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Introduction

In the immediate post-war period, stimulated by the success of the Soviet Union, most developing countries pursued a policy of investment-led growth. The emphasis was on increasing the investment rate and not on the productivity of investment. To their dismay, many of the developing economies found that higher investment (which represents a sacrifice of current consumption) did not lead to high growth as many were faced with declining investment productivity. Of late, developing economies have shifted their focus from the absolute level of investment to the productivity of investment. The most important shift in this regard has been a move to trade liberalisation. In addition, most developing countries now welcome Foreign Direct Investment (FDI) as an important factor, which contributes to economic growth through technology transfer and efficiency improvement.

The developing countries have always felt that their investment needs are far greater than what can be realised through domestic savings. As a result, most of the countries have been open to foreign saving to meet their investment needs. By and large, they have a clear preference towards official/private debt flows than foreign private capital in the form of FDI. Nationalists wished to build strong home-grown champions and feared FDI would erode sovereignty and culture. Out of the net long-term resource flows to developing countries, FDI initially constituted only a small portion in comparison to official/private debt flows. However, the situation has changed drastically in the 1990s: debt flows have virtually stagnated while FDI flows have increased five-fold from US $ 36 billion in 1991 to US $ 178 billion in 2000. Today, FDI flows contribute more resources to the developing countries than the debt flows.

With the global debt crisis of the 1980s, developing economies realised the dangers of debt finance. One distinct disadvantage of debt finance is that it creates fixed debt-servicing obligations. During the debt crisis, even when the borrowing agency was a private entity, government had to eventually come to its rescue for maintaining the credibility of the country. The growing volume of FDI, the stagnating volume of debt flows, the servicing aspect of debt finance, and technology spillover resulting from FDI flows—all have contributed to the current policy shift of the developing countries towards FDI. The developing economies have also realised that in case of foreign investment, equity needs to be serviced only if profits are made. Furthermore, the success stories of export-led growth led by FDI in the Newly Industrialised Economics (NIEs) has showed the developing economies the benefits of FDI. Today, most countries now welcome FDI.

In recent years, the developing countries have not only become permissive to FDI but have welcomed it and are now competing to attract it. As a result, the period has been characterised by liberalisation of investment regimes. Restrictions on the entry and operations of foreign branches and affiliates have been considerably reduced or eliminated. Investors are increasingly allowed to freely transfer their profits and capital, while guarantees of non-expropriation and free transfer of funds are now common. Also, settlement of investment disputes through arbitration is increasingly accepted. Overall, the environment has become much more conducive to a greater inflow of FDI. 

The extent to which FDI contributes to the host economy by generating employment or engendering technology transfer depends on a number of macroeconomic and policy factors. These may vary across sectors in the economy depending on their existing capabilities and productivity levels so that FDI may generate growth and development in some sectors while having neutral or negative effects in others. Governments can enhance the benefits of FDI through a policy framework that creates development incentives for firms within a market structure. Competition policy and strong sectoral regulatory policies, taxation among others are likely to increase the domestic benefits of FDI. Policies focused on building domestic capabilities are also extremely important, such as education and training, policies to encourage technological upgrading and entrepreneurship. 

In the light of these trends, the ‘Investment for Development’ project endeavours to study the investment regimes of selected developing countries and transition economies and build capacity on investment policy. The emphasis is on co-operation between countries and within and between regions, sharing information and experience and engendering joint initiatives. This two-year project, launched in September 2001, is being conducted by the Consumer Unity and Trust Society (CUTS), in collaboration with the United Nations Conference on Trade and Development (UNCTAD) and is supported by the Department for International Development (DFID), UK. The project involves fact-finding and advocacy work on investment regimes in seven developing and transition economies, namely, Bangladesh, Brazil, Hungary, India, South Africa, Tanzania and Zambia. In this endeavour, CUTS has chosen National Council of Applied Economic Research (New Delhi) as the partner organisation in India for this project 


In achieving this goal, the domestic issues cannot be overlooked. Nor one can ignore the concerns and fears of different stakeholder groups e.g. consumers, workers, and investors. Apart from domestic issues, the goal of the project also incorporates examining the crucial international issues, which affect investment environment in developing countries. In other words, one of the objectives of the project is to look at the WTO (World Trade Organisation) issues, to address the concerns of developing countries regarding the WTO agenda, and to discuss the strategies that could be adopted by them and argue the merits or demerits of an International Investment Agreements (IIA) at the WTO.


