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CHAPTER 1

1.1 MOTIVATION FOR THE STUDY

Increasing internationalization of production led by globalization and liberalization
has been contributing for increasing foreign direct investment (FDI)' inflows across
countries in the world. FDI inflows can lead to several economic and welfare
implications for host country of FDI. FDI inflows, which come as a composite
bundle of tangible and intangible assets, can augment growth process through
supplementing domestic investments. increasing efficiency of resource use (e.g.,
raising productivity), expanding market (e.g., increasing exports). This composite
bundle of tangible and intangible assets, among others, comprises transfer of state of
the art technology. managenal expertise, access to world market and other firm
specific intangible assets. Transfer of these tangible and intangible assets are viewed
as main factors behind the FDI induced growth in the host country. Thus, FDI is an

important determinant of output, employment and income of a host country.

Since independence in 1947, India had a restrictive/selecting FD policy up to 1991.
Subsequently, 1t recognized the greater need for FDI in the growth process of the

economy. by opening the industrial sector to FDI with the announcement of New

' The international trade in financial assets is called foreign investment. Foreign investment may
either come in direct or indirect form. It is called foreign direct investment {(FDI), if the investing
entity has a financial equity interest (10% or more of voting stock) in a foreign company sufficient to
give it some control over the latter's decision taking, IMF (1993). The other kind of investment 1s
called foreign portfolio investment (FP1) and is undertaken in security form to earn profit through
dividend or, to gain from capital appreciation. FDI is often looked as a non-debt creating private
external financing of development. It is different from other debt creating flows of private capital,
such as, commercial bank lending, and other private credits.



[ndustrial Policy (NIP) resolution. on July 24, 1991 under the Structural Adjustment
Programme (SAP) of the national ccononne reforms. The policy statement
cmphasized the attendant advantages that the FDI would bning to industmal sectuos
through technology  transfer.  markcting  expertise. introduction  of - modem
management techniques and new possibilities for promotion of exports. In response
to the FDI policy liberalization in 1991 trends of FDI intlows to India has improyved.
with manufacturing sector receiving a major share of this increased sectoral mtlows

during the post retorm period.

Manufacturing sector 1s an important determinant of Indian cconomie growth (See
Annexure 1.1, this annexure provides the basic data on India’s economic growth and
India’s manufacturing sector during 1993-94 to 2002-03). It 15 contributor for
production, employment, exports & mvestments.  FDI through its participation 1n
the manufacturing sector investments, 1s contributor for further enhancement of
growth process of the cconomy. Among several other tactors, it s the state of an
technology. which enhances the growth of output in the manufacturing sector. FDIL
through transter of the state of art technology. can raise the productivity and growth
of output of the FDI firms (foreign tirms) in the manutacturing sector. The FDI
induced productivity augmentation docs not confine to the FDI firms only. through
tume, it spillovers to domestic tirms via, imitation reverse engineering and human
resources interaction/mobility. In the context of the above, objective of FDI pohicy
in India. empincal examination of the tollowing questions arise in regard to ats

impact on manufacturing sector.

(a) Whether FDI has brought in technology transfer and its consequent effects on

productivity growth in Indian manufacturing sector?

L]



(b) To what extent FDI has helped in augmenting productivity growth in Indian

manufacturing sector/sub-sectors?

(c) Whether FDI has played any role in augmenting productivity growth amongst
domestic firms through its spillover effects in Indian manufacturing sector/sub-

scctors and to what extent?

The basic motivation of this study is to find plausible answers to these questions on

the basis of empirical evidence.

1.2 REVIEW OF LITERATURE AND RESEARCHABLE ISSUES

The 1mpact of FDI on host countries’ manufacturing sector growth, particularly its
direct impact on productivity growth and its indirect impact through spillovers of
productivity growth to domestic firms, has been analyzed in theoretical and
empirical literature. In what follows, a critical review of both analytical and
empirical studies on the above impact ot FDI in and outside India is attempted to

tidentify researchable issues.

There are three theoretical approaches to analyze the role of FDI, technology transfer
and spillovers from the host country/firm perspective. The first approach looks FDI
from the dependency angle following Marxian tradition (Bomschier and Chase-
Dunn, 1985, Hein, 1992, Firebaugh, 1998). The second approach analyzes the role
of FDI, technology transter and spillovers trom industrial organization angle (Caves,
1974, Hymer, 1976, Findlay, 1978, Dunning and Rayman 1985, Teece, 1985,
Blomstrom, 1992). The third approach studies the role of FDI through growth

theoretic angle.




1.2.1 FDI and Growth

The neoclassical growth models (Solow, 1956, Swan, 1956) through the assumption
of exogeneity in technical progress have limited space to understand the role of FDI
on long run economic growth. In the neo-classical growth models of Solow type, the
resultant growth is due to technological progress and/or population/labour force.
These factors are considered exogenous in the model. In presence of these, FDI
would only affect output growth in the short run and in the long run under
diminishing returns to capital, growth rate would converge to "steady state” as if no
FDI had been taken place in the past. The only channels via which FDI can affect
growth 1n the host country are through infusion of technological and other
knowledge specific shocks. It is later on, with the development of endogenous
growth theories, which opened up honizon of understanding growth and its related
tactors atfecting long run growth. It also offered many insights in understanding the

channels through which FDI can be growth promoting.

