mmm———— 0T LU T

08 January 2020

e o & bt O
X 4 g8 B IR T TR T R
N o ooy T L YRR Y L et e DA .
g T S e R e e =
PG BT =

40

NAGESH KUMAR

Foreign Direct and Portfolio Investments
‘ Flows and Development
A Perspe‘ctivev’n Indian Experience e
C2e\Z

Do w0 Sk A
Tg..@ @mw ‘ %I’U‘h’” iam et wﬁrg t’pw*qwabc

The Context € o SO0 MY Z Bl § AT PTT foe)e

r-l’

LS D\—

. Foreign capital flows have emerged as key channels of global
economic integration all across the world over the past two decades.
While foreign direct investment (FDI) flows have been undertaken for
a long time by multinational enterprises (MNEs) in the course of their
overseas expansion, foreign portfolio investments (FPIs) representing

(equity and debt flows Wnaccompanied by management control have

become hlghly visible and often dominant components of the foreign

capital flows in recent years with the rise of foreign institutional
investors (FIIs) and sovezgguvgal];h_ﬁlndm the horizon that seek to
make quick returns through short-term speculative activities abroad.

FDI flows represent longer-term investments made abroad bringing
together with capital and entrepreneurship, technology and managerial
kfiow how and sometimes even market access, hence are seen by
developing countries as catalysts of development. Therefore, most
developing countries actively seek to attract FDI flows with different
policy instruments. FPIs, in contrast, tend to have limited potential

tributing to development, if at all, given their short-term and-

ttspglilative nature. 'T}-leir distribution across countries is highly uneven

as they target only-the fast growing emerging economiés and those with
deep capital markets to benefit from their dynamism. In fact they are
often seen to be bringing volatility to the financial and exchange rate
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markets. Hence, a number of emerging market economies are seeking to
moderate their volatility through a variety of capital controls. - -

Recent years have also seen the rise of EDI and FPI flows in India.
This can be partly attributed to substaritial liberalisation of the policy
regime since 1991 and with her economy embarking on robust growth
trajectory in the new millennium, India also begun to attract increasing

attention of MNEs as well ‘as FlIs as destinaﬂm:Lfar_inuestmem. The

past decade also marked the emergence of India as sources of outward
investments. Indian enterprises have begun to use outward EDI as a
__strategic tool for strengthening their international competitiveness. As a
~ result, FDI flows are increasingly of bi-directional in nature rather than.
only one sided with India playing host. '
Against that background, this paper summarises the Indian
‘éxperiente in.attracting EDI and FPI and reviews the recent trends,
patterns and prospects for these flows and their developmental impagt.
" As the country also emerges as a source of FDI as well, the paper also
briefly touches upon the trends in these flows. It concludes with some
policy lessons.

Evolution of Policy Regime Towards FDI and FPIs in India

Indian government policy towards FDI has evolved over tim i
tune with the requirements of the process of development in differént

SO phases (see Kumar, 2005a). Soon after Independence, India embarked
(&) A+ B L a strategy of import substituting j ialisation in the framework.
of development planning with a focus on Pﬁmmm;@g _

a0 gl ths_lo_cal_gw heavy industries including the malchirie-fj}"r ‘

S\l o manufacturing sector. As the domestic base of ‘created’ assets viz. .

P | ¥ technology, skills, entrepreneurship was quite limited, the attitu
Ao i i

Wo . increasingly receptive. FDI was sought on mutu
Gas advantageous termmough the majority focal o ship was prefe

The government adopted a more ffestrictive attitud towards FDT i1~
G ot
/]

the late 1960s as the local base-of machi acturing capa

of remittances of dividends, profits, royalties, and fechnical fees

Na..dod ! abroad on account of servicing of FDI and technology imp_o_r; g
4eoun - sharply. Restrictions were put on proposals of FDIs unaccompanied
N.ﬁov technology transfer and those seeking more than 40 per cent fo

(4+40Y! ownership. From 1973 onwards, t e further activities of fo’r

0 companies (along with those of local large indust_rial houses) w
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restricted to aselect or high priorit ;

Ex__cha_ngé Regulation Act (EERA) of 1973 required all foreign companies

operating in India to register under Indian corporate legislation with up
to 40 per cent foreign equity. Exceptions from. the general limit of 40 per

“cent were made only for companies operating in high priority or high
technology sectors, tea plantations or those producing predominantly
for exports. . : ’ :

In the 1980s, the attitude towards FDI began to _chénge as a part of _&. .

e Foreign U UOGJK

the strategy of modernisation of industry with, liberalised imports of & Longuaal ﬂ
capital goods and terhmlog}'.. exposing the.India industry-to.foreign - ‘:omd
competition, and assigning a ﬂm

the promotion of & &mu tale 0

_manufactured exports. The polic ha_nges adopted in the 1980s covered

MW E
liberalisatiqn of industrial licensing (approval) rules, a host of incen tives, Mwoe 42 qtyl,cb
and exemption from foreign equity restrictions under FERA to 100 per

cent export-oriented units and a degree of flexibility concerning foreign
ownership.