To achieve the above goals, a National Reference Group (NRG) has been formed in each of the selected developing countries of the IFD project to provide a sounding board and quality check on the research outputs. To be specific, the NRG is expected to serve the following functions:

· to monitor the quality and content of research outputs generated;

· to create a sounding board which could be used for advocacy on foreign investment regimes in these countries;  

· to discuss IIA and the investment issues at the WTO and deliberate on strategies to be adopted by developing countries at international forums; and

· Above all, to attract attention to the project at a national level.

The constituents of the NRG in India are the following: 

1. Parliamentarians and/ or Politicians;

2. Officials from key national and sub-national government/ministries, namely, trade/ industry/ commerce/ finance etc;

3. Government agencies and other quasi-governmental bodies relevant to investment issues, viz.. Investment Promotion Agencies;

4. Business representatives e.g. Chambers of Commerce;

5. Civil society organisations with an interest in economic issues (trade unions)

6. Academics and other experts, especially economists and lawyers;

7. Media.

Chapter 1

Investment Policy, Performance and Perceptions in India
In the past, India was not very receptive, if not completely hostile, to foreign private capital. Nationalists wished to build strong homegrown champions and feared foreign direct investment would erode sovereignty and culture. Today, such fears look vastly overblown, and the government of India has been trying hard these days to attract FDI. This is definitely a positive development.  

However, FDI flows in India (as a share of GDP) have been much more modest than many other developing countries.  India’s glaring failure obviously warrants introspection. On paper, the current policies with regard to inward FDI flow in India can be argued to be very liberal. Post-entry, foreign firms are afforded national treatment in general. The differential treatment is limited to a few entry rules spelling out the proportion of equity that the foreign firm can hold in an Indian (registered) company or business. There are few banned sectors (like lotteries & gaming and legal services) and some sectors with limits on foreign equity proportion. The equity limits for foreign investment in sectors are quite explicit and well known. Over the years, sectoral caps on foreign equity participation have been relaxed, for instance, with the introduction of new automobile policy, 100% equity participation has been allowed in manufacture of automobile and component industry. Till now, there has not been a case of back tract, i.e. a reduction in the limit of foreign equity participation for any industry.

The procedural route has now been made more simple and non-discriminatory. There exists sector specific incentives, but they are also accorded to domestic investors. To a large extent, incentives have been made transparent and rule-based. 

However, investment climate in India is far less than satisfactory as reflected by the huge difference between the approved and actual inflows of FDI. Though on paper the regime is liberal, the system does not work as it is supposed to because of delays, complexities, obfuscation, overlapping jurisdictions and endless request for more information, which frustrate the foreign investors.  To be specific, the delays faced by foreign investors are not at the stage of FDI approval per se, but at the state level, as project reach the crucial implementation stage. 

According to the feedback of the stakeholders, bureaucracy and red tape topped the list of investor concerns. Approximately, only 20 percent of FDI approvals translate into actual investment. This implies that the initial enthusiasm to invest peters out by the time companies actually go through the process. According to investor’s feedback, environmental clearances and legal work, are still time-consuming. 

Of the three stages of a project, namely general approval, clearance and implementation, the second was the most oppressive. The dividing line between the central and state governments in the treatment of foreign investors could undermine the FDI promotion efforts of the central government. To some extent, the present Indian federal structure where many of the clearance authorities are the state government adds to procedural delays. By and large, bureaucracy is quite unhelpful in extending the infrastructural facilities to any project that is being set up.  It is important to note that weak credibility of regulatory systems and multiple and conflicting roles of agencies and government can have a more adverse impact on new FDI investors than on domestic investors. 