Endogenous growth models of the mid-1980s encompass a large body of literature.
The factors affecting long run growth and productivity have been given endogenous
in the context of growth theory. Beginning with Romer (1986), which 1s a revision
of the earlier work on “learning by doing™ by Arrow (1986). endogenous growth
models have extensively recognized the role of specialization, increasing returns and
economies of scale in economic growth. The most important determinants of long
run economic growth, as emphasized in the endogenous growth models are (1) fixed
capital investment (Romer, 1986); (2) research and deveclopment (R&D) policies
(Romer, 1990a; Grossman and Helpman, 1991; Aghion and Howitt, 1992); (3)
human capital (Lucas, 1988; Becker, Murphy and Robert, 1990; Romer, 1990b; King
and Rebelo, 1990; Barro, 1990, 1991): (4) public expenditures (Barro, 1990); (5) tax
policies (King and Rebelo, 1990; Jones and Manuelli, 1990); (6) trade policies




(Grossman and Helpman, 1991; Rivera-Batiz and Romer, 1991a,b). All the above
factors have been recognized as long run growth promoting variables through their
etfects on factors of production and productivity. All these seminal works contain
the one common tread. i.e.. long run growth is better understood by variables which
related to advances of technology and total factor productivity rather than by capital

accumulation, which has dimimshing returns.

With knowledge and technology constdered to be the key factors in growth process
of an economy under endogenous growth theories, these inputs gets diffused only
when business collaboration takes place, wherein the role of FDI comes into the
picture. The collaboration can be in equity form (when a foreign firm takes over in
part or full the management/production) or in non-equity form (when a foreign firm
involves in quasi-investment contracts like; licensing, sub-contracting etc). FDI can
atfect economic growth through technological diftusion. The recent growth literature
provides a case for FDI being growth promoting via technological diffusion (Barro
and Salai-Martin, 1995). TNCs are considered as potent vehicle for the diftfusion of
international technology as they have major R&D efforts and control most of the
advanced technology. The developing countries depend to a large extent on TNCs
for accessing modem technology. FDI can affect host country’s productivity growth
either or both in setting up business operations and providing technological
opportunities for local firms. Furthermore, it may result in indirect productivity gain
for the recipient economy if technology spills over to the local firms (Blomstrom,

1991).

Objects gaps in the form of constraints in physical capital in economic growth and

development have always been recognized in the formal modeling of mainstream




growth theory for simple mathematical reasons but ideas gaps in form of human or
organizational capital have not been adequately explored. TNCs as bearers of
innovations and ideas, which are channeled for diffusion of knowledge-based firm
specific assets, for the first time brought into endogenous growth tradition by Romar
(1993). The economic policies, through creation of an incentives structure, which
allow foreign firms to bring ideas from rest of the world and implement the same in
the production process with domestic resources, could close the ideas gaps for

developing countries.

I the problem 1s looked from the viewpoint of the host country’s necessity for FDI
then ability to realize high total factor productivity requires expenditure on
equipment and knowledge intensive products. For a developing country with
scarcity 1n capital can hardly afford to meet this end. On the other hand, this
requirement can easily be met through FDI. It is also true that the cost of imitating
developed country’s technology is lesser than cost of innovating the same (Barro

and Salai-Martin, 1995).

When growth determinants are taken as endogenous and FDI is considered as the
composite bundle of tangible and intangible capitals, for example, capital stocks,
know how, technology etc., then there are several ways in which FDI can be growth
promoting in host country. It can affect output growth in the recipient economy
primarily through following links: (1) when value added content of FDI related
production is more: (2) when there is productivity spillover associated with FDI and
its resultant increasing returns to domestic production; and (3) through augmenting

human capital and technology change via promoting greater use of advanced




technology and providing specific productivity enhancing skill acquiring labour

training.

FDI can be growth enhancing through capital accumulation and incorporation of new
inputs and technology in the production function of the recipient economy. FDI can
be potential source of productivity gains via knowledge spillovers to domestic firms.
The technological change through product innovations in technological advanced
countries which come in the form of FDI help in changing the character of
production from old domestically produced goods into new FDI related products
(Krugman, 1979). Knowledge transfer through FDI serves as a major vehicle of
technological change and human capital augmentation in developing countries.
Human capital augmentation can result in process innovation by which old goods
can be produced using new technology. In fact, these factors bring into increasing
returns in the factors of production, which ultimately act as one of the channels of

endogenous growth,

The existing stock of knowledge of the host economy is increased through skill
acquiring labour training and diffusion and also bringing alternative management
and organizational practices. Despite much physical capital accumulation, FDI can
also be growth enhancing through the other types of knowledge transfer which takes

the form of quasi-investment arrangements like, leasing, contracts and joint ventures

(de Mellow and Sinclair, 1995).

The externalities of various types and their impact on the long run growth are the

basis of endogenous growth models (Romer, 1990). The very presence of




externalities prevents diminishing marginal returns to capital as capital accumulates.
It 1s the existence of externalities that account for the long run growth of a country.
Therefore, foreign investment may augment productivity in the host country and act
as a catalyst for domestic investment and technological progress. Because of the
problems associated with the measurement of the growth inducing impact ot FDI
through operation of various externalities, the role of FDI in promoting economic
growth remains less controversial in theory than in empirical studies (de Mello,

1997).

1.2.2 FDI, Modes of Technology Transfer And Productivity Growth

FDI would also help tn augmenting the domestic production via various spillover
effects to the domestic firms. The important factor, which affects economic growth,
1s technology. FDI is one of the effective routes of technology diffusion in the host

country, especially from the developing countrics™ perspective.

There are five modes through which a developing country can acquire new
technology or knowledge. These are: (1) technology transfer by TNCs through FDI
route, (2) purchasing new technologies by paying royalties or licensing fees
(disembodied technology), (3) purchasing (importing) new tools and machines which
contain new technology (embodied technology), (4} domestic efforts to catch up
through creation of new technology by R&D and education and (5) last is technology
cooperation through official development assistance (ODA). In case of first, the
technology transfer comes in gradual process depending on the level of the
technology absorbing capacity of the host country. For example, at first stage,
TNCs may establish production unit, which only assembles parts and components

produced by the parent company. In the second stage, TNCs train local producers to




manufacture parts and components. However, the key components are continued to
be imported from its parent company. At the third stage, when work force gets
matured up in capturing the production process then only 1t establishes the full
production unit. Further. technology can also be available through establishing joint
venture with foreign company where the technology comes via license and sub-
contract route. In this route, only disembodied technology is acquired. Third route
of technology acquisition is done through ‘“reverse engineering’. This is done
through importing the equipments and machines or final goods, which may contain
new technology and then analyzing the technology content in them and finally

producing exact copy of it.

