among economists about the
employment effect of FDI. Baldwin (1995) argues that this debate
encompasses key issues: (i) the extent to which FDI substitutes for
domestic investment, (ii) the extent to which FDI stimulates increase of
exports of intermediate goods and capital goods and (iii) whether FDI
involves the construction of new plants or simply the acquisition of
existing facilities. In general, the employment effects of FDI may be
summarized as follows:
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(i) FDI is capable of increasing employment directly, by setting up
new facilities or indirectly by stimulating employment in
distribution.

(ii) FDI can preserve employment by acquiring and restructuring
ailing firms.

(iii) FDI can reduce employment through divestment and the closure
of production facilities.

The balance of payments effect is more important for developing
countries than for developed countries. This is because foreign exchange
is regarded as scarce resource affecting growth through the foreign
exchange gap. Hence, any effect of FDI may mitigate or worsen the
constraints imposed by the balance of payments on the attainment of
macroeconomic objectives pertaining to growth and employment. In
general, FDI is often blamed for its balance of payments effect: the
investing country faces a sudden deficit when the FDI occurs, whereas
the host country faces a small perpetual deficit as a result of profit
repatriation. After all, a profitable FDI project with profits repatriated in
foreign currency must necessarily result in greater balance of payment
outflows than a similar project financed

Productivity is likely to rise and unit cost is likely to decline if
(i) FDI is export promoting and the products of the subsidiary are
destinated for the large world markets, and (ii) the underlying conditions
and policies allow the installation of plants designed to achieve the full
economies of scale. On the other hand, if FDI is import substituting and
the size of the market is too small to allow the installation of the
achieved. There are, however, some reasons for believing that
productive inefficiency may not be important. First, the empirical
evidence indicates that unit costs of operating a plant smaller than the
optimum size are not significantly higher than of the most efficient scale.
Secondly, even if investment was mainly import substituting, any scope
for some exports leads to an increase in the size of the market and
allows the utilization of a higher capital intensity technology.

According to Industry Minister (ex) Mr. Murasoli Maran, “foreign
investment is not considering only as a stock of capital but as something
that provides modern technology, modern management practices,
employment opportunities and a new market for products in India.
Moreover, it is essential, we have a gap between our savings and
investment rates. The gap can only by filled by FDI.” MNCs offer the
capital, international market access, and technology that India lacks, and
are therefore vital to remolding India as a strong and rapidly growing
economy. The FDI has proved to be resilient during financial crises. For
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instance, in East Asian countries, such investment was remarkably
stable during the global financial crises of 1997-98. In sharp contrast,
other forms of private capital flows – portfolio equity and debt flows,
and particularly short-term flows – were subject to large reversals
during the same period (Lipsey, 2001). This resilience of FDI during
financial crises was also evident during the Mexican crises of 1994-95:

In nutshell, important advantages of FDI may include the
following:

1. It helps increase the investment level and thereby the income
and employment in the host country.

2. FDI facilitates transfer of technology to the recipient country.
3. It may kindle managerial revolution in the recipient country

through professional management and the employment of
highly sophisticated management techniques.

4. Foreign capital may enable the country to increase its exports
and reduce import requirements.

5. Foreign investments may stimulate domestic enterprises
because to support their own operations, the foreign investors
may encourage and assist domestic suppliers and consuming
industries.

6. Foreign investment may also help increase competition and
break domestic monopolies.




