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Introduction

This report attempts to provide a broad overview of the policy environment with regard to foreign investment in India over the last decade, identifying the main policy changes that were implemented over this period. The paper looks into the recent changes in economic policy, the general macroeconomic environment prevailing in the 1990s and presents the trend and composition of foreign investment flows in India during this period. It also deals, in detail with the policy with regard to foreign investment, including restrictions that apply to foreign firms for entry and operation in India and the process (involving the state bureaucracy) of providing approvals to foreign investment proposals. The section ends by attempting to provide an evaluation of the foreign investment regime in India. 

Brief Overview of Macroeconomic Context 

Market size and growth

In terms of the overall market size of the economy (as measured by GDP at current market prices), in 2000-01, the GDP was around US$ 510 bn. A cursory look at Table 1 shows that the growth rate of both GDP and industrial production shows a decline to very moderate levels in the late 1990s after a brief spurt in the mid-1990s. [growth rates were low in early 1990s when the conventional IMF package of short-term stabilization was being implemented]. 

There has been a debate among economists centering on the growth performance of the economy post 1991 economic reforms. While the more popular view is that growth has accelerated after the implementation of the reforms package, Nagaraj (2000), after a more robust statistical analysis of growth rates of GDP and its various components [using data for 1980-2000] argues that there is no significant increase in the trend rate of growth of GDP in the 1990s, while a statistically significant decline in the secondary sector (all manufacturing) can be identified over the last decade, i.e. post reforms. 

Table 1: Growth rate of GDP and Industrial production in India (in percent)

	
	1993-94
	1994-95
	1995-96
	1996-97
	1997-98
	1998-99
	1999-2000
	2000-01

	GDP growth
	6.2
	7.8
	7.2
	7.8
	4.8
	6.6
	6.4
	5.2

	Growth in IIP
	6
	8.4
	12.7
	6.1
	6.6
	4.1
	6.7
	5.1


Source: RBI Annual Report, various issues

Isnt it necessary to refer the change in base year for calculating GDP

Rates of interest and inflation 

Rates of interest: Table 2 shows the movement of nominal interest rates of scheduled commercial banks in India over the 1990s. Over the 1980s, interest rates were regulated, the PLR of State Bank of India [the largest scheduled commercial bank] being pegged at about 16percent and that of Industrial Development Bank of India [IDBI, which is a term lending institution; also called a financial institution] pegged at 14percent. Domestic interest rates were raised sharply in mid-1991, as a result of the monetary contraction that was part of the International Monetary Fund (IMF) style ‘stabilization’ package. From mid-1992, however, interest rates were slowly brought down to lower levels, the declining trend continuing till early 1995. 

Table 2: Domestic Prime Lending Rates (in percent per annum)

	Effective dates
	Interest rates on credit over Rs. 2 lakhs

	April 13, 1991
	17.0 (minimum)

	July 4, 1991
	18.5 (minimum)

	October 9, 1991
	20.0 (minimum)

	April 22, 1992
	19.0 (minimum)

	October 9, 1992
	18.0 (minimum)

	April 8, 1993
	17.0 (minimum)

	June 24, 1993
	16.0 (minimum)

	October 18, 1994
	14.0

	November 1, 1994
	14.0

	February 10, 1995
	15.0

	April 18, 1995
	15.5

	October 1, 1995
	15.5

	July 2, 1996
	16.5

	August 20, 1996
	16.0-16.5

	October 21, 1996
	15.5-16 (12)

	April 16, 1997
	14-14.5 (11)

	June 26, 1997
	13.5-14 (10)

	October 21, 1997
	12.5-13.5 (9)

	January 16, 1998
	14.0-14.5 (11)

	March 18, 1998
	14.0-14.5 (10.5)

	April 2, 1998
	13.5-14.5 (10)

	April 29, 1998
	12.75-14.5 (9.0)

	August 20, 1998
	12.75-14.5 (9.0)

	October 30, 1998
	12.75-14.5 (9.0)

	March 1, 1999
	12.0-14.0 (8.0)

	April 20, 199
	12.0-14.0 (8.0)

	June 25, 1999
	12.0-13.5 (8.0)


N.B. From October 14, 1994, banks were free to set their own lending rates. The figures from October 14, 1994 are the PLRs of the 5 largest scheduled commercial banks. Figures in braces are the Bank Rates (BR). BR became an effective instrument for RBI from October 1997. Prior to that, it was fixed at 12percent (from 1991) and hence, is not shown in the table.

Source: RBI Annual Report, various issues
[image: image1.wmf]0

2

4

6

8

10

12

14

4/13/91

4/13/92

4/13/93

4/13/94

4/13/95

4/13/96

4/13/97

4/13/98

4/13/99

% per annum

Figure 1: Real Prime Lending Rates in India in the 1990s. (Figures in percent) 1 
1 Figures relate to the minimum PLR among the 5 major scheduled commercial banks during the period. Real interest rates were calculated using annual average inflation rates for manufactured goods.

Source: RBI Annual Report, various issues

Figure 1 should be placed below Table 3 as also suggested in the text

From October 1994, banks were allowed freedom to set their own lending rates for most categories of advances. As figures in Table 2 show, the declining trend in nominal interest rates was reversed in early 1995. This rise was, perhaps, a reflection of banks’ strategy; with recovery in industrial growth in 1994-95 and 1995-96 demand for credit from industry was also beginning to go up from around early 1995. 

Though Reserve Bank of India (RBI), in general, has tried to bring down the interest rate structure, its’ efforts were circumvented every time pressures of depreciation in the foreign exchange market forced it to raise short-term domestic interest rates [in order to encourage inflow of foreign exchange through banking channels as well as from exporters/importers]. 

Rates of Inflation: However, it is real rather than nominal interest rates that are of importance as far as economic activity is concerned. Table 3 shows different measures of inflation in the economy through the 1990s. Figure 1 plots the trends in movement of real interest rates using the average annual inflation rate of price of manufactured goods to derive the real rates. From 1995, the PLR figures in the figure refer to the minimum PLR of the five largest commercial banks in the country. As the figure shows, real interest rates remained high, at more than 8percent, through most of the 1990s - except for a brief period in 1994-95, when real rates declined to about 4-6percent. So, the decline in nominal rates in the later half of the 1990s were not accompanied by a decline in real rates as inflation rates, especially that for manufactured goods, fell sharply during that period. 

Table 3: Domestic inflation rates 1

	
	All commodities
	Manufactured products

	
	Point to point
	Average
	Point to point
	Average

	1990-91
	12.1
	10.3
	8.9
	8.4

	1991-92
	13.6
	13.7
	12.6
	11.3

	1992-93
	7.0
	10.0
	7.9
	10.9

	1993-94
	10.8
	8.3
	9.9
	7.8

	1994-95 2
	10.4
	10.9
	10.7
	10.5

	1995-962
	5.0
	7.8
	5.0
	9.1

	1996-972
	6.9
	6.4
	4.9
	4.1

	1997-98 
	5.3
	4.8
	4.0
	4.1

	 1998-992
	4.8
	6.9
	3.7
	4.5

	1999-2000
	605
	3.3
	2.4
	2.7

	2000-2001
	4.9
	7.2
	3.8
	3.3


1  Figures based on Wholesale Price Index calculated by RBI with base 1981-82 = 100

2 Figures from 1994-95 onwards are based on the new WPI series with 1993-94 = 100

Source: RBI Annual Reports, various issues
The high real rates of interest prevailing in the domestic economy creates a ‘cost of capital’ disadvantage for domestic enterprises, vis-à-vis their foreign competitors, headquartered in economies with lower interest rates, which can translate into a strategic disadvantage as well. Domestic business groups and chambers of commerce have, in fact, been complaining about the high cost of capital that they are facing over the last decade.