TNCs produce and own bulk of the world’s modern technology. The control of the
technology comes from their in-house Research and Development (R&D), wherein
these TNCs denve an edge over local firms in internalizing this intangible as firm
spectfic assets. This is evidenced from the fact that nearly four fitth of the global
stock of FDI originates from the half a dozen home countries that dominate world’s
research and technology: the US. the UK, Japan, Germany, Switzerland, and the
Netherlands. On average, about a third of the total sales and the total employment of
the TNCs based on these countries were accounted for by their foreign affiliates in
the early 1990s (Lipsey, Blomstrom and Ramstetter, 1995). It is no gainsaying the
fact that TNCs are the important sources of modern technology for most developing

economies.




Table 1.1: International diffusion of Technology

Type of Transaction and Role of TNCs

Role of TNCs
Type of Transaction | Active Passive
Formal Joint ventures Goods Trade
Licensing
[nformal Linkages Trade Journals
Scientific Exchanges

Source: Adapted from Fransman (1985)

Technology gets diffused in many ways (Table 1.1). TNCs transfer the technology
to the new users in the following ways: through formal market transactions or
through informal non-market channels, which may be voluntary or involuntary. In
either case. the role of the TNCs can be active and passive. FDI 1s another torm
potential channel of technology transter.  But the only difference is that the TNCs
while in the later case of transfer retain the control and ownership of the proprietary

of technologies within the corporation.

Technological spillovers depend to a greater extent on the technological gap between
technology developing countries (developed countries) and technology host
countries (developing countries). The proposition 1s cited (n many theoretical and
empirical works like in the convergence hypothesis or advantages of backwardness

hypothesis. Findlay (1978) draws an analogy from the early studies of technology




diffusion (Mansfield, 1961, 1968) between spread of technology and spread of
contagious disease. The basis for his analogy is that the imitation of someone else’s
technology needs personal contact. According to Schumpeter (1942): *.....the
‘carrier” of the virus of new technology is not the foreign individual, but the foreign

corporations.”

[t is challenging to estimate the technology content of the different forms of
transfers. And there is no comprehensive data available to measure the magnitude of
the informal transfers. FDI plays a very crucial role in transferring technology in
formal routes. And also in informal routes, FDI plays an important role. For
example, the linkage effects are very strong between TNCs and their foreign
affihates.  The exports from TNCs' home countrics may induce “reverse
engineering” - the practice of taking of apart and analyzing the products, to learn
about the technologies embodied in them- which is one of involuntary way of
technology dissemination (Zander. 1991). The other informal technology transfers
can take place through academic contacts, technical publications, and education
abroad. Nevertheless, FDI is supposedly remained the most important channel for

international dissemination of technology.

FDI serves as one of most effective channel of knowledge transter and spillover of
know how to other firms in the economy. As FDI comes with a package of tangible
and intangible assets, the transfer of knowledge comes via transfer of intangible
assets. FDI is engaged in transferring both hard (machinery. bluepnints) and soft
{management, information) technologies. This has two dimensions. The “generic’
know how such as management skill and quality systems etc., which are transferred

or obtained through “arms length transaction’. It is specific know how, which cannot
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be obtained through ‘arms length transaction’ because of international property
rights and also TNCs’ internalization strategies, is transferred only through FDI
(Dunning, 1993).

1.2.3 Technology Transfers and Spillovers

The effects of FDI on economic growth depend on the extent to which technology
and knowledge i1s transferred/diffused in the host country. Through FDI when
technology gets transferred from parent TNC's to their affiliates in host country, some
extent this technology spills over to local firms of host country via demonstration
effects, labour turmover and reverse engineering. Theoretical models, namely,
Findlay (1978) and Wang and Blomstrom (1992), so as to relate the policy
implications from the empirical studies to predictions of these models. Findlay
(1978), in a model examining relationship between FDI and technological progress
in the backward region hypothesized technological progress in backward region is an
increasing function of the technological gap between advanced and backward region.
Faster transmission in technological progress takes place when there is larger
technological gap between foreign and domestic firms. Findlay's hypothesis closely
follows Gerschenkron (1962}, which postulated that faster catch up happens if
disparity in development levels between industrialized and backward region is large.
Findlay also followed Armrow (1971) in relating technological diffusion to spread of
contagious disease. Wang and Blomstrom (1992) model, which also assumed the
positive relationship between FDI and spillovers conditioned upon technology gap
between advanced and backward region, offered further explanations of the
mechanisms of technology transfer by foreign firms and the consequent positive
spillovers in domestic firms. The model recognizes the mechanism of international

technology transfer through TNCs, which develops endogenously by way of



Industrial Policy (NIP) resolution, on July 24, 1991 under the Structural Adjustment
Programme (SAP) of the national economic reforms. The policy statement
emphasized the attendant advantages that the FDI would bring to industiial sector
through technology transfer, marketing expertise. introduction of  modern
management techniques and new possibilities for promotion of exports. In response
to the FDI policy liberalization in 1991, trends of FDI inflows to India has improved.
with manufacturing sector receiving a major share of this increased sectoral inflows

during the post reform period.

