






































































































































































































































































Detenninants of FDI 

Higher the labour productivity of the sectors, higher will be the FDI inflow to that 

sector. This happens particularly with the foreign firms, which are interested to 

exploit the abundant potentially skilled labourer of India to maximize their profit. 

WA; Wage (WA) is one of the cost determinants of FDI inflows into the sectors and 

is believed to bear a negative impact on the FDl flow. This include all remuneration 

capable of being expressed in monetary tenns and also payable more or less regularly 

in each pay period to workers (defined above) as compensation for work done during 

the accounting year. It includes (a) direct wages and salary (i.e., basic wagesl salaries, 

payment of overtime, dearness, compensatory, house rent and other allowances); (b) 

remuneration for the period not worked (i.e., basic wages, salaries and allowances 

payable for leave period, paid holiday, lay-off payments and compensation for 

unemployment, if not paid from sources other than employers); (e) bonuses and ex­

gratia payment paid both at regular and less frequent intervals (i.e. incentive bonuses, 

good attendance bonuses, productive bonuses, profit sharing bonuses, festival or year­

end bonuses etc.). It excludes lay-off payments, which are made from trust or other 

special funds set up explicitly for this purpose i.e., payments not made by the 

employer. 11 also excludes imputed value of benefits in kind, employer's contribution 

to old age benefits and other social security charges, direct expenditure on maternity 

benefits and creches and other group benefits. Traveling and other expenditure 

incurred for business purposes and reimbursed by the employer are excluded. The 

wages are expressed in tenns of gross value i.e., before deduction for fines, damages, 

taxes, provident fund, employee's state insurance contribution etc. 

(P,I E,)/(P"I Eo) 
where P stands for production mdex and E stands for employment Index. 

(2) Another method is to use the reCiprocal of " output per man-hour" as a measure of labour 
productivity Thus, we measure man-hours expended per unl! of output, which IS called "'unit 
labour requIrement". An increase In the unit Inbour requirement index of the current year to 
produce the base year output will show a decline in productivity and \·/cc-\'ersa. But, the unit 
labour reqUirement can be allocated in a number of ways to produce different complex of goods, 
ie. Base year complex and Current year complex. 

Base Year Complex: I '10 1, I I q ,,/0 = I q "I, I I III" 

Current Year Complex: 

I q,l,/I q,l" = I III,/I q,l" 
Where, q ~ Quantity of output prodllced 

L-= Labour input reqUirement 
M~ The man-hours used," the production of q. 
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Summary, Conclusion and Pollc~ Suggestions 

effect on the out put of these sectors. However, the results show a positive co­

integrating relation between FDI and GO in the sectors like FP, TE and IN. This 

may be due to the advent of better technology through FDI, in these sectors, whIch 

has helped them to grow at a faster rate. On the contrary, FDI has a negati,,~ 

relationship with EX in three sectors namely, TR, CH and FP. But there is no 

positive relation between EX and FDI in any other sectors. This may be due to the 

export requirement policy of the government. Thus, if the government is persisting 

with its policy of export compulsion at least in these sectors, the goal cannot be 

achieved, as FDI does not promote EX in these sectors. As far as the co-integrating 

relation between FDI and LPR is concerned, the result shows that two sectors i.e. 

TR and ME have a positive co-integrating relationship where as two sectors i.e. FP 

and IN have a negative co-integrating relationship. The positive relationship 

implies that FDI has helped to nise the LPR in the two sectors and thus is will be 

appropriate to encourage FDI in these two sectors. But the negative relationship of 

FDI and LPR in the two sectors calls for a judicious wage rate in the sectors, since 

FDI is supposed to raise the LPR. 

The result also shows that FDI has a positive co-integrating relationship with 

the other variables like GO, EX and LPR in two sectors namely, TR and ME, 

where as it has a negative co-integrating relationship in two other sectors i.e. FP 

and IN. This implies that FDI has a positive contribution in transport and 

metallurgical sectors, but it has affected the food-processing sector and the 

industrial machinery sector adversely. There is the absence of any co­

integrating relation in other sectors. The result of the Panel FMOLS also 

suggests that the flow of FDI has not helped to raise the GO and LPR, rather it 

has an adverse impact on the export of all the sectors. The panel co-integration 

result also reveals that there is no co-integrating relationship among the 

variables like FDI, GO, EX and LPR in all the nine sectors. When there is an 

increase in the output, export or labour productivity of the sectors it is not due 

to the advent of FD!. Thus, it could be concluded that the advent of FDI has 

not helped to wield a positive impact on the Indian economy at the sectoral 

level. 
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APPENDIX 4.1 

The process of economIc reform or economIc adjustment combines macroeconomic rcfonns and 