Of course, of late, India has done well in attracting FDI flows. But the consensus opinion of the stack-holders is that given her size, there is significant leverage for increasing the FDI flows. The sectors that have received most of the FDI flows are the IT industry, automobile sector, chemicals, and power. However, what emerges from our study is that while FDI flows have definitely contributed positively in the IT and the automobile sectors, the same is not true of power sector where the experience can be described as a failure. 

By and large, the civil society group is in agreement that FDI brings in valuable new technologies as well as management techniques, improves the access to world markets, and increases the competitiveness of the economy. It is generally believed that the local firms would gain from the spill-over effect with the entry of MNEs. Indeed our surveys of local firms have revealed that they are now more conscious to adopt new management techniques, new technologies and improve qualities.

The consensus opinion of the civil society group is that India is losing out as a attractive destination of FDI in comparison to other countries due to the bureaucracy, and non-transparent regulatory environment leading to bureaucratic hassles and corruption. Understandably, the policy framework needs to be re-oriented in terms of transparency and simplifying bureaucratic procedures. Of course, the present state of infrastructural facilities is a stumbling block for increasing the FDI flows. 

It is encouraging to note that all the stakeholders are now positively inclined towards FDI. Specially, the local firms, who are mostly likely to face competition from foreign investors, are now positively disposed towards FDI. This is indeed a good sign. Now, they also want the government to take a very pro-active stand to maximise the benefits from FDI.

Chapter 2

Summary of NRG Meetings


The participants in the two previous NRG meetings deliberated on the preliminary Investment Performance and Perceptions report pertaining to India. The delegates discussed extensively on FDI policy in the context of India, and WTO in those two meetings.  Below, we summarise briefly the principal issues that have emerged from these two meetings.  

2.1. Effect of FDI on the Indian economy


Till date, the level of FDI flow is too low in India to have any positive or negative impact. Therefore, the focus should be on means to increase the domestic investment, with FDI supplementing India’s need for capital. However in some crucial priority sectors where domestic investment is not forthcoming, FDI is very much needed to relieve capital constraints. Since FDI has started to flow in significantly by Indian standard only in the last five/six years, India has had little time to assimilate the technology that has flown in with FDI--- within four to five years, India has had to absorb a range of new technology which has been very difficult. As a result, technology that has flown in is outdated. It would be wrong on our part to blame FDI for this.

Another reason for the absence of visible impact of FDI in India is due to the departure of many foreign investors midway in the project implementation stage as a result of excessive/ bad governance. Therefore, the NRG opines, the interference from the government should be reduced. In this context, good examples are software and automobile sectors where interference from the government is minimum, FDI flows have been large and there have been few departures.


The NRG is not unanimous regarding the benefit of globalisation—some have argued that it would affect the poor more adversely than others. Like-wise, FDI affects, the disquieting voice argues, domestic capital adversely because the rate of return on domestic capital falls when FDI flows in. So as foreign investment rises, domestic investment falls. In this context, developing countries in general and India in particular should encourage foreign investment in small volumes, which energise the domestic industries but do not harm them. Foreign investment should not be seen differently from domestic investment: they are two sides of the same coin. Of course, high rates of investment are badly needed in India. An important factor to recognise is that FDI in appropriate sectors will lead to faster and sustainable development.

The benefits of FDI would not reach all the people of the country. Till date, FDI has come only in big cities. There has been positive impact of FDI on IT and telecom, which are consumed by rich people but not in power that is used by everybody. So far, not much has come in agriculture or rural industries. However, it was pointed out that there is very little FDI in agriculture, because we never wanted it in agriculture. It needs changing of rules. 