Manufacturing sector 1s an important determinant of’ Indian economic growth (See
Annexure 1.1, this annexure provides the basic data on India’s economic growth and
India’s manufacturing sector duning 1993-94 to 2002-03). It is contributor for
production, employment, exports & investments. FDI. through its participation in
the manufacturing sector investments, is contributor for further enhancement of
growth process of the economy. Among several other factors. it is the state of art
technology, which enhances the growth of output in the manufacturing sector. FDI.
through transfer of the state of art technology. can raise the productivity and growth
of output of the FDI firms (foreign firms) in the manufacturing sector. The FDI
induced productivity augmentation does not confine to the FDI firms only. through
time, it spillovers to domestic firms via, imitation/reverse engineering and human
resources interaction/mobility. In the context ot the above, objective of FDI policy
in India, empirical examination of the following questions arise in regard to its

impact on manufacturing sector.

(a) Whether FDI has brought in technology transter and its consequent effects on

productivity growth in Indian manufacturing sector?
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in India, empirical examination of the following questions arise in regard to its

impact on manufacturing sector.

(a) Whether FDI has brought in technology transfer and its consequent effects on

productivity growth in Indian manufacturing sector?



(b) To what extent FDI has helped in augmenting productivity growth in Indian

manufacturing sector/sub-sectors?

(c) Whether FDI has played any role in augmenting productivity growth amongst
domestic firms through its spillover effects in Indian manufacturing sector/sub-

sectors and to what extent?

The basic motivation of this study is to find plausible answers to these questions on

the basis of empirical evidence.

1.2 REVIEW OF LITERATURE AND RESEARCHABLE ISSUES

The impact of FDI on host countries’ manufacturing sector growth, particularly its
direct impact on productivity growth and its indirect impact through spillovers of
productivity growth to domestic firms, has been analyzed in theoretical and
empirical literature. In what follows, a critical review of both analytical and
empirical studies on the above impact of FDI in and outside India i1s attempted to

identity researchable issues.

There are three theoretical approaches to analyze the role of FDI, technology transfer
and spillovers from the host country/firm perspective. The first approach looks FDI
from the dependency angle following Marxian tradition (Bornschier and Chase-
Dunn, 1985, Hein, 1992, Firebaugh, 1998). The second approach analyzes the role
of FDI, technology transfer and spillovers from industrial organization angle (Caves,
1974, Hymer, 1976, Findlay, 1978, Dunning and Rayman 1985, Teece, 19835,
Blomstrom, 1992). The third approach studies the role of FDI through growth

theoretic angle.



1.2.1 FDI and Growth

The neoclassical growth models (Solow, 1956, Swan. 1956) through the assumption
of exogeneity in technical progress have limited space to understand the role of FDI
on long run economic growth. In the neo-classical growth models of Solow type, the
resultant growth 1s due to technological progress and/or population/labour force.
These factors are considered exogenous in the model. In presence of these. FDI
would only affect output growth in the short run and in the long run under
diminishing returns to capital, growth rate would converge to “steady state’ as if no
FDI had been taken place in the past. The only channels via which FDI can affect
growth in the host country are through infusion of technological and other
knowledge specific shocks. It 1s later on, with the development of endogenous
growth theories, which opened up horizon of understanding growth and its related
factors affecting long run growth. It also offered many insights in understanding the

channels through which FDI can be growth promoting.

Endogenous growth models of the mid-1980s encompass a large body of literature.
The factors affecting long run growth and productivity have been given endogenous
in the context of growth theory. Beginning with Romer (1986), which is a revision
of the carlter work on “leaming by doing™ by Arrow (1986), endogenous growth
models have extensively recognized the role of specialization, increasing retuns and
economies of scale in economic growth. The most important determinants of long
run cconomic growth, as emphasized in the endogenous growth models are (1) fixed
capital investment (Romer, 1986); (2) research and development (R&D) policies
(Romer, 1990a; Grossman and Helpman, 1991: Aghion and Howitt., 1992). (3)
human capital (Lucas, 1988; Becker, Murphy and Robert, 1990; Romer, 1990b; King
and Rebelo, 1990; Barro, 1990, 1991); (4) public expenditures (Barro, 1990); (5) tax
policies (King and Rebelo, 1990; Jones and Manuelli, 1990); (6) trade policies



(Grossman and Helpman, 1991; Rivera-Batiz and Romer, 1991ab). All the above
factors have been recognized as long run growth promoting variables through their
effects on factors of production and productivity. All these seminal works contain
the one common tread, i1.¢., long run growth is better understood by variables which
related to advances of technology and total factor productivity rather than by capital

accumulation, which has diminishing returns.

With knowledge and technology considered to be the key factors in growth process
of an economy under endogenous growth theories, these inputs gets diffused only
when business collaboration takes place. wherein the role of FDI comes into the
picture. The collaboration can be in equity form (when a foreign firm takes over in
part or full the management/production) or in non-¢quity form (when a foreign firm
involves in quasi-investment contracts like: licensing, sub-contracting etc). FDI can
affect economic growth through technological diffusion. The recent growth literature
provides a case for FDI being growth promoting via technological ditffusion (Barro
and Salai-Martin, 1995). TNCs are considered as potent vehicle for the diftusion of
international technology as they have major R&D efforts and control most of the
advanced technology. The developing countries depend to a large extent on TNCs
for accessing modern technology. FDI can affect host country’s productivity growth
either or both in setting up business operations and providing technological
opportunities for local firms. Furthermore, it may result in indirect productivity gain
for the recipient economy if technology spills over to the local firms (Blomstrom,

1991).

Objects gaps in the form of constraints in physical capital in economic growth and

development have always been recognized in the formal modeling of mainstream



growth theory for simple mathematical reasons but ideas gaps in form of human or
organizational capital have not been adequately explored. TNCs as bearers of
innovations and ideas, which are channeled for diffusion of knowledge-based (irm
specific assets, for the first time brought into endogenous growth tradition by Romar
(1993). The economic policics, through creation of an incentives structure. which
allow foreign firms to bring ideas from rest of the world and implement the same in
the production process with domestic resources, could close the ideas gaps for

developing countries.