Investment Inflow (1992-2001)

After the liberalization of capital controls in 1991, there has been a substantial increase in the inflow of foreign investments into India. Table 4 gives the year-wise breakup of foreign investment inflows. Though the liberalization in the foreign investment regime for direct investment occurred in July 1991 and for portfolio investment in September 1992, foreign investment inflows picked up in earnest only from the last quarter of 1993. 

Table 4: Net foreign investment inflows into India in the 1990s, by category. (In mns of US$)

	Year
	91-92
	92-93
	93-94
	94-95
	95-96
	96-97
	97-98
	98-99
	99-00
	00-01

	Direct Investment
	129
	315
	586
	1314
	2144
	2821
	3557
	2462
	2155
	2339

	Portfolio Investment

 GDRs 1

 FIIs 2

 Offshore Funds & others
	4

-

-

4
	244

240

1

3
	3567

1520

1665

382
	3824

2082

1503

239
	2748

683

2009

56
	3312

1366

1926

20
	1828

645

979

204
	-61

270

-390

59
	3026

768

2135

123
	2760

831

1847

82



	Total 
	133
	559
	4153
	5138
	4892
	6133
	5385
	2401
	5099
	5181

	FDI as percent of total foreign investment inflow
	97.0
	56.4
	14.1
	25.6
	43.8
	46.0
	66.1
	102.5
	42.3
	53.3

	Total as percent of GDP 3
	0.05
	0.2
	1.8
	1.7
	1.5
	1.9
	1.3
	0.59
	1.02
	1.0


N.B. Figures from 1997-98 are provisional, especially the data on direct investments. Foreign investment as a share of GDP for 1998-99 has been calculated using the revised GDP estimates based on the new GDP series from 1994-95.

1 Represents amount raised by Indian corporates.

2 Represents fresh inflow of funds by FIIs.

3 Total inflow as percent of GDP in current market prices.

Source: BOP data from RBI Bulletin, various issues.
Total flows: Total foreign investment inflows from 1993-94 to 2000-2001 represented a substantial increase relative to inflows prior to the liberalization. During the period under study foreign investment inflows, as a share of GDP at current market prices, varied between 0.59 to 1.9percent of GDP and averaged 1.4percent of GDP. Total foreign investment inflows between 1992/93-2000/01 amounted to around US$39 bn, of which, 55percent was on account of portfolio flows and 45percent was by way of FDI inflows. While US$11.5 bn, came by way of FII investments, US$8.41 and US$1.17 bn came through GDR issues and investment from offshore funds respectively. Table 5 shows the sharp increase in the foreign investment inflow in the 1990s compared to the inflow prior to that. Despite the appreciable increase, however, foreign investment inflows into India during the 1990s, as a share of GDP, remained moderate in comparison to inflows into other developing countries (particularly in S.E. Asia)

Table 5: Balance of Payments: Pre-surge and surge period, India (Annual average in US$ mn)

	
	1985-86 to 1990-91
	1993-94 to 2000-2001

	Capital Account (total)

          Direct + portfolio investment

          Net Aid

          Net Commercial borrowing

          NRI deposits

          Other
	      7347

              209

              2525

              1945

              1917

              753
	      9077

             4773

             1048

             2306

             1654

             703

	Current Account
	      -7469
	      -3900

	Overall balance
	      -122
	      5168


Source: IMF (1995) for the figures of the 1980s and RBI Bulletin, various issues for that of the 1990s

Approved and inflows actual of FDI: After the liberalization of entry norms for foreign investors in India in 1991, FDI inflow into the economy has increased, especially in comparison to the levels of inflow experienced prior to 1991. Table 6 summarizes the industry-wise distribution of foreign collaboration approvals granted over the 1990s (between August 1, 1991 and August, 2001). The total approved amount of foreign direct investment in these proposals was Rs. 2663.3 bn. [This includes approved amounts towards GDR/FCCB issues for which Foreign Investment Promotion Board  (FIPB) approval was required]. Only about 8 industries accounted for about 70 percent of the approved FDI amount, signifying that FDI inflow has remained confined/concentrated within a few industrial sectors. 

 Table 6: Industry distribution of FDI approvals between 1991-2001 
	
	No. of Approvals
	Amount of FDI approved (Rs. mn)
	percent of total amount approved

	Industry
	Total
	Technical
	Financial
	
	

	Metallurgical industry
	660
	346
	314
	144,983
	5.44

	Fuels
	839
	264
	575
	754,289
	28.32

	           Power
	248
	19
	229
	372,739
	14

	           Oil Refinery
	247
	111
	136
	245,362
	9.21

	Computer software
	1930
	84
	1846
	568,29
	6.39

	Electronics
	459
	156
	303
	31,920
	1.2

	Telecommunications
	740
	123
	617
	531,109
	19.94

	Transportation industry
	1327
	559
	768
	190,066
	7.14

	Chemicals (other than fertilizer)
	1641
	789
	852
	124,472
	4.67

	Drugs
	454
	229
	225
	26,993
	1.01

	Textiles
	708
	147
	561
	33,830
	1.27

	Paper and pulp
	179
	63
	116
	32,163
	1.21

	Food processing
	813
	151
	662
	88,540
	3.32

	Services
	889
	51
	838
	164,613
	6.18

	        Financial services
	378
	8
	370
	112,537
	4.23

	Hotel & Tourism
	479
	155
	324
	48,006
	1.8

	Total
	19858
	6830
	13028
	2663356
	100


All approvals given between August 1991 and August 2001 have been included. Data Includes approvals given through FIPB for GDR/FCCB issues.

Source: SIA Newsletter, August 2001, Ministry of Industry, Government of India

Sector- and countrywise flow of FDI: Among the major sectors that attracted FDI inflow, telecom, power and refinery sectors are capital intensive [fixed capital intensive] in nature, while automobile, segments of electrical equipment sector (includes consumer electronics and white goods) and food products are consumer goods, either durables or non-durables. Table 7 shows the source country-wise distribution of FDI approvals. Top 5 source countries account for around 60 percent and top 10 source countries account for around 75 percent of total approved investments. However, it may be noted that the importance of Mauritius as a source country is due to the tax benefits that foreign firms have, because of bilateral treaty between India and Mauritius on double taxation. So, MNCs prefer to route their equity investments in India through holding companies incorporated in Mauritius. [several FIIs also take advantage of this]

Table 7: Distribution of FDI inflow approvals by source country

	Source Country
	Amount of FDI approved between 1991- 2001 1 (in Rupees mn)

	USA
	535,708.74

	Mauritius
	309,980.63

	UK 
	203,617.56

	Japan
	102,939.74

	South Korea
	97,555.34

	Germany 
	87,859.44

	Netherlands
	70,828.03

	Australia
	66,515.38

	France
	57,390.15

	Malaysia
	56,794.39

	Singapore
	47,313.68

	Italy
	47,038.94

	Israel
	42,358.94

	Belgium
	41,371.35

	Cayman Islands
	37,380.57

	Switzerland
	29,036.24

	Canada
	25,825.75

	Thailand
	24,594.05

	Hong Kong
	22,252.88

	Sweden
	19,079.79

	South Africa
	19,041.33

	Total 2
	2082,527.73


1 Approvals given between August 1991 and August 2001 has only been considered

2 Excludes approvals given for GDR/FCCB issues and NRI investments

Source: Secretariat of Industrial Assistance Newsletter, August 2001, Ministry of Industry, Government of India.