structural adjustment and alms at ensuring better allocation of resources, thereby ImprO\'lng cconomH.­

performance through changes In economIc policIes MacroeconomIC adjustment IOvol\'es an Immediate 

change in policIes and alms at achieving short-term objectives Structural adJustment. on the other 

hand, Involves more fundamental changes In the way the economy operates It modifies the 

structure of the economy towards meeting the long-term obJectIves. It takes anto account reordenng of 

prlOritles and reconsideratIOn of polley Instrument. There may be vanatlOns JCross different 

adopllng economic adjustment, but. by and l<.lrge. the poliCY package cneomp<.lsscs production. sa\lng 

and investment. sectoral development monetary and budgetary targets and the external sector 

(Woodward 1992) 

Despite differences. macroeconomic stabili/atlOn programmc ;md structural adjustment 

overlap c3ch other. For Illstance, dcpreci<.ltl011 of currency by the ordcrs of the monetary authority IS a 

structural reform InsofOJ.r as it encourages a shift of prouuctlon towOJ.rds Internallon<ll1y trJdablc goods 

But, at the same time. It is considered as <.I part of m<.lcroeconomlC adJustmcnt inasmuch as lis 

immediate aim IS to reduce demand for Imports in order to reduce trade defiCit In fact. the structural 

adjustment process cannot go on In an environment of macroeconomic instability. Macroeconomll' 

adjustment IS 111lkcd with the process of structural adjustment at two levels - one at the beginning. 

when a healthy macroeconomic envlronmcnt is needed, and the other. ;].ftcr the structur<.ll adjustment 

process IS over and changes In key variables arc called for (Rodrigue? 1989) 

The m<l1ll purpose of a macroeconomic adjustment programme IS to reduce a country' sneed 

for external finance through Improvement In balance of payments. and to keep lI111atlOn at a 10\\ and 

rn<1nageJblc level. ThiS concept rests on the theory of international monetansm. which postulates that 

deterioration 1tl balance of payments and a nse In inflatIOn are both symptoms of excessive monel 

supply. It thLis calls for a tight credit and monetary policy, cutllng of budgetary defiCits and 

rationalIZing InnatlOnary finanCing. All these help in lowering the demand In the economy and hence, 

reduces Impon. The goods previously demanded at home arc released for expon. Consequently, the 

balance of payments Improves 

Improvement In the balance of payments can Jlso be brought about through depreCiatIOn of 

currency that Clits the demand for imports and raises exports by mak1llg them more competitIve 111 the 

international market. In a long-term framework. It makes the production of exports and Import­

substitutes more profitable thus Improving the balancc of payments 

Structural adjustment programmes are more Wide-ranging. The major objectives are to reduce 

the role of the State In matters relating to the private sector, to allow prices and Income to respond 

freely to market forces, and to open the economy to foreign trade and Investment. The ratIOnale behind 
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reducing the role of public scctor IS th~t prl\atc sector operatIOns arc comparatl\cl) mor~ ctliclcnt ..1 1',,' 

that private markets encourage <.In optlm<.ll <.I I 1000:at IOn of rC!iourecs This IS particularly true In m.I!', 

lov.'-Incume countries where the role of the State has grown f<.lr beyond Its capacity Again, Ih, 

proceeds of prlvatl/atlon represent a non+lntlatlonary source of financing for the budgetary defiCits 1 L 

achieve It, government expendIture ~s ~ percentage of nattoniJl Incomc IS reduced, production alh' 

provision of servlccsare shifted from the public to the prI\ ate sector. and unnecessary gm ernmcnt •. d 

mtcrfercnee IS removed from the private sector 

Similarly, the structural <JdJlIstmcnt process bl:lteH.'s In the market forces and attempts to bring 

prices In line wIth thc market conditions admlnlstered prices .. Hi.: doni.: "may \\lth This In tum. calls 

for removal or reduction of subSidies .md price control. and thc Introduction of. and. or Increase In. 

user's charges for puhlic services 

Last but not the least, opening of the economy to foreign tr~de and In\estment Impro\cs thc 

perfonmlllce of the economy In thc sense that free access to Imports and the disCipline of foreign 

competItIon help Improve the efficiency of domestic productIOn Foreign Investment alleViates pressure 

on the balance of payments and bndgcs the technology gap. Structural adjustments m\olve relaxation. 

or removal. of restrictions on forclgn trade ~nd Investment. 
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APPENDIX 4.2 

The strategy of reform introduced in India In July 1991 presents a mixture of macroeconomic 

stabilizatIon and structural adjustment; or In other words, both the short-term, and the long-term 

objectIves gUIde It. In view of the policy-makers, 'stabdlzatlOn was necessary In the short-run to restore 

bJlance of payments equilibrium and to control IIlflatlon, although the reform measures were equally 

Important in the medium-term if the economy \vas to grO\\' and become competitive in the world' (GOI, 

1993). From this \'Icwpomt. a number of reform measures have been introduced in different sectors of 

the economy The important ones are mentIoned hereunder. 