If the problem is looked from the viewpoint of the host country’s necessity tor FDI
then ability to realize high total factor productivity requires expenditure on
equipment and knowledge intensive products. For a developing country with
scarcity in capital can hardly afford to meet this end. On the other hand. this
requirement can casily be met through FDI. It is also true that the cost of imitating
developed country’s technology is lesser than cost of innovating the same (Barro

and Salai-Martin, 1995).

When growth determinants are taken as endogenous and FDI is considered as the
composite bundle of tangible and intangible capitals, for example. capital stocks,
know how, technology etc., then there are several ways in which FDI can be growth
promoting in host country. It can affect output growth in the recipient economy
primarily through following links: (1) when value added content of FDI related
production is more; (2) when there is productivity spillover associated with FDI and
its resultant increasing returns to domestic production: and (3) through augmenting

human capital and technology change via promoting greater use of advanced



technology and providing specific productivity enhancing skill acquiring labour

training.

FDI can be growth enhancing through capital accumulation and incorporation of new
inputs and technology in the production function of the recipient economy. FDI can
be potential source of productivity gains via knowledge spillovers to domestic firms.
The technological change through product innovations in technological advanced
countries which come in the form of FDI help in changing the character of
production trom old domestically produced goods into new FDI related products
(Krugman. 1979). Knowledge transfer through FDI serves as a major vehicle of
technological change and human capital augmentation in developing countries.
Human capital augmentation can result in process innovation by which old goods
can be produced using new technology. In fact, these factors bring into increasing
returns 1n the factors of production, which ultimately act as one ot the channels of

endogenous growth.

The existing stock of knowledge of the host economy is increased through skill
acquinng labour training and diffusion and also bnnging alternative management
and organizational practices. Despite much physical capital accumulation. FDI can
also be growth enhancing through the other types of knowledge transfer which takes
the form of quasi-investment arrangements like, leasing, contracts and joint ventures

(de Mellow and Sinclair, 1995).

The exteralitics of various types and their impact on the long run growth are the

basis of endogenous growth models (Romer, 1990). The very presence of



externalities prevents diminishing marginal returns to capital as capital accumulates.
[t is the existence of externalities that account for the long run growth of a country.
Therefore. foreign investment may augment productivity in the host country and act
as a catalyst for domestic investment and technological progress. Because of the
problems associated with the measurement ot the growth inducing impact of FDI
through operation ot various externalities, the role of FDI in promoting economic
growth remains less controversial in theory than in empirical studies (de Mello,

1997).

1.2.2 FDI, Modes of Technology Transfer And Productivity Growth

FDI would also help in augmenting the domestic production via various spillover
effects to the domestic firms.  The important factor, which affects economic growth,
1s technology.  FDI is one of the effective routes of technology ditfusion in the host

country. especially from the developing countries™ perspective.

There are five modes through which a developing country can acquire new
technology or knowledge. These are: (1) technology transfer by TNCs through FDI
route, (2) purchasing new technologies by paying royalties or licensing fees
(disembodied technology), (3) purchasing (importing) new tools and machines which
contain new technology (embodied technology), (4) domestic efforts to catch up
through creation of new technology by R&D and education and (5) last is technology
cooperation through official development assistance (ODA). In case of first, the
technology transfer comes in gradual process depending on the level of the
technology absorbing capacity of the host country.  For example, at first stage,
TNCs may establish production unit. which only assembles parts and components

produced by the parent company. In the second stage, TNCs train local producers to



manufacture parts and components. However, the key components are continued to
be imported from its parent company. At the third stage, when work force gets
matured up in capturing the production process then only it establishes the full
production unit. Further. technology can also be available through establishing joint
venture with foreign company where the technology comes via license and sub-
contract route. In this route. only disembodied technology is acquired. Third route
of technology acquisition is done through ‘reverse engincering”. This is done
through importing the equipments and machines or final goods, which may contain
new technology and then analyzing the technology content in them and finally

producing exact copy of'it.

TNCs produce and own bulk of the world’s modern technology. The control of the
technology comes from their in-house Research and Development (R&D), wherein
these TNCs denve an edge over local firms in internalizing this intangible as firm
specific assets. This is evidenced from the fact that nearly tour fifth of the global
stock of FDI originates from the half a dozen home countries that dominate world's
research and technology: the US. the UK, Japan, Germany, Switzerland, and the
Netherlands. On average, about a third of the total sales and the total employment of
the TNCs based on these countries were accounted for by their foreign affiliates in
the early 1990s (Lipsey. Blomstrom and Ramstetter, 1995). It 1s no gainsaying the
fact that TNCs are the important sources of modern technology for most developing

economies.



Table 1.1: International diffusion of Technology

Type of Transaction and Role of TNCs

Role of TNCs

Type of Transaction | Active Passive
Formal Joint ventures Goods Trade
Licensing
Informal Linkages Trade Journals
Scientific Exchanges

Source: Adapted from Fransman (1985)

Technology gets diffused in many ways (Table 1.1). TNCs transfer the technology
to the new users in the following ways: through formal market transactions or
through informal non-market channels, which may be voluntary or involuntarv. In
either case, the role of the TNCs can be active and passive. FDI is another form
potential channel of technology transfer. But the only difterence 1s that the TNC's
while in the later case of transfer retain the control and ownership of the propnetary

of technologies within the corporation.

Technological spillovers depend to a greater extent on the technological gap between
technology developing countries (developed countries) and technology host
countries {developing countries). The proposition is cited in many theoretical and
empirical works like in the convergence hypothesis or advantages of backwardness

hypothesis. Findlay (1978) draws an analogy from the early studies of technology



diffusion (Mansfield, 1961, 1968) between spread of technology and spread of
contagious disease. The basis for his analogy is that the imitation of someone else’s
technology needs personal contact. According to Schumpeter (1942); ~.....the
“carrier” of the virus of new technology is not the foreign individual, but the foreign

corporations.”