However, actual inflow of FDI over this period [1991-2000] has been about Rs. 893 bn [see Table 8], much lower than the total approved amount [about a third of approved amount]. Of this amount, Rs. 195 bn came by way of GDR/FCCB issues for which RBI/FIPB approvals were sought. If we leave this amount, because GDR/FCCB inflows are actually portfolio investments in domestic firms,
 the total actual FDI inflow would be about Rs. 700 bn.
 [Note that in US$ terms the actual net FDI inflow between 1991-92 and 2000-01 was US$17.8 bn; see Table 4]. Out of this, Rs. 81 bn came through investment by NRIs in various Non-Resident Indian Investment Schemes. The actual NRI investments would be larger, as NRIs also invested in other areas - apart from the categories, where foreign investments were reserved for them. 
Table 8: Actual FDI Inflow into India in the 1990s (in Rs. mn, except last row)

	
	1991
	1992
	1993
	1994
	1995
	1996
	1997
	1998
	1999
	2000

	Govt. Approval, FIPB, SIA
	1910
	4780
	9850
	15010
	38690
	57590
	101280
	82400
	61890
	63430

	RBI approval
	-
	480
	2410
	3630
	5300
	6200
	8670
	6110
	7610
	16920

	NRI Schemes operated by RBI
	1600
	1500
	5600
	11190
	19710
	20620
	10400
	3590
	3490
	3488

	GDR/FCCB
	-
	-
	-
	3070
	4500
	16450
	34360
	510
	67010
	69880

	Inflow on transfer of shares from resident to non-resident
	-
	-
	-
	-
	-
	3040
	9540
	40590
	19540
	28580

	Sub-Total
	3510
	6760
	17860
	32900
	68200
	103900
	164250
	133200
	159540
	174290

	Advance pending issue of shares under FIPB/SIA/

RBI approval
	-
	-
	-
	-
	-
	-
	-
	-
	9070
	19130

	Total 
	3510
	6750
	17870
	32890
	68200
	103890
	164250
	133400
	168680
	193420

	 In US$ mn
	144
	258
	583
	1048
	2172
	3021
	4579
	3377
	4016
	4502


Notes:

1. Amount of inflows raised through GDR/FCCB (Foreign Currency Convertible Bonds), against the FDI approvals accorded by FIPB during June 1994-December 2000, on the basis of information provided by RBI. GDR/FCB issues not requiring FIPB approval are not included.

2. Special NRI Schemes were administered by RBI from 1st January 1991. Schemes include 40percent, 100percent and 24percent schemes, air taxi, housing and real estate development and sick units.

3. Transfer of shares from resident to non-resident under Section 29 of FERA during January 1996 to December 2000.

Source: Exchange Control Department, Central Office, Mumbai, Reserve Bank of India, published in Secretariat of Industrial Assistance Newsletter, January 2001, Ministry of Commerce and Industry, Government of India.

The actual FDI inflow has also been concentrated in a few industries/sectors. Industry-wise distribution of the actual FDI inflow is not readily available. Gathering data from secondary sources, the author has estimated elsewhere (Saha, 2001) that till the end of 1999, soft drinks (including investments in downstream bottling operations), electric power generation (and some investment in electricity distribution), telecommunication services and telecom equipment manufacture, white goods and consumer electronics accounted for approximately Rs. 51 bn, Rs. 47 bn, Rs. 50 bn and Rs.19 bn [white goods and consumer electronics together], respectively of FDI inflow. These few sectors, together, accounted for about 34percent of the total actual FDI inflow, on account of MNC investments [i.e. leaving aside investment in NRI schemes], between 1991-1999. So, inward FDI, both in terms of investment proposals and actual inflow, has been concentrated in a few sectors of industry.

Cross-border Mergers & Acquisitions: Cross-border merger and acquisition has been a very important feature of inward FDI flow into India over the 1990s. Table 9 shows the relative importance of the various categories of ‘cross-border merger and acquisition’ in India between 1991-1998. Foreign direct investment, involving financial inflow of over Rs. 150 bn, financed cross-border M&A activity, either through acquisition of substantial equity stakes in existing ventures or through buy-out of real assets through asset sales. 

The total FDI inflow, apart from NRI investments, from 1991 till the end of 1998, amounted to Rs. 397 bn, which means that about 39.5 percent of the foreign direct investment made by MNCs came in to finance acquisition of equity stakes in existing enterprises. If we leave asset sales out of the calculations, the share comes to about 37.6 percent. Among the categories of cross-border M&As shown in Table 9, the most important in the early part of the 1990s was investment by foreign parents in erstwhile FCRC companies to raise their equity stake after the relaxation of restrictions on foreign equity investment imposed by FERA.

Table 9: FDI Inflow & Cross-border Acquisitions in India, 1991-December 1998

	Category
	Number of Cases
	Amount 

(Rs. Mn)
	Amount as percent of  Total

	Erstwhile FCRC companies 1
	80
	17348.6
	11.0

	To increase stake in Joint Ventures 2
	123
	54444
	34.7

	To acquire stake in Indian company 3
	155
	58682.9
	37.4

	Strategic alliance or portfolio investment 4
	85
	19103
	12.2

	Asset Sale 5
	15
	7495
	4.8

	Total
	458
	157073.5
	100


1 Denotes cases where FDI inflow financed rise in equity stake of foreign parents in their Indian subsidiaries, or the erstwhile Foreign Controlled Rupee Companies (FCRC).
2 Denotes cases where FDI inflow financed rise in equity stakes of foreign partners in their existing Joint Ventures with Indian promoter groups.
3 Denotes cases where FDI inflow financed acquisition of equity stake in by foreign companies in Indian firms, where they did not have any previous equity participation.
4 Denotes cases where FDI inflow financed acquisition of minority stake (less than 26percent) by foreign firms in Indian companies.
5 Denotes cases of asset sales (like brands or manufacturing assets) by Indian companies to foreign controlled firms.
Source: Saha (2001), Chapter 5.

Technology collaborations: A sectoral break-up of FDI inflow in India showed [as discussed earlier] that a large part of FDI inflow came into ‘medium’ or ‘low technology’ industries, in which case the positive externality arising from technology spillovers would also be limited. A liberal FDI regime might also weaken the bargaining position of domestic firms in the international technology licensing market, as foreign firms make equity participation a precondition for technology transfers. Data for India actually shows a very sharp increase in the share of technology-cum-financial collaborations approved in total foreign technology collaboration approvals [which includes foreign technology collaborations with or without financial collaboration] from in 1991 to in 2001. [see Table 10] 

Table 10: Number of technical and technical-cum-financial foreign collaborations in India

	
	1991
	1992
	1993
	1994
	1995
	1996
	1997
	1998
	1999
	2000

	Technical collaboration
	661
	828
	691
	792
	982
	744
	660
	595
	498
	418

	Technical-cum-financial collaboration
	289
	692
	785
	1062
	1355
	1559
	1665
	1191
	1726
	1726

	Total foreign collaboration
	950
	1520
	1476
	1854
	2337
	2303
	2325
	1786
	2224
	2144

	Row 3 as percent of row 4
	30.4
	45.5
	53.2
	57.3
	58.0
	67.7
	71.6
	66.7
	77.6
	80.5


Source: SIA Newsletter, October 2001, Ministry of Industry, Government of India

Balance of Payments: Capital and Current Accounts 

Table 11 shows the overall balance of payments data and composition of the total capital account in India over the 1990s. Average foreign investment inflows between 1993-2001 were more than 20 times the average levels between 1985-1991. However, this sharp increase in the level of foreign investment flows did not lead to an equally sharp increase in the total capital account surplus [i.e. net capital account inflows], because of offsetting declines in other components of the capital account, particularly in net aid flows and in net NRI Deposits
. The increase in foreign investment inflows, however, led to a change in the composition of the capital account, with foreign investment becoming a more important component of the capital account in the 1990s. 