. After puréuing a restrictive poliéy towards FDI over the four decades qos
with a varying degree of selectivity, India changed tracks in 19905 ——=

and embarked on a broader process of reforms designed to increase LY i
her integration with the global economy. Among.the reform measures :
implemented included a departure from the restrictive policy towards & Wewai ’

EDI, a much more liberal trade policy besides reforms of.capital market - '
and exchange controls. The New Industrial Policy (NIP), announced L;\'Zp\<w?
on 24 July 1991, marked a major departure with respect to FDI policy ie.q\..E '
with the abolition of industrial licensing system except where it is !
required for strategic or envi tal grounds, creation of a system of

automatic clearance of FDI proposals fulfilling the conditions laid down,

such as the ownership levels of 50 per cent, 51 per cent, 74 per cent and

100 per cent foreign equity, and opening of new sectors such as mining,

banking, insurance; telecommunications, construction and management

of ports, harbours, .roads and highways, airlines, and defence equipment,

to foreign-owned companies subject to sectoral caps;w

up to 100 per cent is permitied i st n facturi s—in some

sectors even on automatic basis—except for defence equipment where it

is limited to 26 per cent and for items reserved for produttion by small-

scale industries where it is limited to 24 per cent. The dividend balancing :
and the related export obligation conditions on. fn‘{»éi gn investors,-which ) s g
applied to 22 consumer goods industries, were withdrawn in 2000 :
(Kumar, 2005a). In Se‘EEe_:Eber 2012, India q}lowed FDI in multibrand
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.on either volume of trading or lock-in period. This liberalisation has led

qualify as FDI.
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retail and in civil aviation ﬁ@;al.ca.ps-mere_mﬁsed_u.pwa;ds_in_gg]y
2014 in some sectors like telecom to 100 per cent, in insurance to 49
per cent, and in defence equipment beyond 26 per cent on a case-by-case
baSI) ‘

In’ September 1992, the Indian government announced guldelmes

for investments by Flls in the Indian capital market. Flls were now

welcome to invest in all types of securities traded o&jlm_w
secondary market with full répatriation benefits i restrictions

to considerable inflows of portfolio inflows making the country one of

e most exposed to portfolio inflows. In June 2013, FII mvestments
were reclassified as FPI which is subject to their holdingin a companv
within 10 per cent of its equity. Any holdmgs bevond 10 per cent wﬂl

Recognising the importance of outward investment for
competitiveness of enterprises, the policy g nard EDI has
also beeri liberalised since 1991. With the\bui of foreign exchange

——e—
reserves, the limits for outward investments have been gradually Telaxed

and Indian enterprises are now permitted to invest abroad up to 100 per
cent of their net worth on automatic basis.
India has also entered into 88 Double Taxation Avoidance Treatles'

and Bilateral Investment Promotion and Protection Agreement (BIPAs)
with 82 countries.

Foreign Direct Investment Flows and Their Quality

Trends in FDI Inflows

. 2011 (Table 40.14). With the slowdown of Indian econom

2011 _2011 (Table 40.1 re 40.1A). The relative importance of tl&ﬂﬂw__i.

in one year from $7.6 billion to $20 billion

peaking to $47 billion in 2008 before dedining to $27 billion in 2@1&?1, !
the wake of the global financial crisis but recovering to $36. 5 bl]hon in- .

declined again and was at $28 billion in 2013(Jndia’s share in.
lobal EDI inflows nearly doubled over 2005-06 and again between 2@:9&1

and and 2009 to nearly 2 9 per cent before declining to little 2.1 per cent it iﬂ:

in relation ss fixed investment has also risen from 2.9 per cent
2005 to 6.6 per cent in 2006. The share of FDI in gross fixed investme:
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Developing Economies: Asia

Source: Author’s calculations based on Table 30.1.
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Figure 40.1
India’s Attractiveness.as a Destination of FDI Inflows
"A: India’s Share in Global Inflows.
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in India has ‘been lower than for other developing countries but was
catching up. In 2008 when FDI inflows peaked in India, this ratio at 10.8
_per cent was ‘quite close to that for developing A31a at 10.6 per cent.

[ *_j J g J\L@L“ lf

\

Afterwards it has declined in the wake of financial crisis indicating the
potential for a rise in the future (Table 40 1B and Figure 40.1B)

Investment Climate and Prospects for FDI Inflows

The ernplrlcal studies of @eterrrunants of EDI 1nﬁ0wthave founf Me

an important role of ma market size, extent of urbanisation, quality of
infrastructure, geograpEmaI and cultural proximity with major sources
of capital, and policy factors, e.g., tax rates, investment incentives,

performance requirements, among other factors (Kumar, 2000). In |
the light of these findings, while India’s large population base may be
an advantage, relatively low income levels, low levels of urbanisation
and relatively poor quality of infrastructure are disadvantages.
Furthermore, India also does not have the benefit of geographical and
cultural proximity with major sources of FDI such as the US, Europe or
Japan. However, over time the reldtive attractiveness of the country is
improving with rapid growth that is expanding market size and other
aspects of macroeconomic performance. A recent inter-temporal analysis
for India has found a broad correspondence between the industrial
growth rates in a year and FDI inflows received in the following year
(Kumar, 2005a). Apparently, good industrial performance tends to
crowd-in FDI inflows as well.