Let us begin with fiscal reforms that were emphasIzed In view of the hIgh rate of Inflation and senously 

distressed balance of payments In the early 1990s The baSICS of economics tcll us, that grcatcr the 

fiscal deficll. larger IS the government borrOWing from the Reserve Bank of India (RBI). Thc greater 

the amount of borrowing the larger is the muney supply and higher is the rate of InfiatlOn. Similarly, 

tiscal deficil IS closely linked wllh the worsening of the balance of payments. ExpanSion In aggregate 

moncy supply and aggregate demand results In higher Import demand. On the other hand. InnatlOn and 

thcreby. increased cost of produclion reduces the competitiveness of exports rcsulting In a trade deficit. 

FIscal deficit also leads to greater external borrOWings and sometImes. commercIal borroWIngs when 

offiCial development assistance IS not available to the required levels. Consequently. servicing of the 

debt burden becomes increasingly dlmeult. Thc outfiow of foreign exchange has a deleteriOUs effect 

upon the balance of payments. 

Thc statistics sho\\ that fiscal deficit dUring FY 1990-91 was as large as 84 pcr cent ofGDP. 

It was over tv"cc the Icvcl ofmld-1970s and over one and a halftimes the 1981·82 level (GOI 1993). 

Naturally. the aIm of tiscal reform \vas to correct the fiscal Imbalances. It envIsaged a reductIOn In 

fiscal deticlt inItIally by two percentage POints. ThiS was to be achieved through contamment of 

guvcrnment expenditure and augmentatIon of revenues, curbing conspIcuous consumptIon and 

reversing the downward trend in the share of direct taxes to total tax revenuc. The initi~1 steps were in 

the dircctlOn of reduction of fertihzer subsidy, abolition of cash compensatory support for exports, 

abolition of subsidy on sugar and disinvestment of a part of the government's eqUity holding in 

selected public sector undertakings. The Government accepted In 1991-92 almost all the major 

recommendations of the Tax Reforms Committee headed by Raja Chclhah and Implemented most of 

them subsequently. The purpose was to raise revenue through better compliance in case of income tax, 

excISe and customs as well as to make the tax structure stable and transparent. 

Alon('/ary (flU! Financial ')'(;,ctor Reform: 

Measur~s to contain the growth In money supply were taken through both fiscal and monetary 

dISCiplines To tillS end. quarterly targets for RBI credit to the central government were set along with 
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targets for bank credit to government. Monetary reform aimed at domg away with mterest rate 

distortions and ratlOnaii/mg the structure of lending rates. In the pre-reform period, government 

borrowJng was done at administered 11lterest rates while the lending rates for the commercial sector 

were high. The new policy attempted to apply market-related rates to government borrowings, an 

approprIate example of which was the 3M-day Treasury bill. Besides this, 11 tried to reduce the number 

of lendmg rates, \\"hich were as many as six at the tIme of launching of the reforms. Imtlally. they were 

reduced to three with the ultimate aim of rcdu(;ing them to only two- one being the general rate, and the 

other being concesslonal for the weaker sectIons OfSOC1Cty, 

Thc monetary poliCY reforms went for reduction In statutory lrqllldity ratio (SLR) and the cash 

reser\'c ratIo ~CRR) 111 hne With the recommendatIons of the Narsirnham Commlttee Report of 1991. 

Durrng the mld-1991, LSR and CRR were vcry high. High SLR helped mobrll7e greater resources for 

the central and the state budgets, whrle high CRR helped check the expansionary effect of the budget 

deticlt on money supply. But since they pre-empted a sizeable portion of banks' resources and diverted 

thcm to IO\\-income earnlllg assets, protitabllrty of banks was badly affected. To ensure profitability, 

banks had to raise Interest rats on lending to the commercial sector that created further problems. In 

\ lew of t11l5. SLR was to be cut down in stages over a three-year period form 38.5 per cent to 25 per 

cent The CRR was to be a,ed to a level below 10 per cent over four years. 

Besides the above. the new policy tned In many ways to make the banking system more 

effiCient. It brought In greater competition among the three cons9tuents of the banking system - public 

sector banks. private sector banks and the foreign banks, and attempted to eliminate administrative 

constraints The branch licenSing polrey was liberali/ed to help ratlonaliLe the eXisting branch network. 