Table 11: India’s Overall Balance of Payments (in US$ mn)

	
	91-92
	92-93
	93-94
	94-95
	95-96
	96-97
	97-98
	98-99
	99-00
	00-01

	Current Account Deficit
	1178
	3526
	1158
	2701
	5910
	4619
	5500
	4038
	4698
	2579

	Capital Account

	External Assistance, net
	3037
	1859
	1901
	1434
	883
	1109
	907
	820
	901
	427

	Commercial Borrowing, net
	1456
	-358
	607
	1029
	1275
	2848
	3999
	4362
	313
	4011

	Short term credit, net
	-515
	-1079
	-769
	330
	49
	838
	-96
	-748
	377
	105

	NRI Deposits, net
	290
	2001
	1205
	847
	1103
	3350
	1125
	1742
	1540
	2317

	Foreign Investment, net
	139
	555
	4235
	4895
	4805
	6153
	5390
	2412
	5191
	5102

	Rupee debt service
	-1240
	-878
	-1053
	-1050
	-952
	-727
	-767
	-802
	-711
	-617

	Other capital, net
	801
	866
	3709
	1321
	-3074
	-1565
	-714
	779
	2833
	-2322

	Total capital account
	3968
	2966
	9835
	8806
	4089
	12006
	9844
	8565
	10444
	9023

	Overall Balance
	2790
	-560
	8677
	6105
	-1221
	6793
	4511
	4222
	6402
	5856

	IMF, net
	786
	1288
	187
	-1146
	-1715
	-975
	-618
	-393
	-260
	-26

	Reserves and monetary gold (increase -, decrease +)
	-3576
	-728
	-8864
	-4959
	2936
	-5818
	-3893
	-3829
	-6142
	-5830

	Foreign investment as percent of total capital account surplus
	3.5
	18.7
	43.1
	55.6
	117.5
	51.2
	54.8
	28.2
	49.7
	56.54


Source: RBI Annual Reports, 1995-96 (for 1991-95) and 1998-99, for rest.

Foreign exchange rate: The RBI, over the period 1993/94-2000/01, intervened aggressively in the foreign exchange market, as a net buyer of foreign exchange. That had the effect of resisting the upward pressure on the exchange rate of the Rupee [thereby resisting an expansion of the current deficit]. Table 12 shows the nominal exchange rate of the Rupee against US dollar at end-March of each year during this period. As the figures indicate, RBI successfully prevented any nominal appreciation of the Rupee with respect to all major currencies. Over this period, it in fact, allowed a depreciation of the domestic currency to the extent of about 48 percent in nominal terms, with respect to the US$. However, in terms of the REER (Real Effective Exchange Rate), based on the 36-country ‘trade-weighted’ series published by the RBI
, the Rupee shows an appreciation of 12 percent between 1993-2001. If we look into the foreign exchange reserves of the RBI, between March 1993, and March 2001, it shows an accretion to the tune of about, US$32.5 bn. The foreign investment inflow during the same period stands at about US$39 bn, while the total capital account surplus during the period was about US$72.6 bn. 

Table 12: Exchange rate of Rupee & Foreign exchange reserves of RBI. 1
	
	1993
	1994
	1995
	1996
	1997
	1998
	1999
	2000
	2001

	Nominal exchange rate  ‘r’ 2
Rs./US $
	           31.5
	          31.4
	        31.44
	        34.35
	          35.9
	          39.5
	42.43
	43.62
	46.64

	Annual percent change in  ‘r’

 (- implies depreciation)
	_
	 0.32
	-0.13
	 -9.2
	-4.5
	-10.03                       
	-7.42
	-2.8
	-6.9

	REER 3
	59.15
	63.55
	63.2
	61.92
	65.87
	66.04
	68.33
	63.30
	66.46

	Reserves 4
	9.8
	19.25
	25.19
	21.70
	26.42
	29.38
	32.49 
	38.04
	42.28

	Changes in reserves 5
	0.6
	9.45
	5.94
	-3.49
	4.72
	2.96
	3.11
	5.55
	4.24


1 All data relate to March end figures for corresponding years

2 Nominal exchange rate of the Rupee in terms of 1 US$; RBI Reference Rate

3 36-country trade weighted Real Effective Exchange Rate published by RBI. Base 1985=100; a decrease in REER implies a real depreciation of the Rupee.

4 Foreign exchange reserves of RBI, in bns of US dollars. 

5 Change in foreign exchange reserves of RBI, over last year (in US $ bn)

Source: RBI Annual Reports, various issues
Savings and investment rates: But, such a strategy of reserve accumulation implies that current deficit remains low and the foreign investment inflows do not augment domestic savings to raise domestic investment rates. [Note that the domestic savings investment gap equals the current deficit]. Table 13 gives the gross domestic savings and investment rates and the trade and current account
 deficits, as a percentage of GDP at current market prices, that the economy has been running over the recent years. 

Table 13: Savings, Investment rates, Current Account (CAD) & Trade Deficit (TD); percent of GDP in current prices

	
	80-851
	85-901
	90-91
	91-92
	92-93
	93-94
	94-95
	95-96
	96-97
	97-98
	98-99 2
	99-00
	00-01

	Gross Domestic Savings
	20.6
	24.3
	22.8
	22.1
	22.5
	25
	25.5
	23.3
	24.7
	22.3
	22.3
	-

	Gross Domestic Investment
	23.1
	27.7
	23.4
	24
	23.1
	26.1
	27.2
	24.6
	26.2
	23.4
	23.3
	-

	CAD
	1.3
	2.2
	3.2
	0.5
	1.5
	0.5
	1.1
	1.8
	1.2
	1.3
	1.0
	1.0
	0.5

	TD
	3.4
	3.2
	3.2
	1.0
	2.0
	0.5
	1.4
	3.1
	3.7
	3.7
	3.2
	4
	3


1 Simple average of yearly figures.
2 Provisional Figures. Figures from 1996-97 onwards are based on the new series of GDP estimates being calculated from 1994-95, which gives a higher estimate of GDP compared to the old series.

Notes: 

1.  Difference between gross domestic savings and investment rates do not equal current deficit due to rounding off.

2.  CAD and TD figures for 1980s and 1990s are not strictly comparable, as the 1990s figures are reported according to the revised format suggested by the High Level Committee (constituted in November, 1991) on Balance of Payments, headed by Dr.C.Rangarajan. The trade deficit figures for the 1990s includes gold brought in by NRIs with baggage, with a contra entry in private transfers, and some non-customs defence related imports funded through bilateral debts. Therefore, TD and CAD in the 1990s, has an upward bias compared to the figures for the 1980s. (RBI Bulletin, August 1993, pp.1139-1180) 

Source: RBI Annual Reports, Economic Survey, Ministry of Finance, Government of India, various issues.

The figures show that between 1992-93 and 2000-01, the economy has been running, on an average, a current account deficit of only 1.1 percent of GDP. 
.

Overview of Main Policy Trends 

Economic Reforms in India

The ‘economic reforms’ or ‘economic liberalization’ program, which began to be implemented with the announcement of the New Economic Policy (NEP), included wide-ranging changes in industrial policy, trade policy and foreign investment policy, a redefinition of the role of the public sector in the economy and redesigning the architecture of the domestic financial system. These radical policy changes were, however, not strategy-driven (Bhaduri and Nayyar, 1996, pp.48-53). It was more a crisis-driven response. 

Background: Between late 1990 and the middle of 1991, the economy faced severe balance of payment difficulties, coming close to defaulting on its external payment obligations in January and June of 1991. In January 1991, the Government negotiated with the International Monetary Fund (IMF) for loans. What followed was the implementation of the conventional IMF-World Bank prescription of short-term ‘stabilization’, consisting of devaluation, temporary import compression, fiscal and monetary compression with a rise in interest rates, followed by more long-term ‘structural adjustment’ measures, seeking to restructure the domestic economy. The New Economic Policy, was an outcome of implementation of the ‘structural adjustment’ program.
 