It is challenging to estimate the technology content of the different forms of
transfers. And there is no comprehensive data available to measure the magnitude of
the informal transfers. FDI plays a very crucial role in transferring technology in
formal routes. And also in informal routes, FDI plays an important role. For
example, the linkage effects are very strong between TNCs and their foreign
atfiliates.  The exports from TNCs' home countries may induce “reverse
engineering - the practice of taking of apart and analyzing the products, to leamn
about the technologies embodied in them- which is onc¢ of involuntary way of
technology dissemination (Zander, 1991). The other informal technology transters
can take place through academic contacts, technical publications, and education
abroad. Nevertheless, FDI is supposedly remained the most important channel for

international dissemination of technology.

FDI serves as one of most effective channel of knowledge transfer and spillover of
know how to other firms in the economy. As FDI comes with a package of tangible
and intangible assets, the transfer of knowledge comes via transfer of intangible
assets. FDI is engaged in transferring both hard (machinery, blueprints) and soft
(management, information) technologies. This has two dimensions. The “genenc’
know how such as management skill and quality systems etc., which are transferred

or obtained through *arms length transaction’. It is specific know how, which cannot



be obtained through ‘arms length transaction’ because of international property
rights and also TNCs’ internalization strategies, is transferred only through FDI
(Dunning, 1993).

1.2.3 Technology Transfers and Spillovers

The effects of FDI on economic growth depend on the extent to which technology
and knowledge 1s transferred/diffused in the host country. Through FDI when
technology gets transferred from parent TNCs to their affiliates in host country, some
extent this technology spills over to local firms of host country via demonstration
effects, labour turnover and reverse engineering. Theoretical models, namely,
Findlay (1978) and Wang and Blomstrém (1992), so as to relate the policy
implications from the empirical studies to predictions of these models. Findlay
(1978). in a model examining relationship between FDI and technological progress
in the backward region hypothesized technological progress in backward region is an
increasing function of the technological gap between advanced and backward region.
Faster transmission in technological progress takes place when there is larger
technological gap between foreign and domestic firms. Findlay's hypothesis closely
follows Gerschenkron (1962), which postulated that faster catch up happens if
disparity in development Ievels between industrialized and backward region is large.
Findlay also followed Arrow (1971) in relating technological diffusion to spread of
contagious disease. Wang and Blomstrém (1992) model, which also assumed the
positive relationship between FDI and spillovers conditioned upon technology gap
between advanced and backward region, offered further explanations of the
mechanisms of technology transfer by foreign firms and the consequent positive
spillovers in domestic firms. The model recognizes the mechanism of international

technology transfer through TNCs, which develops endogenously by way of



interaction between foreign and domestic firms. The model recognizes cost of
transferring technology within the TNC. Other than technology gap, the model also
recognizes the other factors such as cost efticiency of a domestic firm's learning
investment and operation risks. including political risks, low potential economic
growth. Precisely, as per the model. better business environment, potential of high
economic growth and domestic firm’s cost efficiency in learning investment are the
important determinants of high speed of technology transfer and consequent

spillovers in domestic firms.

Endogenous growth theonies, which emphasized the role of R&D (technology
creation), human capital accumulation/augmentation and externalities are the main
sources of long run growth. TNCs who play a major role in technology creation
through intemalizing R&D activities and various externalities associated with the
TNCs’ activities can be a potential channel for affecting the long run growth rate of

the host countries.

1.3 Review of Empirical Literature

The empirical studies examining the above theoretical explanation through linking
trade (technology transfer), liberalization and growth have been fairly well
rescarched while, on the other side, empirically examining the role of FDI as a
determinant of growth through transfer of technology and other intangible

knowledge transfers have been, of late, emerging in the recent past.

Empirical studies can be categorized into two broad types. First, studies examining

the role of FDI at macro/aggregate level, wherein the growth ot real GDP or GDP



per capita is related with the inward FDI flows or inward FDI stocks along with other
relevant interactive variables. Second, studies, which offer evidence on the role of
FDI on productivity growth or spillovers of productivity at industry/sector level or at

firm level.

Table 1.2 summarizes the studies done at the macro level, which provide with the
evidences on the role of FDI on economic growth. Empirical evidences
accompanying these studies are somewhat mixed in nature. FDI on growth could be
favourable and unfavourable depending on the incentives offered by host countries’
trade policies, 1.e., FDI eftects could be higher in export promoting countries than on
import substituting countries. Following Bhagwati (1978), Balasubramanayam cr «/.
(1996) found strong relation between higher FDI inflows and faster economic growth
in 18 developing countries with export-promoting trading policies and also as
expected. they found no such favourable effects of FDI on economic growth in
developing countries pursuing import-substituting trade policies. Blomstrém ¢r «l.
(1994), taking developing countries” data on FDI inflows and GDP from 1960 to
1985, found FDI inflows as a percentage to GDP in a five-year period 1s associated
with positive growth in the subsequent five-year period. However. such FDI induced
positive growth was found strong in case of developing countries with higher income
than developing countries with lower income. The study, in addition, points out the

requirement of a minimum threshold level of income tor FDI to be more effective.
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Table 1.2: Empirical Studies on Impact of FDI: Aggregate Level Studies

Cross Countries

depends on
mintmumn
threshold of

human capital

Study/Country Output Growth Productivity Domestic Econometric

Factor Technique
Productivity

Balasubramanyam et al. | Strongerin EP 0LS

{1996). IS & EP Countries | Countrics

Blomstrom et al. (1994). | Positive Strong Strong OLS

Cross Countries

(Developing)