The recent rise in FDI inflows since 2006 reflects improving
investment climate in India with the acceleration of growth rate since

2003, the rise of a sizeable middle class mth_gur;hasmgmexmdmth

o o - e S L SHEALTE g T =

_the recognition of India’s comparative advantage in knowledge-based

industries. This is not only evident from the rising magnitudes of FDI

"\_‘

inflows but also from investor surveys conducted by global consultancy
organisations. In the EDI Confidence Index published by AT Kearney, a
global consultancy organisation, covering 25 top destinations for FDI,
India has moved up from 6% place in 2003 to 2°*in 2005 and stayed there
before swapping the 3' rank with the US in 2010 (Table 40.2). In 2012,

(puisiestt)
(@ 'w-u

AP

[P R

L okminin

-~

it again regained the second position in the global rankings (AT Kearney, U‘dc@
2012). In 2013, India moved down to the 5% rank globally as the US AN
moved up to the 1° rank as the prospects for growth improved and as
their natural resources bases helped Brazil (3) and Canada (4) moved up.
Among the Asian developing countries, India continues to remain 2™
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. y‘ after China. Similar upgrading in India’s ranks has been reported by the-
» surveys of investors conducted by the Japanese Bank of International
7

( Cooperatlon (JBIC) as well as in UNCTAD’s World Prospects Survey.
2013—2015 where India is ranked as the 3" most preferred FDI location
f (UNCTAD, 2014), Recent reforms adopted by the country to allow FDI in
— multibrand retail and civil aviation and large infrastructure projects such
as Delhi-Mumbai Industrlal Corridor are. also likely to help in realising

its potential for FDI inflows. This is in sharp contrast to the World Bank’s

Eﬂ-pﬂg 2‘3 studies on Ease of Doing Business based on perception surveys that tend
% _to put India at a very poor rank of 132. It is clear therefore that fore1gn
CE investors get attracted to a country by the potential of beneﬁtmg from

& NL— its dynamism and are willing to put up with hardships rather than gomg '
to countries with easier business conditions but with poorer prospects
(,7 of making profits. FDI inflows may also assist in manufactun_g&nented
structural transformation of the economy and technological uoqrndmﬁ
of exports that India needs by bringing technologies and other resources

wozkmghge&enm&bcabﬂm
GE Table 40.2
i At Select Asian Ranking in FDI Conﬁdence Index
- ﬁ 2003 2004 2005 2007 2010 2013
( China 1 1 1 51 1 Do)
(1;97) (2.03) (2.19) (2.21) (1.93) (2.02
India 6 3 g 2. 3 -
(1.04) 1.9 (1.95) (2.09) (1.64) (1.85)
Thailand 16 20 20 ol - 17
(0.83) 0.87) (1.05) (1.63)
$ Singapore 28 18 18 7 24 10
(0.91) (1.07) (1.75) 1.19) Q.77)
Malaysia 23 15 L 16 21 25
(0.67) (0.92) (1.63) (1.‘22) (1.60)
Hong Kong 22 8 10 5 14

(0.69) (0.99) (1.21) (1.78) (1.28)

Note: Index values are in parentheses.

Source: Author’s calculation based on AT Keamney, Foreign Direct Investment Confidence Index,
different years.

@;;'ty of FDI Inﬂona

There can be several indicators of quality of FDI inflows (see Kumar,
2002). In what follows, we discuss India’s performance in terms of a few
such indicators.

€\
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Sectqral Composition

T34
o

One of the indicators of quality is the@toral composition of F]ﬂ 'Q W
inflows. It matters whether FDI is going to the_modern technology- j .
intensive sectors and building productive capabilities or to conventional

sectors ‘crowding out domestic investments. In terms of the sectoral :
composition of FDI inflows, there is a shift since 1991 in India’s case. Hupw fecu
Earlier the bulk of FDI inflows used to be directed to manufacturing ?{g} =

especially thé high technology industries) through a selective policy. s
After éh-&_hb ion, a substantial proportion of FDI inflows has .-_u ak sy Mo _&Ja,
been ({irected to services) Manufacturing has accounted for only abou;]

40 per cent of inflows-in the postz1991 period:with: services accounting
@t 35 per cent share. Furthermore, among the manufacturin
subsectors, FDI stock in the post-1991 period is als6 more evenly
 distributed between food and beverages, transport equipment, metals g Huiﬁ:d
\ 4

and metal products, electricals and electronics, chemicals and allied

—

products, and miscellaneous manufacturing. This stands in contrast to dem iw
the situation prior to 1990 - when there was a very heavy concentration| 4§ Comusts &'L’ﬁs
in relatlvely technology-intensive sectors viz., machinery, chem1cals
electrica d transport equipment (Kumar, 2005a)
In n the other hand, the bulk of FDI inflows have been
directed by the government policy to manufacturing (of the export-
oriented type) and very little has gone to services (Yongding, 2006). Of
the FDI in manufacturing in C}Enﬁ_pér cent has gone in electronics ) I17. elychand
and telecommunication equipment helping it emerge as the leading ™ Givd -
producer and exporter of these products. A policy guiding FDI inflows
to manufacturing has helped in China’s emergence as a global factory.
Therefore, FDI inflows in China have been directed to assist in mdustrlal
development of the industry that has madﬁ_Ctha__a_glohaLfa&taryJ ( )
generating in the process billions of dollars of output and exports and
millions of jobs.