Domestic Opinion: Though the initiation of the economic reform program was ‘crisis-driven’, it is also true that domestic opinion favouring a more liberal economic policy environment was building up over the 1980s. Concerns about inward looking trade regime, public sector inefficiencies and a restrictive industrial license policy (the ‘license-permit Raj’, in popular parlance) were being raised – generating a debate and rethinking on the development policy of the country [see Chaudhuri, 1998 for a review of the major debates]. These debates notwithstanding, the economic reform process was not a ‘planned-transition’, based on conscious rethinking by the State on the development strategy to be adopted. (Bhaduri and Nayyar, 1996, p.49) 

Benefits of FDI to Developing Countries: At this point it may be pertinent to point out that the voluminous literature of FDI posits that host-developing economies can benefit from FDI inflow mainly through three channels. Firstly, it is argued that greater foreign investment allows a developing economy to finance higher domestic investments. However, that can materialize only if the economy runs a larger current deficit so that domestic investment rate can be raised above domestic savings rate. But, recent experience calls for skepticism on the ability of developing economies to run large current deficits for prolonged periods without sending out signals of external sector vulnerability. 

The Indian experience: The Indian experience as discussed earlier also shows that higher foreign investment hardly translated into raising domestic investment rates. 

Secondly, FDI can have a positive effect on the host economy through inflow of advanced technology through the operation of foreign firms. However, technology transfer along with inward FDI flows is one of the several mechanisms through which a developing economy can access advanced technology. In several industries, where technology is relatively mature, a global market for technology exists – so that domestic enterprises can access such technologies through arms-length technology licensing arrangements without any financial collaboration with the foreign firm. In cases where domestic firms have acquired a certain degree of technological expertise, unbundling of technology collaboration from financial participation can help domestic enterprises retain management control. 

Thirdly, increased FDI inflow can have a positive effect on the host economy if foreign firms undertake substantial export activity from that economy. 

Unfortunately, there is nothing in the market mechanism or in the strategies of MNCs that will ensure that under a liberal foreign investment regime, a developing economy will only attract foreign investments that will have the positive externalities referred to above. FDI inflow can, for instance, be motivated by foreign firms’ intent to capture the domestic market – in which case the positive effects from export contribution hardly arises. FDI inflow can also be concentrated in low technology sectors or in sectors where indigenous technological capability is fairly well developed. 

Changes in Industrial Policy: The main industrial policy changes were as follows:

· Industrial licensing system was abolished except for a very short list of 18 industries [Appendix II of Statement on Industrial Policy, 1991], where compulsory licensing was retained. In many sectors within these 18 industries [like white goods and entertainment electronics], licensing was discontinued from 1993. 

· The MRTP Act (Monopolies and Restrictive Trade Practices Act) was amended to abolish ‘pre-investment scrutiny of the investment decisions of the MRTP companies’ [large firms with assets higher than the threshold limit as declared in the Act from time to time] and to obtain prior approval of central government for expansion, establishment of new undertakings, mergers, amalgamations and takeover’ of other firms by firms that came under the purview of MRTP Act. Though the MRTP Act was diluted, a new competition law has not yet been put in place, although some sectoral regulatory agencies [like TRAI, IRDA] have been performing functions that are very similar to that of a competition commission.

· The list of industries reserved for the public sector was reduced from 17 to 6. The privatization of state-owned enterprises has, however, been very slow and the Government has not been able to meet its targets for divestment of Government stake in SOEs. Unlike in many other developing economies, particularly in Latin America and Eastern Europe, FDI inflow into India has not been driven by privatization and sale of SOEs to foreign investors

· Norms for foreign technological and financial collaboration was considerably liberalized and foreign firms were allowed greater freedom to enter and operate in the economy. 

Financial Liberalisation: Financial liberalization has been the other important cornerstone of the economic reform program. It followed the well-known path of deregulation of capital markets and banks, deregulation of interest rates, withdrawal of credit targeting and interest subsidies, introduction of stricter accounting norms in the banking sector [following the Basle Standards] and integration of domestic financial markets with the global financial system through liberalization of capital controls to allow greater freedom for cross-border capital flows. All this, again, can be expected to have effects on the domestic industry by affecting cost of capital and availability of financing.

Membership in International and Regional Trade Arrangements
India was a signatory in WTO, since its inception in 1995. Certain policies of trade liberalization has been driven by WTO restrictions, the most recent being the removal of Quantitative Restrictions on imports from April 2001 after India lost a dispute with the USA in WTO7. The industrial policy changes, particularly the discontinuance of the licensing system, freed business firms to pursue their own investment and expansion strategies without being restricted by the licensing requirements. However, simultaneous lowering of trade barriers and liberalization of foreign investment regime, allowing foreign firms to enter and operate in the domestic economy, exposed domestic firms to significant foreign competition. India, as a SAARC member, is also part of SAFTA (South Asian Free Trade Arrangement) – however, there has not been much development in dismantling barriers to trade between the SAFTA member countries as yet.

Capital Controls: Capital Account Liberalization

GDR issues by domestic firms: Indian companies were allowed to raise capital in overseas markets, by issuing Global Depository Receipts (GDRs) from 1992. Inflows through GDR issues are considered by the Ministry of Industry as part of FDI inflow and are, hence, subject to the limits/sectoral caps according to the FDI policy. GDR issues, not falling within the automatic FDI approval category, therefore, have to seek FIPB approval prior to the issue.9 Indian companies were also permitted to raise debt from the international market through External Commercial Borrowings (ECBs). Debt issues however were more regulated with a prior RBI permission necessary10. RBI set overall limits on the level of aggregate ECBs and borrowings beyond the stipulated limit were not allowed. 

Other capital account liberalization measures: Though capital controls were considerably liberalized for inflows of foreign capital, either in the form of direct investment or portfolio investment, restrictions continued to exist for outflows on the capital account, especially for domestic residents, the domestic non-banking corporate sector and the banking sector. The norms for outward foreign direct investment by Indian companies were also much more stringent than inward investment rules. The limits and conditions under which Indian companies could invest abroad [outward FDI] are discussed below (Guidelines, as existing in May 2001).

Indian companies investing in Wholly Owned Subsidiaries (WOS) and Joint Ventures (JV) abroad are given automatic approval by RBI, if the investment is– 

1. Less than US$30 mn for investment in SAARC countries, US$15 mn11 for investment elsewhere and Rs. 1200 mn for investment in Nepal and Bhutan for a period of three years.

2. Less than 25 percent of the annual average export/foreign exchange earnings of the Indian firm in the preceding three years.

3. Funded out of GDR proceeds (upto 100 percent of GDR issue) or out of Export Earners Foreign Currency (EEFC) Account balances upto US$ 15 mn12
Automatic approval: Automatic approval is subject to the condition that the full amount of the investment13 has to be repatriated by way of dividends, royalty, technical fees etc., within a period of 5 years from the date of first remittance of equity to the foreign concern. Only one such automatic approval (for a single proposal) is provided for a company within a block of three years. (Government of India, 1999) The investment norms were liberalized further in 1999-2000 by raising the limit for automatic approval for outward FDI to US$50 mn (instead of US$15 mn, as indicated above) and further on in 2000-2001, to US$50 mn every year (instead of every three years). The limit for external investment by computer software companies with export/ foreign exchange earnings was raised to a higher level of US$100 mn in a block of three years (RBI Annual Report, 1999-2000 and RBI Press Notification, no. 2000-2001/1225, dated March 2, 2001).