Borensztein et al. (1998). [ Positive Stronger and Panel] Data

Estimation

India

Note: IS-Import Substitution EP-Export Promotion

Source: Author

depends on

openness

de Mello (1996). Stronger in small Stronger in Granger
Latin American Countries | OPEN gconomies small open Causality
economies
de Mello (1999), OQECD | Positive both in {(-)in Panel Data
and Non-OECD Countries | technological technological Estimation
laggards & laggards &
leaders (+)in leaders
Marwah and Klein {[998), | Positive Positive but OLS
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In another interesting study by Borensztein at al. (1998), covering 69 developing
countries from 1970 to 1989, found FDI inflows marginally affected growth. But
FDI variable has significant positive influence with minimum threshold level of
human capital measured by level of education of a country’s labour force. The
important result found in the study is that FDI contributes to economic growth only
when a sutficient absorptive capability of the advance technology is available in the
host country, which implies that mere flow of capital may not be sufticient enough to

push economic growth.

Taking a panel of OECD (technological leaders) and non-OECD (technological
laggards) countries from 1970 to 1990, de Mello (1999) found that FDI inflows
positively influenced growth in both OECD and non-OECD countries. While in
OECD countries, FDI inflows found to have influenced TFP growth without raising
fixed investment. in non-OECD countries FDI positively influenced fixed investment
growth without raising TFP growth. In de Mello (1996), the effect of FDI was found

stronger in case of small open economies, particularly Latin American countries.

Marwah and Klein (1998) estimated the joint effects of foreign capital (including
FDI) and domestic capital on productivity gains in the process of economic growth,
apart from the openness factor in India. The study covered the pre-reform period
from 1951-89, and used foreign capital variable in two forms, viz., foreign capital
and foreign capital nested with domestic capital in a production function. The study
found positive effects on growth of the vanable foreign capital nested with domestic
capital along with openness factor. The results revealed (.35 of every growth point is
associated with foreign capital nested with domestic capital and 0.09 1s attributed to

openness.
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The common evidences, which is emerging from the above studies, indicates FDI per
se has limited effect on economic growth but FDI coupled with some favourable
conditions, such as, high level of income, greater degree of openness. export
promoting trade policies and minimum threshold level of human capital. among
others, appear as most significant interactive variables in making FDI more effective
on cconomic growth, in terms raising output growth via total factor productivity

growth and fixed investment.

The list of studies presented in Table 1.3 are sector/industry and firm level studies,
dealing with the 1ssues of impacts of FDI on productivity growth and its spillover
effects on domestic firms in the host economy. The productivity improvement
through the foreign firms participation in the manufacturing production process gets
reflected directly in the firms where foreign share is present and indirectly it also

spills over to the domestic firms.

The earlier literature on estimating the impacts of FDI on manufacturing sector
productivity and spillovers were the studies of Caves (1974) and Globerman (1979).
The study by Caves (1974), on Australian manufacturing sector, empirically tested
the impact of foreign presence on per worker value addition or labour productivity in
the domestic manufacturing sector. The study found that the disparity between
foreign and domestic firms value added per workers get narrowed down as foreign
firms increase the share of employment in the sectors, supporting the spillover
hypothesis. Globerman (1979) replicated methodology of Caves (1974) using sector
level cross section data for Canadian manufacturing industries. After controlling the

cffect of capital intensity, Globerman found rclatively weaker presence of
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productivity spillover in case of Canadian industry though the impact of FDI on

productivity remained positive.

Table 1.3: Empirical Studies on Impact of FDI on Productivity

Spillovers: Sector and Firm Level Studies

Growth and

Source: Author

Authors Country Period Data Aggregation Results
Caves (1974) Australia 1966 S Industry Positive
Globerman (1979) Canada 1972 s Industry Positive
Blomstrom and Persson (1980 | Mexico 1970 Cs [ndustry Positive
Haddad and Harrison (1993} Murocco 1985-1989 Panel Firm and Industry Negative
Blomsoom and WolfT (1994) Mexice 1970 1975 CSs Industry Puositive
Kokko (1994) Mexico 1970 [ Industry Positive
Kokko et al {1996) Uruguay 1590 s Firm Insignificant
Aiutken and Harrison (1999) | Veneruela 1976-1989 Pane! Firin Negative
Chuang and Lin (1999} Taiwan 1991 s Firm Positive
Spoholm (1999) Indonesia 1680-1991 CS Finn Positive
Djankor and Hockman § 2000} Crech Republic 1993-1996 Panel Firm Negative
Kathuna i 2002} Inda 19919497 Panel Firm limited to
scientific firms

Goldar et al (2003) India 1991-2000 Panel Firm Issue of
Convergence

Following Globerman’s methodology and applying the manufacturing census data at

ownership and sector level on 215 Mexican industries, Blomstrom and Persson

(1983} found positive effect of foreign mvestment on labour productivity and the

effects of FDI found higher in the sectors where foreign firms employ higher share

of labour force, thus, agreeing with the results of Caves (1974). The study concluded
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productivity spillover in case of Canadian

productivity remained positive.
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Chuang and Lin (1999) Taiwan HU91 s Firm Positive
S)bholm { 1999) Indonesia 1980-1991 S Firm Positive
Djankoy and Hockman (2000h | ¢zech Republic 1963- 1996 Panel Firm Negative
Kathuria (2002) India 1990-1997 Panel Firm hmited 10
scientific firms

Goldar ¢t al (2003) India 1991-2000 Panel Firm lIssue of

Convergence

Source: Author

Following Globerman’s methodology and applying the manufacturing census data at

ownership and sector level on 215 Mexican industries, Blomstrom and Persson

(1983) found positive effect of foreign investment on labour productivity and the

effects of FDI found higher in the sectors where foreign firms employ higher share

of labour force, thus, agreeing with the results of Caves (1974). The study concluded
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the presence of technical spillover on domestic industries on account of the foreign
participation. In addition, the study has taken into account the methodological
problems faced in earlier studies and has controlled capital intensity, scale effects
and worker quality in estimation. In a study based on the same Mexican census,
Kokko (1994) found evidence for productivity spillovers to locally- owned firms,
Further, the study also described what 1s called as “enclave™ situations where the
existence of high capital intensity and high technology gap and higher foreign
market share discourage technology spillovers. Kokko et al. (1996), for Uruguay,
confirmed the evidence for productivity spillovers in situation marked with moderate
technology gaps between domestic and foreign firms. The study did not find any
such spillover to domestic firms, which operate under low level of technology. The
important conclusion reached by the study is that in order to reap benefit from

spillovers. domestic firms need to have a minimum technological capability.

