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International Investment

• Peter Drucker observes that “Increasingly world investment rather than world 

trade will be driving the international economy. Exchange rates, taxes, and 

legal rules will become more important than wage rates and tariffs”.

• Types of Foreign Investment
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Types of foreign investment:

� FDI refers to investment in a foreign country where the investor 
retains control over the investment. It typically takes the form of 
starting a subsidiary, acquiring a stake in an existing firm or 
starting a joint venture in the foreign country. Direct investment 
and management of the firms concerned normally go together. 
It refers to investments in real assets like factories, sales offices 
etc. by foreign firms.

� Portfolio investment refers to where the investor uses his capital 
in order to get a return on it, but has not much control over the 
use of the capital. It refers to cross border transactions in bonds 
and equities 

� GDRs / ADRs and FCCBs are instruments issued by Indian 
companies in foreign markets for mobilizing foreign capital by 
facilitating portfolio investment by foreigners in Indian securities 

�

Types of foreign Investment
� A depository receipt is a negotiable certificate denominated in US 

dollars in case of ADRs, that represents a non US company’s publicly 
traded local currency (Indian Rupee) shares.

� DRs are created when the local currency shares of an Indian company 
are delivered to the depository’s custodian bank, against which the 
Depository Bank issues DRs in US dollars.

� FDIs are governed by long term considerations as the investments 
cannot be easily liquidated while portfolio investments can be easily 
liquidated and are influenced by short term gains. 

� There are three motives of FDI ie resources seeking, market seeking 
and efficiency seeking ie. (low cost of production due to cheap labor). 
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• According to the International Monetary Fund’s Balance of 
Payments Manual 5, FDI is that category of international 
investment that reflects the objective of obtaining a lasting 
interest by a resident entity in one economy in an enterprise 
resident in another economy. 

– The lasting interest implies the existence of a long-term relationship 
between the direct investor and the enterprise and a significant degree of 
influence by the investor in the management of the enterprise.

• Institutional investors on the other hand are specialized financial 
intermediaries managing savings collectively on behalf of 
investors, especially small investors, towards specific objectives 
in terms of risk, returns, and maturity of claims.

Caps can be of three types:

• i) a separate cap on FDI,

• ii) a separate cap on FII, and

• iii) a composite caps on FDI and FII combined together.

Separate caps on FDI and FII, in turn, can be of five types:

• I) ban on both FDI and FII (e.g. lottery business, gambling and 
betting),

• II) non-zero separate caps on both FDI and FII ([e.g., DTH-
broadcasting]), [DTH has composite ceiling of 49% with a sub-
ceiling for FDI at 20 per cent]

• III) a composite non-zero cap on FDI and FII (banking – 74%, 
insurance – 26%),

• IV) ban on FDI with a non-zero cap on FII (e.g., retail trading), 
and

• V) ban on FII with a non-zero cap on FDI (e.g. print media).
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Significance of Foreign Investment
• Foreign capital facilitates essential imports required for carrying out 

development programmes, like capital goods, know-how, raw 
materials and other inputs and even consumer goods which might not 
be indigenously available.

• When export earnings are insufficient to finance vital imports, foreign 
capital could reduce the foreign exchange gap.

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

• As long as foreign investment raises productivity, it would benefit 
domestic labor in the form of increased real wages, consumers in case 
if foreign investment is cost reducing in a particular industry, the 
consumers might gain through lower product prices; government if 
the increase in production and foreign trade increases the fiscal 
revenue of the government. 

• Foreign investment brings about four “E”s – efficiency, equity, 
experience and expertise.

Significance of Foreign Direct Investment
• Helps increase the investment level and thereby the income and 

employment in the host country.

• It facilitates transfer of technology to the recipient country,

• It may kindle a managerial revolution in the recipient country through 
professional management and employment of highly sophisticated 
management techniques.

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

• Foreign investment might stimulate domestic enterprises to perform 
better and increase competition and break domestic monopolies. 

For developing countries, FDI has the following advantages:

• FDI shifts the burden of risk of an investment from domestic to foreign 
investors.

• Repayments are linked to profitability of the underlying investment, 
whereas under debt financing the borrowed funds must be serviced 
regardless of project costs.

• FDI is the only capital inflow strongly associated with higher GDP 
growth 
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Criticism against Foreign Capital

• Foreign capital tends to flow to the high profit areas rather 
than to the priority sectors.

• Technology imported might not be adapted to the needs of 
the customers.

• MNCs could undermine economic autonomy and control and 
their activities might not be in favor of national interests.

• Foreign investment could have unfavorable effect on the 
Balance of Payments of a country if the outflow is higher due 
to payment of royalty etc.

• Foreign investors at times engage in unfair practices and 
unethical trade practices.

• Foreign investment could result in minimizing / eliminating 
competition and facilitate creation of monopolistic structure.

Factors affecting International Investment

– Resources: Availability and therefore exploitation of resources in the host 
country. 

– Markets: FDI largely flows to the countries which have large markets with 
comparatively good infrastructure and political stability.

– Efficiency: Low cost of production, derived from cheap labor is the driving 
force of many FDIs in developing countries. 

– Rate of interest: Difference in the rate of interest acts as a stimuli to 
attracting foreign investment. Capital has a tendency to move from a 
country with a low rate of interest to a country where interest rate is 
higher.

– Profitability: Private foreign capital is largely influenced by the profit 
motive. It is attracted to countries where the return on investment is 
higher.

– Economic conditions: Economic conditions particularly market potential 
and infrastructural facilities influence foreign investment.

– Government Policies and Political Factors: Policies encouraging FIIS and 
FDIs and a stable Government largely encourages the movement of 
foreign capital into the country
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Foreign Investment in India

Direct foreign investment in India was adversely affected by the following 
factors:

• Public sector was assigned a dominant position in the important industries 
and thus the scope of private investment, both domestic and foreign was 
limited.