Case-by-case approvals: Investments, not eligible for automatic approval, are approved on a case-by-case basis. The RBI notification states that investments beyond US$15 mn (revised to US$50 mn from 1999-2000) can be approved only in exceptional circumstances, where the company has a strong track record of exports or there are other compelling benefits for the Indian company (Government of India, 1999). The outward FDI regime is, therefore, much more stringent than the inward FDI regime. The clause subjecting Indian overseas investment to full repatriation of the invested amount within five years, by way of dividend, technical fee etc., is particularly restrictive. It precludes aggressive investment behavior by Indian companies in overseas markets as they are under pressure to generate profits within a short period of investing in overseas markets. 

Trade Liberalisation: Apart from the domestic corporate sector, capital controls were liberalized for other domestic economic agents as well, but very cautiously mostly well into the second half of 1990s. Exporters were permitted to retain their export earnings abroad for upto 180 days before repatriating it14. Exporters and importers were also allowed to take forward cover for their trade-related transactions [either forward sale or purchase of foreign exchange] in the foreign exchange market, on the basis of business projections and documents substantiating the trade-related transaction. Though, trade-related transactions continue to be the basis of exporters/importers’ participation in the foreign exchange market, the limited freedom allowed does enable them to take ‘positions’ with respect to their foreign currency exposure, depending on their expectations [or speculations] about movements of the domestic currency. This also established a link between the current account and the capital account.

Liberalisation in the Banking Sector: The domestic banking sector was allowed limited freedom on their capital account transactions. They could borrow or to invest up to 15 percent of their Tier I capital abroad. They were also allowed to engage in swap transactions15 in the foreign exchange market without seeking prior RBI approval. Banks could also maintain open positions16 with respect to their foreign currency exposure, within limits [called ‘gap limits’] specified by the RBI for each bank. This limited freedom allowed to banks also enabled them to engage in arbitraging between the domestic money market and foreign exchange market, thus, forging links between two segments of the financial system17 (RBI Annual Report, various issues). Exporters, importers and domestic commercial banks, thus, participated in the foreign exchange market, their transactions being guided, at least in part, by arbitraging motives and driven by expectations about movement of the exchange rate of domestic currency. This, it may be mentioned here, is essential to lend depth and liquidity to the foreign exchange market.

Foreign Institutional Investments: In September 1992, [RBI notification dated September 14] the foreign investment by foreign institutional investors (FIIs) in securities in India were allowed.  

Table 14: Significant regulatory changes involving FII investments in India over 1990s

	Date
	Regulatory change

	14 September, 1992
	RBI notification permitting FII investment in Indian securities

	December 1993
	FIIs allowed to invest in the new schemes of mutual funds

	May 1994
	Companies allowed to issue preferential equity to FIIs

	14 November, 1995
	SEBI (FII) Regulations, 1995 introduced; SEBI levies a registration fee of US$10,000 per sub-account of an FII for registering as an approved FII for a period of five years.

	9 October, 1996
	The category of eligible FIIs expanded to include university funds, endowments, foundations or charitable trusts or charitable societies. FIIs were also allowed to invest in warrants of unlisted firms.

	19 November 1996
	FIIs permitted to invest upto 100 percent of funds of dedicated ‘debt’ sub-accounts in debt securities. Previously only 30 percent of the total investment could be put into debt instruments.

	20 April, 1998
	FIIs allowed to invest in dated Government securities; also allowed to lend securities through approved intermediaries.

	18 May, 1998
	FIIs allowed to invest in Treasury Bills

	30 June, 1998
	FIIs allowed to invest in derivatives listed in recognized stock exchanges; also allowed to invest in unlisted debt securities

	31 March, 1999
	FIIs allowed forward foreign exchange cover on their investments (full amount) remitted after 31 March 1999. The total amount of outstanding investments that can be hedged, however, was limited to 15 percent on outstanding investments of an FII and an additional 15 percent, on a case by case basis after RBI approval.

	6 April, 1999
	FIIs allowed to participate in open offers in accordance with SEBI Takeover Code, 1997


Source: SEBI (1995), and newspaper reports retrieved from VANS, various dates
Approved categories of FIIs were allowed to engage in purchase and trading of securities in the country and were given full rights to repatriate their capital and income/profits. The regulations were amended a number of times over the 1990s, allowing greater freedom to FIIs for their operations (SEBI, 1995). Table 14 above details significant steps in the gradual relaxation of norms governing FII investments in the country over the 1990s.

Fiscal Regime for FIIs: Initially, FIIs were also given favourable tax treatment compared to Indian investors with respect to taxation of dividend income and capital gains arising from their trading in securities. The favourable tax treatment prevailed right from the announcement of the entry norms for FIIs. FIIs were taxed at 20 percent on income received from securities, 10 percent on long-term capital gains20 and 30 percent on short-term capital gains realized from trading of securities. In contrast, the tax rate on long-term capital gains was 46 percent for domestic companies (23 percent for venture capital funds) and that on short-term capital gains was 51.75 percent for widely held domestic companies and 57.5 percent for closely held domestic companies. The rates on investment income were the same as the ones on short-term capital gains. The FII tax rates were also lower than those applicable for NRI investments. Many of these asymmetries were eventually addressed, by lowering the tax rates for domestic companies and NRI investors to bring them at par with the rates applicable to FII investors in 1996-97. (VANS, various dates)

Investment Policy Audit

Liberalisation of Inward Foreign Direct Inflow
Very few industries are actually out of bounds for foreign direct investment under the present policy. Defence and strategic industries, agriculture (including plantation), and broadcasting are few sectors where FDI is not allowed. In some sectors like insurance, FDI upto 26 percent foreign equity participation has been allowed only recently. In other sectors, like telecommunication services (paging, cellular mobile and basic services), direct FDI participation is allowed only to the extent of 49 percent of the paid-up capital of licensees. Therefore, under the current policy regime, there are, for foreign direct investors, three broad categories of industries. In a very small set of industries, foreign direct investment is not allowed at all; in another small category, foreign investment is permitted only till a specified level of foreign equity participation; and finally a third category, comprising the overwhelming bulk of industrial sectors, where foreign investment upto 100 percent equity participation by the foreign investor is allowed. The third category has two subsets – one subset consisting of sectors where automatic approval is granted for foreign direct investment (often foreign equity participation less than 100 percent) and the other consisting of sectors where prior approval from the FIPB is required. 

Entry and Establishment
Currently, foreign investors are allowed to set up a liaison office, representative office, wholly or partially owned subsidiary (or joint venture) in India. Here we discuss the entry restrictions and the changes in the regulations governing FDI (defined to include all investment where foreign investor owns greater than 10 percent of the paid-up capital of a company registered in India).

The Statement on Industrial Policy (Government of India, 1991), made foreign direct investment in 34 industries (listed in Annex III of Statement on Industrial Policy, 1991) eligible for automatic approval upto a foreign equity participation level of 51percent of the paid-up capital of a company. The automatic approval was, however, conditional on the requirement that capital goods imports be financed out of foreign equity inflow and dividend repatriation be balanced by export earnings over a period of time [though the time period was not stated in the Policy Statement; these restrictions, moreover were further liberalized subsequently]. 

The new policy [announced in 1991] was far more liberal in comparison with the then existing policy, FERA [Foreign Exchange Regulation Act], that limited foreign equity participation to a maximum of 40percent, except in very few special cases. (Chaudhuri, 1977) The policy revision, therefore, was important more in terms of the change in the level of control allowed to foreign firms over their Indian operations. The foreign direct investment policy has undergone a number of changes over the 1990s, with a further expansion of the list of industries eligible for automatic approval upto 51 percent foreign equity participation and a general movement towards further liberalization of the foreign investment regime. Without going into an enumeration of these changes, we are studying in somewhat greater detail the policy regime governing foreign investment, as it existed in August 2001 [see Manual on Industrial Policy and Procedures, Secretariat of Industrial Assistance, Ministry of Industry, Government of India, 2001, available at www.nic.in/indmin].