2.2. Investment in the WTO context

India has performed well on the issues of commodity trade at the WTO, but the NRG considers that she lacks clear policy or direction on issues of investment. The principal reason for this state of affairs could be the dearth of proper analyses on different clauses of WTO agreements and their implications for India. Everyone agrees about the importance of understanding the different clauses of WTO. Also, it is equally important to comprehend the investment issues properly. 


The Organisation of Economic Co-operation and Development (OECD) introduced a Multilateral Agreement on Investment (MAI) to deal with the expropriation issues. On the other hand, because of political considerations, some argued, the European Union (EU) proposed an International Investment Agreements (IIA) at the WTO. In the above issues, there are differences among several countries of the EU. Expectedly, if a few developed countries could not reach an agreement on these issues, it would be then even more difficult to reach an agreement involving many more countries. 

2.3. Investment and Competition at the WTO-India’s Approach

The linkage between trade and investment is a difficult issue. There have been arguments that India already has an investment agreement in GATS. But, it is correct to say that commitment in GATS is not for commercial presence but liberalisation in particular services. 

There is an important role for competition policy in the development context. It promotes growth of markets. There is considerable amount of confusion regarding what is competition. It relates business and practices. It affects access to goods and services. Business practices are to some extent culturally determined. Competition policy, the NRG argues, has to consider this angle and determine how exactly the government should intervene in the market place. The interference between competition and regulation is yet another important issue. Some of the participants argued that regulators should not always proceed in a competitive manner. 

In the NRG meetings, there were arguments for and against a competition policy at the international level. The following possible options in this regard were discussed.

· Soft Law – as we find in international financial sector comprising of codes and guidelines. These are present in accounting, banking and securities markets regulation.

· Hard law – a TRIPS-type approach where we decide to have some minimum standards that the countries would be required to maintain.

· Intermediate solutions – GATS-type approach, where countries would be given the options in terms of adopting different types of provisions as well as making sectors subject to competition law progressively.

The general agreement is that the government has to clearly define its objectives and priorities while talking about competition or investment at the WTO. It should also be prepared to make trade-offs to maximise its gain from the overall negotiation process rather than sticking to any particular point on any issue.

2.4. Regulatory Reforms and FDI

The debate in the NRG meetings centre around the need for regulatory reform for increasing the pace of FDI flows to India. The broad emerging view in the discussion is that reservation in the small scale industry (SSI), rigidity in labour laws, weak bankruptcy laws, weak infrastructure, cumbersome procedures, existing cap on foreign equity holding, absence of strategic sales of public utilities to foreign companies, and above all high transaction costs,---all have contributed towards lower than expected FDI flows into India. 

Foreign/Indian investors’ perception in doing business in India is also quite negative leading to general apathy in investment in industry. Bureaucratic delays, inconsistent and unpredictable standards, cumbersome documentation, lack of sectoral policies in some infrastructure sectors have retarded FDI flows to India.

Role of regulatory reforms in enhancing FDI is limited, but very important. It must be kept in mind that the regulatory reforms mean ‘changes that improve regulatory quality - enhance performance, cost effectiveness - legal quality regulation - revision of single regulation, scrapping/ building of new regulatory regime, improvement of processes for making regulation’. Therefore, there is a need to examine every aspect of regulation keeping in mind this definition.  

It was noted that telecom is the only sector that is witnessing true liberalisation. Though halting and still with distortions, it is bestowing consumer benefits and attracting massive domestic and foreign investment. It is also the only sector that is spurring domestic indigenous products and world-class enterprises, enabling introduction of electronic governance, commerce, education and promoting impressive growth of soft-ware exports. It has also witnessed corporatisation (eg. Bharat Sanchar) and disinvestment (Hindustan Telephones Limited, Videsh Sanchar Nigam Limited, Mahanagar Telephone Nigam Limited) necessitating frequent changes in policy and law. 