• When public sector enterprises needed foreign technology or investment, 
there was a preference for the foreign government sources.

• Government policy towards foreign capital was selective. Foreign investment 
was normally permitted in high technology industries in priority areas and in 
export oriented industries.

• Foreign equity participation was normally subject to a ceiling or 40%.

• Payment of dividends abroad, etc. as well as inward remittances were subject 
to stringent laws 

• Corporate taxation was high and tax laws and procedures were complex. 
These factors either limited the scope of or discouraged foreign investment in 
India.

Foreign Investment in India
Government Policy:
� Pre 1991, India was following a very restrictive policy towards foreign capital and 

technology. Foreign collaboration was permitted only in fields of high priority and in 
areas where the import of foreign technology was necessary. The government had 
issued list of industries where:
◦ Foreign investment may be permitted
◦ Only foreign technical collaboration (but no foreign investment) may be permitted.
◦ No foreign collaboration (financial or technical) was considered necessary.
◦ The government policy on foreign equity participation was thus selective. Technical 

collaborations were to be considered on the basis of annual royalty payments 
which were linked with the value of total production.

� The Foreign Exchange Regulation Act, 1973 served as a tool for implementing the 
national policy on foreign private investment in India. The FERA empowered the RBI 
to regulate or exercise direct control over the activities of foreign companies and 
foreign nationals in India. . According to FERA, non residents, foreign students 
resident in India and foreign companies required the permission of RBI to accept 
appointment as agents or technical management advisors in India. 

� The trading, commercial and industrial activities in India of persons resident abroad, 
foreign citizens in India and foreign companies were regulated by FERA. They had to 
obtain permission from RBI for carrying on in India any activity of a trading, 
commercial or industrial nature. 
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Foreign Investment in India
The New Policy: 
� Foreign investment in most of the industries is now eligible for automatic approval 

route. Under the automatic route, the foreign investor has to inform RBI within 30 
days of bringing the FDI and again within 30 days of issue of shares.

� Until Dec 1996, only 36 industries were eligible for automatic approval of FDI upto 
51% of the total equity. The automatic route has been subsequently expanded 
significantly and now there are different categories of industries on the basis of the 
ceiling of foreign equity participation:

� Industries in which FDI does not exceed 26%
� Industries in which FDI does not exceed 49%
� Industries in which FDI does not exceed 51%
� Industries in which FDI does not exceed 74%
� Industries in which 100% foreign equity is permitted.

In Feb 2000, Government placed all items under the automatic route for FDI / NRI/ OCB 
investment except for a small negative list which includes the following:

� Items requiring industrial license 
� Foreign investment being more than 24% in the equity capital of units manufacturing 

reserved for small scale sector
� Proposals having previous venture / tie-up in India with foreign collaborator
� Proposals relating to acquisition of shares in existing Indian company by foreign / NRI 

/ OCB investor

Foreign Investment in India
• Subject to sectoral policies, the automatic route would be available to all 

foreign and NRI investors with the facility to bring in 100 FDI / NRI / OCB 
investment. All proposals for investment in public sector units would qualify 
for automatic approval.

• All other proposals which do not conform to the guidelines for Automatic 
Approval are considered by the FIPB. The FIPB thereafter would recommend 
the proposal to the Government.

For technical collaborations there are two routes:

• Automatic approval by RBI is available for any proposal with lumpsum 
payment not exceeding USD 2 million and royalty of upto 5% on domestic 
sales and 8% on exports

• In all other cases the Project Approval Board considers the proposals and 
makes recommendations to the Industry Ministry.

Other measures which encourage foreign investment include:

• Ending the government monopoly in insurance

• Opening up of the banking sector

• Divesting public enterprises 

• Establishment of a Foreign Investment Implementation Authority (FIIA) to 
ensure that approvals for foreign investments are processed fast.
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FII Investments:

Indian stock market was opened in 1992-93 and since then there has been a significant 
increase in FII investments. According to the regulations, FIIs may invest in:

• Securities in the primary and secondary markets including shares, debentures and 
warrants of companies listed on a recognized stock exchange in India and Units of 
schemes floated by domestic funds including UTI, whether listed on a recognized 
stock exchange or not.

• FIIs can invest only up to 24 per cent of the paid up capital of the Indian company 
whereas for NRIs and PIOs this ceiling is kept up to 10 per cent. However for 
investment in public sector banks, including the State Bank of India the limit is 20 per 
cent of the paid up capital. 

• The ceiling of 24 per cent for FII investment can be raised up to sectoral cap/statutory 
ceiling, if it is approved by the board and the general body of the company through a 
special resolution. Similarly the ceiling limit for NRIs and PIOs can be raised to 24% 
from 10% if it is approved by the general body of the company passing a resolution to 
that effect.

• The ceiling for FIIs is independent of the ceiling of 10/24 per cent for NRIs/PIOs.

Foreign Investments by Indian Companies:

• Until 1991, Indian companies made very little investments 
abroad. However, subsequent to the opening of the economy 
and the growing competition at home, many Indian companies 
have been planning for a major thrust abroad. Foreign 
investment, both in Greenfield enterprises and mergers and 
acquisitions, is a part of the globalization strategy of many Indian 
companies. Direct investments abroad by Indian companies 
recorded a strong growth.

• RBI had liberalized overseas investment norms for Indian 
corporates some time back. Indian corporates are allowed to 
invest directly in equity of their joint ventures abroad and or 
wholly owned subsidiaries upto a limit of USD 100 million 
annually. The norms allow industries, except banking and real 
estates. 