Registration Procedure
Foreign investors setting up operations in India has to register themselves with the Registrar of Companies [just like domestic investors]. Tax holidays and other such special incentives are available for investment in certain sectors, [like infrastructure projects] but those policies are sector specific and apply to domestic investment in those sectors as well. Incentives have been rule-based to a large extent. [the most important exception was perhaps the grant of ‘guaranteed return’ at excessive levels to the ‘fast track’ power projects promoted by foreign investors in the early 1990s; such policies were, however, discontinued after series of protests by civil society and litigation in courts] However, lobbying (both by domestic interest opposed to entry of foreign firms and by foreign firms attracted to investing in the country) has played a role in setting the rules/policies regarding entry of foreign firms. Notable among them being the intense lobbying that was witnessed when the telecom or the insurance sector was being opened. 

Routes of Approval: There are two procedural routes currently available for approval of foreign direct investment proposals. All investment proposals, except those listed below, are eligible for automatic approval, which is given by the Reserve Bank of India. Currently, in areas where automatic approval is applicable, investors are even allowed to make the investment prior to seeking RBI approval with the statutory requirement that they inform the concerned RBI Department within a month of remitting the investment. 

The cases not eligible for automatic approval are – 

1. Proposals where investment is in Annexure II21 industries, i.e. those requiring compulsory industrial licensing. There are 6 industries in Annexure II, including distillation and brewing of alcoholic drinks, manufacture of cigars & cigarettes, electronic aerospace and defence equipment, industrial explosives, hazardous chemicals and drugs and pharmaceuticals.

2. Proposals where 24 percent or more foreign equity investment is being sought to be made in units manufacturing items reserved for the small-scale sector [if FDI beyond 24 percent is made in such SSI units, the unit looses its SSI status and has to take a license and undertake to export 50percent of production] and where FDI investment falls under the restrictions imposed due to ‘locational policy’ of the Industrial Policy.

3. Proposals where the foreign collaborator has a previous tie-up/venture in India.

4. Cases that involve the acquisition of shares of existing Indian companies [only cases involving transfer of existing shares from residents to non-residents; so cases where foreign investor gets higher equity stake through preferential issue of shares by its subsidiary does not come under this provision].

The Government notifies different lists of industries, through Gazette notifications, for which automatic approval is to be granted upto 51 percent, 74 percent and 100 percent foreign equity participation. Drugs and pharmaceuticals (bulk drugs, their intermediates and formulations, except those produced by use of recombinant DNA technology) is, for example, in the 74 percent list, roads and highways, ports and harbours is in the 100percent list, according to the policy announced in February 2000. In 1991, only the 51 percent list was there – the original list of 34 industries was expanded to include other industries and new lists of industries, eligible for automatic approval for foreign equity participation upto 74percent and 100percent, were created over the 1990s. These lists were also altered a number of times over the 1990s, to transfer industries in the 51 percent list to the 74 percent or 100 percent list. (e.g., advertisement industry was transferred from the 51 percent to the 74 percent list) In general, the direction of change has been towards a more liberal regime.

FDI proposals, which do not fall within these notified lists [for automatic approval] or fall under categories 1-4 above, are required to go through the second procedural route. Such proposals are scrutinized by the Foreign Investment Promotion Board (FIPB) for approval. The FIPB is a single window facility made available to foreign investors for seeking approval. Before each proposal is considered in the FIPB, the comments and observations (concurrence or opposition) of the concerned administrative ministry/ministries [for instance, a FDI proposal in oil refining would come under jurisdiction of Petroleum Ministry] on the proposal are made available to the FIPB. The FIPB follows some general guidelines in taking its decisions. One important guideline relates to proposals where the foreign investor already has an existing tie-up/joint-venture operating in India or the foreign company wishes to acquire shares in existing Indian companies. In such cases, a no-objection certificate from the Indian partner of the existing venture or a resolution adopted in the Annual General Meeting of the company’s shareholders approving the investment by the foreign collaborator is essential to get a FIPB approval. Therefore, in instances where the domestic promoter/majority shareholders are unwilling to cede or reduce equity control, domestic companies are adequately protected from hostile takeover attempts by foreign investors. In general, FIPB approval is granted easily if the ministries, having administrative jurisdiction over the concerned industry, do not have any objection to the proposal. In cases where such objection exists, FIPB has to deliberate and arrive at a decision. In cases, where the foreign investment amount is less than Rs. 6 bn, the Ministry of Industry approves the FDI proposal directly on the basis of the recommendation of FIPB and in cases where the proposed investment is greater than Rs. 6 bn, [or when FIPB refers a proposal with investment less than Rs.6 bn to CCFI] the proposals are given final approval by the Cabinet Committee on Foreign Investments (CCFI). 

Special Provisions: In addition to the general policies on FDI, certain special provisions have been made for direct investment by Non-Resident Indians (NRI) and Overseas Corporate Bodies (OCBs), where NRIs hold at least 60percent equity. NRI/OCBs are allowed to invest upto 100 percent equity in air taxi operations and civil aviation, where the general limit for FDI is 40 percent.22 NRI investments are also allowed in housing and real estate, where general foreign investors are not allowed to invest. NRI investment in housing/real estate, however, carries restrictions of a 3-year lock-in period for the investment and a limit of 16 percent on dividend repatriation. NRI investments are also allowed in sick industries, for the purpose of revival of those units.

Requirements for foreign technology collaborations: Along with the liberalization of rules governing FDI, norms for foreign technology collaboration [with or without equity participation of the foreign collaborator], payment of technology fees, royalties on technology, brands or copyrights have also been made very liberal. Foreign firms, for instance, obtained an automatic right over their international brands in the Indian market from 1992 onwards after the provision, requiring foreign firms to seek special Government permission for using their international brands in the domestic market was revoked. [recall that when PepsiCo launched soft drinks in India in 1989-90, it had to use the Lehar-Pepsi brand name] A royalty payment of 2 percent for exports and 1 percent for domestic sales is also allowed under automatic RBI approval for use of trademark or brand name of any foreign firm without technology transfer.

Currently, the Reserve Bank of India, through its regional offices, accords automatic approval to all industries for foreign technology collaboration agreements subject to:

1. lump sum payments not exceeding US$2 mn; 

2. royalty payable being limited to 5 percent for domestic sales and 8 pe cent for exports, subject to a total payment of 8 pe cent on sales over a 10 year period; 

3. the period for payment of royalty not exceeding 7 years from the date of commencement of commercial production, or 10 years from the date of agreement, whichever is earlier (The aforesaid royalty limits are net of taxes and are calculated according to standard conditions);

4. Payment of royalty upto 8percent on exports and 5 percent on domestic sales by wholly owned subsidiaries to offshore parent companies is allowed under the automatic route without any restriction on the duration of royalty payments.

For technology collaboration arrangements not covered under the above categories and for cases of collaboration in industries requiring compulsory licensing or in sectors reserved for small-scale enterprises, approval is required from the Ministry of Industry of Government of India. [Information from Manual on Industrial Policy and Procedures, available at SIA website, http://indmin.nic.in]

Although there is some amount of pre-investment scrutiny by the Government, foreign firms operating in India are given ‘national treatment’, post-entry, except that the incidence of corporate tax is higher [48 percent as compared to 35 percent for domestic firms].

Repatriation of Profits
Foreign direct investors have, moreover, been allowed full repatriability of their investment capital and the income/dividend generated therefrom, except in cases where dividend balancing conditions applied. In 22 industries, FDI approval was accompanied by dividend balancing conditionalities, whereby the foreign investor has to balance the dividend repatriated over a 7-year period [from date of remittance] with export earnings, either through export of products manufactured by the investor in India or products sourced from other producers23. The 22 sectors were all consumer goods industries, including white goods, entertainment electronics, motor cars, leather manufacturing/processing and footwear manufacturing, soft drinks and carbonated water, food products (including dairy and bakery products), tea, coffee, wood products/furniture, spirits and wine, tobacco products and manufacture of sugar, common salt and hydrogenated oil (Annexure VI to ‘Manual on Industrial Policy and Procedures in India’). 