Impact of FDI on Growth and Domestic Investment

EDI inflows could contribute to growth rate of the host economy by
augmenting the capital stock as well as with infusion of new technology.
However, high growth rates may also attract more FDI inflows by
enhancing the investment climate in the country. Therefore, the FDI-
growth relationship is subject to causality bias given the possibility of two-
way relationship. What is the nature of the relationship in India? A recent
study has examined the direction of causation | between FDI and growth—

e - i -

STV Y G Y Y B Y Y Y Y Y B B B Y B G

_ The.Rink Profegsor



\_.A

08 January 2020

: 51 v") . INDIA BCONOMY SINCE INDRPENDENCE == UMA KAPILA {£5.)
(1) Ly ) AR SRR R S e DO SRR S e e e e
(£ v l‘t.

YN X ) T

ca\w" 0}}%" empirically for a sample of 107 countries for d&lQSOs and 1990s 'béﬁﬁid}
In the case of India, the study‘finds a Grangér neutral relationship as -

‘the direction of causation was not pronounced (see Kumar and Pradhan,

2005, for more details of the methodology and : SR I
! ? .N‘“@_OA. It has-also been-shown that sometime§ FDI projects tpay actually.

\! -
v ok - frowd-out or substitute domestic investments from the product or

W capital markets with the market power of their well-known brand names

i Mj{ " Jand other resources and may thus be immiserizing (see Fry, 1992; Agosin
by d ‘ﬁ’g‘ and Mayer,- 2000, for evidence). Therefore, it ie important to examine_
waﬂ“ the impaet:of FDI on domestic investment to-evaluate the impac¢t of
% FDI on growth- and welfare in the host economy. An earlier study-to

examine the effect of FDI on domestic investment in a dynamic setting,
- however, did not find a statistically significant effect of FDI on domestic
investment in the case of India (see Kumar and Pradhan, 2005)..It
?V\ appears, therefore, tha& FDI inflows received by India have been of mixed
tgpe combining some inflows crowding-in domestic investments while
others crowding them out, with no predominant pattern emerging:ifi
the case of India. In the case of East Asian countries such as South Kerea
q Cf— and Thailand, the relationship was clearly md1cat1ng FDI crowdmg—ﬂl
domestic investments (Ibid.). Therefore, thé qu quality of FDI in India in
1% @5:) respect to its impact on growth and on domestic investment is of mlxed
type and leaves scope for improvement. IR TR
The empirical studies on the nature of the relationship between FDI
and domestic investments suggest that the effect of FDI on domestic
M investment depends on host government. policies_ Governments have
M \,}é\ extensively employed selective policies and imposed various performance
: requirements such as lgcal content requirements (L.CRs) to deepen the _
commitment of MNEs to the host economy. The Indian government had
g:\ﬂ imposed a condition of phased manufacturing programmes (or LCRs) in
oy (S the auto industry to promote vertical inter-firm linkages) and encoursge
MM development of the auto component industry (and crowding-in .of
N\W’ \*"%domestlc investments). A case study of the auto industry where sud_'t
{ a policy was followed shows that_these policies (in combination with
© s L&% other performance reqmrements viz., foreign exchange neutrahty) have
succeeded in i ally competitive vertically in d
% \NHV auto sector in the country QIblgl) The Indian experience in this industry,
therefore, is in tune with the experiences of Thailand, Brazil and Mexico
as documented by Moran (1998). '

£\
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A nuniber of’ developmg countries have PLt

g . -
resources of MNEs such as globally recognised.

o

. a'nd'nam
technology or by inreasing integration) with their glbbal prduc fon 1 7500
networks, amorig others, for expanding théi_ir manufactured exports. (;(;
In this respect;, China has had a considerable success in exploiting the ~ ©uo* M{ﬁﬂl
potential of FDI for export-oriented production. A very substantlal

_(55%) proportion’ of manufactured exports of China are undertaken by Q.u)

ww& which :u:.rnn'nf' for as rnllrh as 80 per cent of ‘rﬁ \ﬂs
all technology-intensive exports (UNCTAD, 2005). Forelgn enterprises

while setting up export-oriented “production’ basgw" ion
jobs by 2003 making China a global factory.Export-oriented FDI akso
helps in bringing world’s best practice technology as the affiliate has to TR
compete globally right from the beginning. It also enhances the chances L?G’:E—? g

of FDI inflows crowding in d ic-investments and reducing the
chances of crowd-out as tée foreign affiliate }vould be mainly catering to ) d- l\/\
S sl
the outside markets rather than eating into domestic firms’ ! Itl =
would also create fresh p0331b111t1es of market informati illovers for
domestic firms on export possibilities. _
Unlike the East Asian countries, India has not been able to exploit