2.5. FDI Flows: Approval vis-à-vis Actual

Since the mid-1990s there has been a decline in FDI approvals and actual inflows in India. In China also, there has been a difference between FDI approvals and actual inflows but, the fructification rate as well as the rate of decline in FDI approvals is found to be much lower in India. The analysis of the determinants of FDI fructification showed that there is a relationship between rate of fructification and the size of the firm. That is, while the probability of contract failure declines with size, beyond a certain level, size of the local firm might reduce the probability of FDI fructification. This suggests that the prevalence of FDI with a view to take-over the local firm and the approved FDI did not fructify because the large local firms resist the take-over move. Given the fact that FDI inflows in the form of Mergers and Acquisitions (M&A) are likely to have adverse impact on the overall growth and development and such inflows undermines the fructification rate, there appears to be the need for appropriate change in our policy framework to discourage FDI investments involving M&As. 

It was also noted that the probability of FDI fructification increases if the cases involve non-resident Indian (NRI) participation. This underlines the need for tapping the NRIs for promoting FDI inflow. In this regard India needs to draw lessons from the Chinese experiment wherein there have been a series of policy initiatives specifically meant to attract the overseas Chinese.  Another important finding related to the role of experience of the local firm in influencing FDI fructification. The result tends to suggest that the probability of FDI fructification increases with prior experience of the local firms in dealing with the foreign firms. 

2.6. FDI and the Infrastructure Sector
Infrastructure is the basic underlying framework of facilities through which goods and services are provided to the public. This can be categorized into:

Physical infrastructure: power generation, transmission and distribution; telecommunications; port handling facilities; transportation (roadways, railways, airways and water transportation); water supply and sewage disposal; irrigation; urban mass transport systems and other urban infrastructure. 

Social infrastructure: human resources, including organizational skills, technical expertise, educational levels, health and social services. 

In the 1990s, India has been facing severe resource constraints in financing infrastructure.  Two most important reasons being the lack of government financial resources and the decline in concessional aid (both bilateral and multilateral) for infrastructure projects. Consequently, India has looked towards FDI as a means of financing its infrastructure. However, the absolute amount of FDI inflows in India in general and in the infrastructural sectors in particular has been very small. Among the infrastructure sectors, only telecom has made the desired progress in the country after liberalisation. Foreign investors do not appear to be interested in other sectors. 

A good legal framework, the NRG considers, is a prime condition for attracting foreign direct investors because these investments are huge and involve long gestation periods. Another important requirement is good governance as such investments tend to have a long gestation and payback periods and hence are perhaps more susceptible to political and ideological vagaries. It is also necessary to ensure long term continuity of policies and to establish a regulatory mechanism for healthy development and monitoring of projects. The emphasis should be on new forms of partnerships like contracting out or management contracts, private financing of public facilities, leasing, joint ventures, build-operate-transfer (BOT) schemes and privatisation. The multilateral agencies can also play a crucial role here. The UNIDO can play a role here by creating an enabling environment for the fruition of such a business, through policy advice, guidelines and capability building. This could include the establishment of the basic legal framework for private financing of infrastructure (PFI) projects, the preparation of a standard concession agreement, establishment of procurement rules and procedures, the bidding documents and bid evaluation.


The need to distinguish between private and foreign investment in infrastructure has been debated. Foreign investment policy has nothing special about investment in infrastructure. We have not been able to promote domestic private investment in the sector. Conditions that facilitate private investment would attract investment regardless of origin. Creating conditions for private investment in infrastructure requires viability of business propositions. Collectivity of potential revenues is crucial here. There has to be a fair and transparent regulatory regime. The subsidy mechanisms also need to be transparent.   

Foreign providers may bring in technology along with funds. More importantly they will also bring in experience of building and maintaining infrastructure facilities. Thus given relative lack of domestic capital and lack of experience, infrastructure has to be opened up to foreign investment. 

2.7. Civil Society Concerns of FDI


Some of the NRG members felt that though domestic savings in India are increasing, the capital formation is declining in the recent years. FDI is not complementing domestic savings and is not beneficial in the long run due to repatriation of profits and flight of capital. It has been opined that FDI is leading to outflow of funds from the country. FDI has mainly gone into buying out companies, into equity and into buying of shares. FDI could, however, show an increase in the growth rate in the short run. There was unanimity that bad governance is the crux of the issue and unless it is tackled effectively, the situation could not improve. 