Dividend balancing has, however, been discontinued from end 2000. Apart from the dividend balancing condition, FDI approval through the automatic route does not involve imposition of any other conditionality, unless a sector-specific guideline imposes anything additional.24 

Investment Facilitation Initiatives/Institutions
The Government has also taken steps to smoothen the process of investment facilitation. The Industry ministry website of Government of India has all relevant information regarding the policies and restrictions on FDI. Approval (where one is required) is granted through the single-window facility, FIPB – where foreign investors can send proposals even through the Internet. The status of any application is conveyed within 30 working days [the status can be either accepted, rejected or ‘put on hold’, which implies that the FIPB could not resolve the issue in its meeting] However, investors also need to get other statutory approvals, including environmental clearance, clearance for land acquisition (many of these clearances are given by the state-level government departments) and approvals from sectoral regulatory agencies (like Insurance Regulatory Development Agency for insurance, Telecom Regulatory Authority of India for telecom service, Telecom Evaluation Committee for telecom equipment, etc.) if the investment is in those sectors. These statutory clearances are, however, required for domestic investors as well. It is often argued that the procedural impediments faced by foreign investors in getting these clearances from different levels of bureaucracy is acute, but it needs to be realized that these factors affect domestic investments as well. 

Institutions: The FIPB and other facilitation agencies in the Industry Ministry of Central Government help and guide foreign investors in getting the approvals and all large projects are monitored by the Ministry of Industry [Foreign Investment Implementation Authority has been set up around late 1990s to liase with other Government agencies whose statutory clearances are essential before project implementation can begin and to look into any problems being faced by investors] to smoothen their actual implementation. 

There are also Country focus windows, within Industry Ministry, [of Central Government] for countries with sizeable investment interest in India. At present, the Focus Window covers countries such as USA, Germany, France, Switzerland, UK, Australia, Japan and Korea. For each focus window a senior officer in the Department provides facilitation and assistance.

However, FDI approval by the FIPB can be accompanied by other conditions, imposed on the recommendation of concerned ministries, like export obligations, local content requirements [imposed, for instance, in motor cars and automobile sector till it was revoked after an adverse WTO ruling in 2001 after US registered a complaint], restriction on import of capital goods, imposition of a floor on foreign equity investment [to have adequately capitalized domestic operations] etc.

Evaluation of the foreign investment policy regime in India in the 1990s

Objectives of Liberalization of Foreign Direct Investment Regime

Official pronouncements on liberalization of FDI policy justified the move on the basis of ‘structural’ benefits of long-term nature that would accrue to the economy from a more liberal policy regime. As the Statement on Industrial Policy, 1991, noted –

‘Foreign investment would bring in attendant advantages of technology transfer, marketing expertise, introduction of modern managerial techniques and new possibilities for promotion of exports. This is particularly necessary in the changing global scenario of industrial and economic co-operation marked by mobility of capital. The Government will therefore welcome foreign investment, which is in the interest of the country’s industrial development’. 

It goes on to say that,  

‘In order to invite foreign investment in high priority industries, requiring large investments and advanced technology, it has been decided to provide approval for direct investment upto 51 percent foreign equity in such industries’.  (Government of India, 1991, p.4) [Emphasis mine]'

Argument for liberalisation

Any discussion about the general macroeconomic environment prevailing in India over the decade of the 1990s must begin with a brief understanding of the economic reforms package being implemented since 1991, since it has defined the direction of policy change and has led to significant changes in the external environment that several economic agents in the country, particularly business enterprises, have faced over this period. 

The liberalization of foreign direct investment policies was justified on the basis of argument that FDI inflows in a liberal regime would benefit the economy by providing access to advanced technology, create export opportunities and finance the large investment requirements of many sectors of domestic economy. 

The current policies with regard to inward FDI flow can be argued to be very liberal. Though bulk of the actual FDI inflow has come in through the FIPB (i.e. route requiring prior approval from the Government), it may be noted that FIPB has turned down very few investment proposals. Although it is not often realized, in several cases, the design of public policy even discriminated in favour of foreign firms and against the interest of domestic enterprises. 

In telecom service sector, for instance, where private sector entry began to be allowed from the 1990s only, foreign financial collaboration was made mandatory for all private sector entrants through the terms and conditions imposed during the bidding for license for the new operators – thus ruling out any domestic firms from participating in the bidding process without a financial collaboration with a foreign partner.

The role of the state governments in attracting FDI

The Government has been trying, all through the 1990s, to attract FDI inflows and targets are set both with regard to specific sectors and total FDI inflow. Though the approval authority for foreign investments is limited to Central Government agencies, state level governments also play an important role in attracting investments, through promotions in various industry forum and offering incentives like local tax waivers, subsidized provision of various services or smoother process of investment facilitation. [There was intense competition between State-level governments in attracting investments in automobile industry through competitive offering of incentives like sales tax waiver; Ford, for instance, got a 15-year local sales tax holiday from the Tamil Nadu Government] 

FDI Performance in India 

But, we noted that FDI inflow in India (as a share of GDP) has been much more modest than many other developing countries and has remained concentrated in a few sectors. The willingness of foreign investors to undertake investments in any host country would depend on several factors, apart from the investor friendly nature of the policy regime – for instance, the attractiveness of the host country market and the global strategies of MNCs would also shape their investment location decisions. 

Moreover, it was also noted that FDI inflow in India in the 1990s has been associated with a significant incidence of cross-border merger and acquisition leading to shift of control over domestic enterprises to foreign firms. To what extent that is a desirable outcome needs to be addressed. More importantly, the reasons for the inability of domestic enterprises to compete with entrant foreign firms need to be analyzed in greater detail.

 While inefficiencies leading to high cost structures, technological obsolescence can make domestic firms uncompetitive in the face of foreign competition, the inability to compete can also arise from asymmetrical access to financial resources between foreign and domestic firms [both in terms of cost of capital as well as the quantum of investible financial resources] and the resultant asymmetry in their ability to finance strategic investments required to succeed in industries with oligopolistic market structure. Only that would enable a more meaningful evaluation of the effect of FDI inflow on the domestic economy over the last decade.
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� Inflows on account of GDR/FCCB issues are classified as portfolio investments in the RBI BoP Statistics, but Ministry of Industry Statistics show the inflow on account of GDR/FCCB issues, for which FIPB approval was sought, as FDI inflows.


� Indian Rupee figures have been used because the data at source gives it in INR. Equivalent US$ figures have not been provided because conversion would be sensitive to the exchange rate of the Rupee used. 


� There was a substantial decline in net aid flows during 1991-98. Net NRI Deposits also declined, but to a much lesser extent.


� The 36-contry trade weighted REER is the trade weighted average of real exchange rates of the Indian Rupee vis-a-vis currencies of the 36 most-important trading partners of the country. The real exchange rates between Indian Rupee and the various currencies are calculated on the basis of nominal exchange rates and the inflation differential [the Indian inflation rate used being that based on the WPI]. An increase in the REER suggests a real appreciation.


� Current Account deficit is equal to the domestic savings-investment gap and signifies the net transfer of foreign financial resources into the economy.


� However, it is not clear whether, external compulsions through World Bank-IMF conditionalities, would have forced the Government to go the ‘whole hog', as it actually did, in embracing the new policy package, though a tactical acceptance of the ‘conditionalities’ was almost a sine-qua-non (Bhaduri and Nayyar, 1996, pp.48-53).
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