B<lnks got freedom to relocate branches. open spcci<llized branches and set up controlling offices 

SpcCIJI tnbunals for recovery of loans \vere set up. Guidelines were Issued for opening new private 

sector banks With the Idc<l of maklllg them 1110re viable. New accounting norms rcgard1l1g classification 

of assets and pro\ 1510115 for bad debt ",'ere Introduced in tune with the Narsllnham Committee Report. 

The banks were expected to meet capital adequacy norms at par \vlth the internatIonal standard under 

"hleh the)' had to malntalll ulllmp .. llred mInImum c;Jplt;J1 at least equal to g per cent of the total ofrisk* 

"clghted assets and other otT-balance-sheet exposures. In case the capnal of the banks was found 

Inadequate, additional capital was to be mobril/ed from the capital market In the form of new equity, or 

In other words. through the disinvcstments of government hold1l1gs in the capital structure. 

Reforms were not limited to the bankmg sector alone. They permeated to the capital market as 

well An clement of liberalization was Introduced Into the system through the repealing of the Capital 

Lssues (Control) Act, 1947 and abolrshlng the office of the Controller of Capital Issues. With thiS. 

companies no longer needed government approval for approaching the capital market. The companies 

Issuing securities were free to fix price and premium. The reforms went on to permit companies to 

approach the International capital market through the Issue of Euro-equilles under the Global 

DepOSitory Receipt (GDR)lAmerican Depository Receipt (ADR) mechanism. 
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Howc\cr. reins were not loosened completc1) and sufTlclcnt carc \\35 taken 10 chee!... 

malpractices 'The Securities and Exchange Board of India (SEBI). "h,ch had been set up '" 1988 Ie' 

rcgulate the capital market. was given statutory pov,,'crs to ratlOnall/c stock exchange. ThiS institution 

took a number of steps to mcrC;Jse transparency In (he system \\ Ith J \ IC .... In promoting hcalth\ 

practices. speedier transactIOns, ;md ensuring Improved scn'lccs and greater protectIOn to Investors 

Some additional steps were taken such as the inspection of mutual funds and stock exchanges, 

registratIOn of Intermediaries. disclosure of m;)tcnal facts by SCCUritY-ISSUlng companies. adherence to 

code of conduct by the merchant bankers, permission to forelg.n Instllutlonal Imcstars (Fils) and 

forclgn brokers to operatc in the capll;)1 market 

ImluSlfiu/ PO/tel' Rt'./urms 

The New Industrial Pulley ('HPJ was announced on July 24.1991 In the parliament ThiS polin reform 

stressed thc removal of major hurdles in the way of Industnal production, makmg thiS sector 

internJtlonally compctltlvc 111 tcrms of price and quality. Fur thl~ purpose. dellccnslllg was II1troduced 

on a Significant sc;)le, except for a few industries of stmteglc Importance Dcllcensing. hO\\e\'CL 

necessitated filing of an InformatIOn memorandum With the government \\hllc scttll1g up or c,pandlng 

an industrial lIll1t 

The new II1dustrial policy removed most of the restrictions th;)t had been Imposed on thc 

lI1f1ow of foreign tcchnology and in\'('stment through the amendment 10 the Foreign E\change 

Regulation Aet (FERA) 111 1973 The cellmg on foreign equity partICipatIOn "'as ral~cd to 5l per ('ent 111 

normal cases Jnd even up to 100 per cent 111 spcclal cases. ProviSIOn was made for Jutumatl(' appro\ al 

of foreign collaborations where the foreign equity partiCipation \Vas hmitcd to 51 pcr cent of the total 

equity_ BeSides thiS, the area of operations of foreign investors \\';)$ Widened to cO\er trJdmg Jnt! 

serVices, power. all production, and refining and marketing, Automatic appro\·al was also gl\ en to 

techllolog) Jgreclllents 111 hlgh-pnonty industries and those involVing a lump-sulll PJyment of up to Rs 

10 mtilion and a royalty payment of up to 5 per cent of the domestic sales and 8 per cent ofe'ports 

The policy-mukcrs relJl lied that the Monopolies and Rcstnctlvc 1 rade Practices Al't \\ as ;) 

IllJJor hurdle 1!1 the way of industrial production as big II1dustnal houses were not allo\\cd to set up 

new units 111 mallY fields. Though the Act has becn abolished m the mterests of mdustrlal dc\'elopml:nt. 

there IS a commission to control unfair trade practlccs. 