the potential of EDI for export-oriented production. The bulk of FDI-]_ 3\,0,1
inflows in India are market-seeking coming for tapping thg,dgmmtlc M
M X 2107

market with the share of foreian affiliates in exports aroun er ce
Therefore, thé guahg_{ of FDI in vespect of export orientation 1s_p_gorer
compared to FDI received by East Asian countries. In this respect, two
observations can be made. The first is that recent studies of export
performance are beginning to indicate a relatively superior performance
of foreign enterprises in terms of export orientation compared to early
studies suggesting a poorer performance of foreign companies (see
Kumar and Joseph, 2007). Therefore, MNEs are beginning to exploit the
5. potential of India as base for export—orm,nt&dgmﬂtmn
The second observation is.about ‘the role of host country policies
in exploiting the potential of FDI for export-oriented. production. A
quantitative study analysing the determinants of the patterns of export
orientation of MNE affiliates across 74 countries in seven branches of
industry over three points of time has shown that in host countries with
large domestic markets, the export obligations were effective for promoting
export orientation of foreign affiliates to third countries (see Kumar, 1998).
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™ Export obligations bave also been employed fruitfully by many countries
%M g to prompt MNE affiliates to exploit the host country’s potential for export
a® 'platform production. For instance, in China which has succeeded in expanding

manufactured exports with help of MNE affiliates, regulations stipulate that
wholly.owned foreign enterprises must undertake to export more than 50

[ e

- e per cerit of their output (Rosen, 1999: 63-71). As a result of these polides,
T [ the proportion of foreign enterprises in manufactured exports has steadily
0 \ increase_d to over 55 per cent as observed above.
- India has not imposed export obligations on MNE affiliates except
u¢§ for those entering the products rved for However, indirect
: %@y export dbligations in the form omave been imposed

for enterprises producing .pi"imarily consum_e?-goods (since phased out
in 2000). Under these policies, a foreign enterprise was obliged to earn
the foreign exchange that it wished to remit abroad as dividend so that

there was no adverse impact on host country’s balance of payment

& (BoP). Sometimes a condition of foreign exchange neutrality has been
Wl imposed where the enterprise is required to earn foreign exchange
i enough to even cover the outgo on account of imports. Therefore,
these regulations have acted as indirect export obligations prompting

( o foreign enterprises to export to earn the foreign exchange required
ot by them. The evidence that is Mable_&ugges_ts_tha.t_mmh_mgu_h;mn_s
g . _have prompted foreign enterprises to undertake exports. In the case
W L of auto industry, in order to comply with their export commitments to

lﬂj} comply with foreign exchange neutrality condition, foreign auto majors
» have undertaken export of auto components from India which have not
W B\ only opened new opportunities for Indian component manufa,c,ti;—_re?__s )
tp _J_,W‘}/ but also in that process found profitable opportunities for business
\ | (Kumar, 2005). Hence, exports of auto components from India are now
- growing rapidly and exceeding the obligations several times over. These
g: =k regulations have acted to remove the information asymmetry existing
!
"
s

&) . o __-_—__——-_________ =4 ¥ )
about the availability of quality components in India among the foreign
auto majors. In that respect, India’s experience is very similar to that of
A ; : P! i
Thailand that has emerged as the major auto hub of Southeast Asia (as ‘
documented by Moran, 1998, and Kumar, 2005). '

OO\ r -

R&D and Other Knowledge-based Activities and
Local Technological Capability .

A comparison of R&D (research & development) intensity of fog@i’g@-
firms in India and in other countries has not been possible due to lack of
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data. Within the country, foreign firms appear to be spending more on
R&D activity in India than local firms, although gap between their R&D
intensities has tended to narrow down. A study analysing the R&D activity
of Indian manufacturing enterprises in the context of liberalisation
has found that after controlling for extraneous factors, MNE affiliates
reveal a lower R&D intensity compared to local firms, presumabiy on
account of their captive access to the laboratories of their parents and
associated companies. 'Ihe study also observed differences in the nature or
motivation of R&D of foreign and local firms. Local firms seem to
be directing theiR&D activity)towards absorption of imported knowledge
and to provide a backup to their outward expansion. MNE affiliates, on the
other han¢ focus on customisation of their parents’ technology for the
local market (Kumar and Agarwal, 2005). =
An important issue is diffusion and absorption of technology brought

b i in the host countries. Some governments have imposed--
technology transfer yequirements on foreign enterprises, e.g., Malaysia. Toou -5
owever, such performance requirements do not appear to have been m
. -
muﬂl ,u-\«i

very successful in achieving their objectives (UNCTAD, 2003). Instead,

(M@M&L@MMIMOCd content requirements sk

y be more effective in transfer of t:% Aapd
-technology. As observed above, local content requirements and export ﬁL -UU"‘ a
performance requirements have prompted foreign enterprises to transfer

and diffuse some knowledge to domestic enterprises i er to comply
with their obligations. Similarly, themﬁ?@ may
facilitate the quick absorption of the knowledge brought in by foreign
enterprises which is an important pre-requisite of the local technological

capability, as is evident from case studies of Indian two-wheeler industry ,
where Indian joint ventures with foreign firms were able to absorb _]a Hauo ,.dek

knowledge brought in by the foreign partner and eventually become Mot — Syl
self-reliant not only to continue production but even to develop their
own world-class models for domestic market and exports on their own
(see Kumar, 2005). Some have expressed the view that domestic equlty
requirements may adversely affect the extent or quality of technology
4 transfer (Moran, 2001). However, it has been shown that MNEs may
: not transfer key technologies even to their wholly owned subsidiaries
; abroad fearing the risk of dissipation or diffusion through mobility of
employees. Furthermore, even if the content and quality of technology
: transfer is superior in the case of a sole venture than in the case of a
“joint venture, from the host country point of view; the latter may have