The civil society perceives that FDI brings technology, efficient management techniques, and also improves competitiveness and access to the world markets. Overall, civil society considers that FDI is desirable. From the local firms’ perspective, IT sector has responded to arrival of FDI in a more positive way than the other sectors. Civil society suggestions include support for local business to upgrade technology, as they also want better competition, regulation and reforms in labour legislation. There are conflicts, as on the one hand they want more freedom for themselves and, on the other hand they want to impose restrictions.

Chapter 3

List of Actions/ Recommendations for Government

· Enhance domestic environment for attracting foreign as well as domestic investments by reducing business cost in India

· Create an enabling environment for foreign investment in the infrastructure sectors by establishing a good transparent regulatory framework

· Encourage states to enact a special investment law pertaining to infrastructure to expedite all investment in infrastructure sectors

· Domestic policy reforms in the power sector, urban infrastructure and real estate and de-control/de-licensing should be expedited to promote private, domestic and foreign investment

· Need for a sound competition policy and more importantly, a capable implementation body

· Establish an institutional base for attracting and regulating investments

· Sectoral FDI caps should be reduced to the minimum and entry barriers eliminated

· To attract FDI, the broad approach should be one of targeting specific companies in specific sectors

· Develop the Special Economic Zones (SEZ) as the most competitive destination for export related FDI in the world, by simplifying applicable laws, rules and administrative procedures and reducing red tape levels

· Enact a Foreign Investment Promotion Law (FIPL) that incorporates and integrates aspects relevant to promotion of FDI

· Foreign Investment Promotion Board (FIPB) should be encouraged to give initial central level approvals where possible

· Change government’s Rules of Business to empower Foreign Investment Implementation Authority to expedite the processing of administrative and policy approvals

· Reorient the policy framework in terms of transparency, simpler bureaucratic procedures

· Establish a regulatory mechanism for healthy development and monitoring of projects

· Improve database of FDI

· Remove reservation in the small scale industry (SSI)

·  Introduce exist policy for labour laws

·  Strengthen bankruptcy laws

Chapter 4

List of Actions/ Recommendations for Civil Society

· Reduce bureaucratic interference, and the regulatory environment and thereby eliminating bureaucratic hassles and corruption to make India as an attractive destination of FDI

· Reduce wherever possible, the role of discretionary power of the government officials
· Enhance infrastructural facilities
· Raise awareness and stimulate national debate on investment issues

· Build capacity of civil society on investment issues

· Easier policy for entry/exit  rules for firms

· Strengthen the environmental, labour, sectoral and Intellectual Property Right Regulations

· On the one hand, civil society want a more liberal policy regime and, on the other, they want to impose restrictions on foreign investors in terms of job creation, technology/skill  transfer, export commitments, etc. These conflicting views have to be resolved. 
· Reduce delays in environmental clearances and legal work

Chapter 5

List of actions/ recommendations for 

International Governmental Organisations

· Play a crucial role in helping out the Indian government in privatisation, and facilitating new forms of partnerships like contracting out or management contracts, private financing of public facilities, leasing, joint ventures, build-operate-transfer (BOT) schemes in infrastructure sectors 

· UNIDO can play an important role in creating an enabling environment for the fruition of such a business, through policy advice, guidelines and capability building. This includes the establishment of the basic legal framework for Private Financing of Infrastructure (PFI) projects, the preparation of a standard concession agreement, establishment of procurement rules and procedures, the bidding documents and bid evaluation.

· Enhance micro-level expertise in drafting good investment policies

· Disseminate database for effective policy analysis

· Address the concerns of developing countries regarding the WTO agenda, and discuss the strategies that could be adopted by them and argue the merits and demerits of an International Investment Agreements (IIA) at the WTO
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