Last but not the least. the new poliCY reinterpreted the role of publiC sector units 111 a \\ay that 

IS relevant to the present needs of the economy. Despite the fact that the publiC sector units have had a 

role to play in fostering growth and preventing concentratIOn of wealth, a host of accompanymg 

probkms ultimately told on their productivity and some Ulllts were cvcn rendered Sick The ne\\ pollc) 

took all these facts mto account and prOVided a few guidelines. First. eleven out of seventeen mdustnes 

reserved for the publtc sector were thrown open to the private sector. Secondly. the policy encouraged 
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disinvestmcnts of government holdings In the equity share capital of public sedor enterprises. This was 

1111tl;"lIly In fJ\'our of mutual funds and other institutIOns. but later, 1Il favour of public in general. 

Tlmdly, the public sector Units were prOVided greater autonomy of management that could be helpful 

for generating reasonable profits. ThiS was to be achieved through a system of Memorandum of 

Understanding (MOU j, which prOVided for an agreement between the enterprISe and the concerned 

~'1Inlstry for nlmil1111'ing governmental interference, but at the same time making the enterpnse 

accountable to the government at the year-end, Fourthly, the new poliCY showed concern for the revival 

of sick units. It brought public sector Units under the ambit of the already existing Sick Industrial 

Comp"nles (Special Provision) Act, 1985 and the Board for Industrial and Fmancial Reconstruction 

(BIFR) The Sick Industrial Companies Act was further amended in December 1993 to facilitate early 

detection of sickness in companies and speedy enforcement of remedial measures on the basIs of the 

recommendatIOns of the Omkar Goswami Committee III the months preeedmg December 1993. As per 

thL" prOVisions. Sickness was to be reported to the BIFR which, In turn, was to recommend the closure 

of non-viable units and for the revival of viable units. The interest of the retrenched workers was to be 

protected Ihrough aSSistance from the National Renewal Fund (SIA newsletter 2000). 

The external seclor reform IS Ihe main area of concern as it is closely related to FDI. It may be noted 

that the poliCY reforms touchcd upon every aspecl of the balance of paymcnls problem. Mosl 

slgnlticantly, the e\change rate was rationailled. The rupee was depreciated to remove maladjustment 

between the real and the nominal exchange rates. The depreciation of the rupee was followed by Its 

com'ertibility on current account. First. it was made partially convertible, and then. after a year, It was 

made fully cOll\ertlblc mainly on !rade account. By mid 1994, the rllpee was made fully convertible on 

all current account transactions. The rationalization of process illso included a shift to the system of a 

managed flo<.ltmg e'(ch<.lnge rate_ All the above steps aimed at encouraging foreign exchange earnings. 

Imp0l1s \\,-crc hbl:rail/ed to give a boost to the domestic production. Tanff was axed with a 

\"Ie\~ 10 <.Irrcstmg the cost of production \\-'Ithln meaningful limits. These were accompanied by various 

cxport promotion measures. In casc of invlslbles, the strategy was to limIt the mflow of external loans, 

particularly non-conccsslonal loans. so that interest payments remained Within manageable limits Jnd 

then gradually began to shrink. Improving the net earnings from invlslbles. Moreover, overseas 

opcrallOns of I ndi3n companies werc encouraged to give boost to investment income. Thus, through 

rl'structurlf1g trade and exchange rate and encouraging the invisible earnings, the new policy aimed at 

rcduclf1g the current account defiCIt. 

The 1M F was appro"ehcd In 1991-92 to meet the defieil and resolve the Immediate CrISIS. 

Hu\\c\"cr, from the medium and long-term POlf1ts of view, the new policy stressed on foreign 

IIl\Cstmcnt rather than extcrnal assistance. Scrviemg external debt had been one of the key factors 

behind the balance of payments CrISIS 
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The area for the opcratlOns of foreign investors was widened as also their stake In the Indian 

enterprises increased through raismg the ceding on their participation in equity capital. Automatic 

ilpprO\'a! or foreign collaboration agreements 111 certain cases was added encouragement for an Inflow 

of foreIgn dlfect investment. Besides foreign direct Investment, portfolio equity Investment from 

abroad was also given an impetus, Foreign institutional investors were allowed to operate in the Indian 

capital market and Indlan companies were allowed to raise capital from the international capital 

market All this represented a big move towards opening the economy. One more milestone was set by 

rno\ ing towards capital account convertibility based on strategies outlmes by the Tarapore Committee 

(June 1997), but In view of the lack ofsustamabilily olthe economy. the monetary authontles followed 

a policy of go-slow on tl1l5 count (Sharan and MukherJI 200 I) 
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