S
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FPI Inflows and Their Impact

The Iapld rise in inflows of portfoho investments in Indla since
2003-04 is summarlsed in Table 40.3. Large magnitudes of portfoho
investments in the form of short-ferm equity mvestmm
flowed in as the Indian economy gathered momentum and capital
markets started giving attractive returns. The annual net inflows,
however, are highly volatile.

Table 40.3
FDI and Foreign Portfolio Investment Flows to India

Gross - Direct FDI by Net Net Total-. .,

Inflows/’ Investment India EDI Portfolio Gn mtjli_ign’ _
Gross to India Investment USD)
Investments P iy
2000-01 4029 4029 . 759 3270 2590 5860 |
2001-02 6130 6125 1391 4734 1952 6686
2002-03 5035 4976 1819 3157 944 4101 |
2003-04 4322 4322 1934 2388 11377 13765
2004-05 6051 5986 2274 3712 9291 13003 . .
2005-06 8961 8900 5867 3033 12492 15525 3
2006-07 22826 22739 15046 7693 6947 14640
2007-08 34843 34727 . 18836 15891 27434 43325
2008-09 41873 41707 19364 22343 -14032 8311
2009-10 37745 33108 15143 17965 32396 50361::
2010-11 34847 27829 16524 11305 30292 41597 - -
2011-12 46556 32957 11097 22860 17171 39031~
2012-13 - 34298 26953 . 7134 19819 26891 46710 -
Source: Extracted from RBI's Handbook of Statisti dian Economny, 2013, and www.rbi.org.in.

FII inflows rose to a sizeab in_2007-08 that led to not
only stock prices booming, with BSE Sensex more than doubling from
under 10,000 to 20,000, but also the rupee exchange rate apprec:atmg
sharply from ¥ 47 in 2006 to ¥ 38 to a US dollar in 2008. In 2008-09,
in the wake of global financial crisis, there was a net outflow of FII to
the tune of $14 billi ity

20,000 points to less than 9,000 points in the early part of 2009. Much
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more importantly it led to a sharp depreciation of rupee by nearly
25 per cent in early 2009. The depreciation would have been greater
had the Reserve Bank of India (RBI) not intervened in the market by
selling dollars. This depleted the RBI’s forelgn exchange reserves by
$58 billion to about $252 billion from $310 billion from 2007-08 to
2008-09 Wmﬂdmmukﬂmﬂakwf
recovery, the FII inflows to the country in 2010 were of the arder of $32
billion bringing the Sensex back above 20, 000 points in October 2010

Despite the RBI’s market 1ntervent10n to offset the subsequent exchange

(see_ Kumar, | #& 22
2011). As there are sharp movements in these inflows linked to global P foid 419w
developments, they become channels of transmission of instability to s 2020
the country’s financial system. As mﬂ;.;he_mpeehas_beenmmller Quiy 4

[ coaster ride: from ¥ 44 per dollar in January 2007 to ¥ B_SLgl_.lanuaxy G Met suoe W 262

2008 to increase again to T 49 per dollar in January 2009 to ¥ 44 in VT X fudlee Asse
October 2010. The rupee fluctuated around ¥ 54 in 2012 and early 2013 S00Y .

and after May 2013 depreciated sharply to cross T 60 to a do’ll'ar, as there (“: E wiwhtt
was outflow of FIIs in anticipation of roll back of quantitative easing o uuitih
policy by Federal Reserve in the US and as conceérns about India’s rising

e
current account deficit (CAD) mounted. ] _ w mbw
Besides the volatility, FII inflows have a verz_m M var
Among foreign resources such as FDI, forelgn borrowings, non-resident Wgn\“" Maj’)
i[ndlan (NRI) deposits, Ameriea 3 eceipts (ADRs), globa]

! Ly

depositary receipts (GDRY), FII i : are most expensive in NI u
terms of servicing burden (Kumar, 2011). 'Ihls is because they come to S&oo‘ew

- chase prlmarlly good returns at the stock markets and excha — —=
sEeculatmn n 2007-08, Indian stock markets were g1Wn%ﬁ4Da& bl Yo
per cent return. That means for every dollar India received in k.,
it became liable to pay $1.44 in one year. As they are stock price makers forgy gqqo W
rather than takers, they manage to exit safely before major crashes of el
markets thereby precipitating the declines.

One may argue that FII inflows help a country to build foreign
exchange reserves. What is not appreciated very well is the fact that
exposure to these inflows also enhances the need to have large foreign—

_exchange reserves due to their highly volatile nature. Therefore,
developing countries such as India should rely for their foreign resource

T L IO 1 1 T
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ensus on the relevance of capital

controls as aﬁpects ofthe policy-tool kit for the governments in
emerging economies (UN-ESCAP 2010; Ostry et al, 2010). The benehts

of maintaining open capital accounts; if any, are ambiguous.

India as an Emerging Source of FDI Outflows

Another important emerging trend with respect to FDI in India is
its emergence as a significant source of FDJ outflows. Like FDI inflows
the major turnaround in their out e in 2006 when outflows

mMore than quadrupled in one yeak to $14 billion) and peaked to nearly
—$20 billion in 2007 befor ini i "

multi-billion dollar acguisitions of western firms by Indian companies

includjng Tata Steel-Corrus, Tata Motors-Ja ar/Land Rover, Handalco-

Ml_imgm__mmg 2012 and 2013, outward FDI flows

declined dramatically as Indian companies stri

Indian economy (Table 40.4). _ _
A recent analysis of India’s outward FDI flows has shown that among

the emerging markets,the relative scale of India’s

significant (Kumar, 2008). Tx

start their global orientation. T

country, Their ability to acquire much Jarger enterprises in the developed
world reflects their confidence in managing the newly acquired entities
successfully. It has been argued that the source of their ownership .or
competitive adve_mtage lies in their accumulation of skills for managiilg
large multi-location operations across diverse cultures in India and in their
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ability to deliver valie for money with their ‘frugal engineer_ing' skills’ honed
up while catering to the larger part of income pyramid in India (Ibid.).

Table 40.4
Foreign Direct Investment Outflows Originating in India
(Million USD)
World Developing Developing India
Economies Economies: Asia

2001 747657 83087 _ . 49155 1397
2002 '528496 47484 34987 1678
2003 570679 46668 23961 1876
2004 925716 122792 91404 2175
2005 . 888561 : 132507 86425 2985
2006 1415094 239336 151400 14285
2007 2198025 316863 - 228154 19594
2008 1969336 328121 223116 19257
2009 1175108 268476 210925 . 15927
2010 1451365 400144 273033 13151
2011 1711652 422582 304293 12456
2012 1346671 440164 302130 8486
2013 1410810 454067 3261013 1679

Source: Extracted from UNCTAD database, 2014.

Considering that nearly all the Indian ente__r‘inrises undertaking
outward investments had their origins in import-substitution based
industrialisation strategies and the selective FDI policy regime, it would

_appear that the policy of infant industry protection with supportiv
m_gt_:tutxonal framework can assist in enterprise develoPment by gwmg

are bullt up to expose the enterprises to international competition and

FERES AT Er =

wra

sharpen their competitiveness. In fact, the reforms of 1991 have sparked
of a considerable restructuring of Indian industry which emerged from
it leaner, more efficient and competitive. The exposure also gave to the
Indian firms global ambitions and also the confidence to pursue them.
In some ways, the Indian experience follows in the Japanese and Korean
tradition of enterprise development policies and may have lessons for
other developing countries.

The acquisition-based strategy of internationalisation adopted by
Indian enterprises in the recent years by acquiring strategic assets, such

. The Pink Professor
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as technology, known brands, access to customers and global footprints
for jump starting their internationalisation, is challenging as it involves
mariaging across diverse cultures and win over the confidence of workforce to
successfully exploit the synergies. Indiani enterprises can face this chailenge
by relying on their experience and their skills in cross-cultural management

honed in India, their emphasis on corporaté social responsibility and their
sensitivities to workers” rights from the beginning (Ibid.). :

Concluding Remarks and Policy Lessons

~“The above discussion has reviewed the India’s experience with FDI
and FPI inflows. These inflows to India have grown in the recent years
in response to policy liberalisation and as the country’s economy picked
up momentum. Although starting from a low base, India has also been
able to increase its share in FDI inflows received by developing countries
especially in the past few years and is catching up with Southeast Asian
cauntries in terms of share of these inflows in capital formation. India

is also attracting large magnitudes of portfolio equ1ty flows from Flls
which are highly volatile.

The above discussion also shows that even tho

1es suggest
that the country has received FDI inflows (gf mixed quality Qnm
developmental impact has been uneven. India canTearn a great deal from
the experiences of China and other Southeast Asian countries in this
regard. China has had a much greater success in harnessmg the potenhal_
of FDI for building hlgh technology export- onented industrial baSe
using a variety of policy instruments and performance requlrements On

the other hand, India is getting exPosed in'a 31gn:ﬁcant manner to the
_EPI flows that are not only highly volatlle but are: expenswe in terms of

servicing burden..

Policy Lessons

In general the above analysis brmgs out the role of. government
policy in attracting and benefiting from FDI 1nﬂows for development
In light of this discussion, we may now draw a few pollcy lessons for the
region and other similarly placed developing countries.

First of all, liberalisation of FDI policy may be necessarv but not _
sufficient for expanding FDI inflows. The overall macroeconomic

performance continues to exercise a major ‘influence on the rnagmtude
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of FDI inflows by acting as a signaling device for foreign investors
about the growth prospe ects for the potential host economy. Hence,
paymg attention toémacroeggnwx@mdmators such asl J
growth rates of industfy through public investments in socioeconomic 9"“‘ Sl
infrastructure and other supportive policies, and creating a stable kﬂ&p
awgg_emdmnment_mulicmwd:whnﬂows Studies have—
shown that policies that facilitate domestic investments also pull in
EDI inflows. While investment incentives may not be efficient, active
protnotion of FDI by developing certain viable projects and getting key
MNEs interested_in them could be useful in attracting investments. in 6‘
desirable directions. : : _

The evidence suggests that the(government policifg play an W
important role in determining the quality or developmental impact of
EDI FDI and in facilitating the exploltatxon of its potenl:1a1 beneﬁts by host L) B

country’s_developme al : ents such as \aLLQ
']Lh__ed ' : og export performance requirements

arid domestic ownershlp reqmremenLJlave also been employed by the G Wf’\h
govermnents to achieve their developmental policy objectives. Even with 3 Qs

liberalised policy, some policy direction to FDI is desirable as has been Coouidld
demonstrated by the case of East Asian countries. T
One way to maximise the i FDIto the host development Bauiactic.

is to improve chances o FDI crowdi and
minimise the possibilities of it crowdwout domestic investments. In this
context, the experiences of Southeast Asian countries such as Malaysia,
Korea, China and Thailand in channelling FDI into export-oriented
manufacturing through selective policies and export performance
requirements imposed at the time of entry deserve careful consideration

(see Kumar, 2005b, for evidence). The export-oriented FDI minimises / *f GMM

the possibilities of crowding-out of domestic investments and generates| DIl
favourable spillovers for domestic investments by creating demand S \ g~
st ‘Another pohcy that can help in maximisingy ! T &

the contribution of FDI inflows is to push them to newer areas where
local capabilities do not exist as that minimises the chances of conflict
with domestic investments. Some governments such as Malaysia have
employed pioneer industry programmes to attract FDI in industries
that have the potential to generate more favourable externalities for

.domestic investment (see UNCTAD 1999; 2001, for examples). Similarly

because MNE entry through acquisition of domestic enterprises is likely
to generate less favourable externalities for domestic investment than
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W Battat et al, 1996). The knowledge defusxon could also be accomplished
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i Another sphere where governmenta] mterventlon may be requlred to
e magimize gasus fro*r globahsatlon is in diffusion of knowledge brought in.

e host economy is vertlcal inter-firm li ges
— with domestic enterprises. Many governments—in developed as well as
developing countries alike—have imposed local content requirements on
MNEs to intensify generation of local linkages and transfer of technology
‘(see Kumar, 2005b, for evidence). The host gove'rnménts could also
consider employing proactive measures that encourage foreign and_
local firms -t_o—deepen their local content as a number of countries, e.g.,
Singapore, Taiwan, Korea and Ireland, have done so successfully (see

by creating sub-national or sub-re ional clusters of inter- ed activities

e spillovers of knowledge through informal and social

UNCTAD (2001) also highlights the policy measures employed by different
governments in promoting linkages.

Investments made by governments in bulldJng local capabilities
for higher education and training in technical disciplines, centres of
excellence, and in other aspects of national innovation systems have
substantial favourable externalities as is demonstrated by the case study
of FDI in India’s kaowledge-based industries.

and need urgent attention. With widening merchandise trade deficits
driving this trend, immediate attention needs to be paid to reviving
export growth and exploiting the opportumtres for import substitution.
For reviving exports, attention needs to i i
t@ezr competitiveness by addressing %;ﬁidlstortmnsi Export
competitiveness needs to be strengthened by maintaining relative
change rate stability with a slight tendency towards depreciation rather
han appreciation. Besides thamortlons such as inverted duty
structures need to be removed and flow of trade finance n
strengtheneusee Kumar and Joseph, 2007, for an inventory of policy
support measures). In a situation of slowdown of the global economy
as at present, a major expansion of exports can be challenging given an
environment of excess capacities throughout the Asia-Pacific region, the
growing threat of protectionism and the temptat:ion of dumping by those

__________ . _ The Pink Profess
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with deep pockets. In such circumstances, it might be also critical to look
at new opportunities for, strategic import substitution. As-observed
earlier, while large bulk imports of fuels and raw materials may be price
inelastic, attention should be paid to very large and fast growing imports
of electronics, non-electrical machinery, and defence equipment, among
others, f:hiat-_prcivide opportunities for strategic import substitution. An
effort neéds to be made to start domestit manufacture of these products
leveraging India’s large domestic: market size and by targeting MNEs
to set up local manufacturing facilities through creation of incentives
for pioneering industries, as has been done in East Asian countries
like Malaysia, besides incentives in publi¢ procurement like- ‘buy

CA_mm’_prggr Lhese polidies are part of indushial_polidem

mﬂtﬂmmmmd@mammﬁémnt

developgd and emerging economies (Kumar- and Gallagher, 20077'1}1\6‘"

strategic import substitution will also lead to a more balanced structural
change by creating more manufacturing jobs which is critical for poverty
reduction (Kumar, 2013). ’
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