Blomstrém and Wollt (1994) estimated the impact of foreign presence on dispersion
of productivity and on growth of total factor productivity by using same sector level
data on Mexican manufacturing industries.  The study found both value added and
gross output per employee higher in foreign plants compared to domestically owned
plants. Though TFP margins in forcign owned plants found lower on account of
higher capital intensities, the study concluded faster productivity growth and faster
convergence of productivity levels happened in the sectors with higher level of
foreign ownership. Sjéholm (1999) found technology difterences favouring foreign
firms in 26 out of 28 industries in estimating the differences in technology between
foreign and domestically owned establishments for Indonesian establishment data for

1980 and 1991.
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All the above studies are done by using firm level data aggregated at sector level
and/or sector level data segregated on the basis of ownership level.
Methodologically, these studies have focused on the impact of foreign presence on
productivity 1.e., labour productivity and spillovers of this productivity on domestic
industries. One important limitation of the above studies is that it overestimates the
positive impact of foreign investment on domestic productivity if share of foreign

investment 1s concentrated more in productive industries.

In particular, the studies which are done by taking individual firm into account have
one advantage of comparing the performance between the two sets of firms: foreign
and domestic. In these studies, the partial productivity measure (such as, labour
productivity) 1s also a limitation. However, this is overcome by the panel data
analysis econometric technique Hsiao (1986). Panel data compare TFP within the
two different sets of firms: foreign and domestic and across different sectors of the
manufacturing industries. Few studies that have been done in the above context are

reviewed below.

Haddad and Harrison (1993) estimated the impact of FDI on productivity of firms
and its consequent spillovers on domestic firms in a panel data econometric
framework for Morroco’s manufacturing sector during the period 1985-1989.  After
controlling for firm specific influence on productivity such as, firm size. the study
rejected the hypothesis that foreign presence accelerate the productivity growth in
domestic firms but the study found that dispersion of productivity is smaller in those
sectors where foreign firms are higher in number. Thereby, moving the domestic
firms closer to the efficiency frontier. That is, the foreign firms are found to exhibit

average higher levels of TFP but rate of growth of productivity among foreign firms
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are found to be lower than their domestic counterparts. At first observation, this
would appear presence of ‘catch-up” hypothesis (domestic tirms with lower initial
level of productivity are able to pick up at a faster rate due to presence of foreign
firms). but it is tested that although domestic firms exhibit higher levels of
productivity in sectors with larger foreign presence, the same does not reflect in
higher rate of growth of productivity in those sectors. Thus, although foreign firms
pay higher real wages than the domestic firms, they are neither greater outward

ortented nor reflect higher labour productivity.

Atiken and Harmison (1999) estimated the impacts of FDI on productivity growth and
spitlovers using panel data for Venezuelan manufactuning firms for the period 1975-
1989. The study found foreign firms exhibited higher labour productivity. After
controlling for size and capital intensity. the foreign firms are found to be higher in
import and export intensity and paid higher wages than their domestic counterparts,
and also toreign firms are found higher contributor to the foreign exchange earnings
compared to the their domestic counterparts.  The most important conclusion of the
study 1s that although results strongly support the relation between increased foreign
equity participation and individual firms™ performance, but this increase in foreign
ownership variable has a significant negative impact on domestically owned firms,
suggesting an increase in foreign investment decreases the productivity among
domestic firms. Thus. productivity improvement as a result of technology gains 1s
only limited to the firms that are directly in link to the foreign firms (joint venture

firms).

The study by Djankov and Hoekman (2000) for Czech Republican manufacturing

firms is based on firm level panel data for the period 1992-1996. The study has
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segregated all manufacturing firms at three levels; the firms with FDI (foreign
aftiliates). firms without FDI but having joint venture (foreign partners) and firms
with no such foreign link. The study found foreign investment has a positive impact
on the TFP growth of recipient firms.  FDI firms have exhibited greater TFP growth
than joint venture firms implying that parent firms are more interested to transfer
technological know-how to their foreign affiliates than their joint venture partners
without any FDI. This 1s obvious because technology transfer is better protected
against leakage in a firm where the parent firm has a control over the management
and production. Further. it is tound that FDI firms and joint venture firms together,
have a negative effect on the domestic firms, thereby. suggesting no spillovers. This
effect 1s found to be large and statistically significant. However, if focus 1s shifted to
estimate the impact of only FDI firms on both joint venture and domestic firms then
this negative etfect becomes smaller and loses statistical significance.  Further,
importantly, the study pointed out the inadequate training etforts on part of domestic
firms would have prevented them in absorbing or benefiting from the diffusion of

technology transfer.

Chuang and Lin (1999) examined the impact of FDI, R&D on productivity and
spillovers of efficiency in case Taiwan's manufacturing firms. The study has
empirically analyzed the impact of FDI in increasing tirms’ productivity, the role of
R&D in increasing investing firms” productivity and spillover of efficiency to other
firms in the industry and finally the relationship between FDI and R&D activities.
The study used two measures for estimating TFP at firm level; (a) under constant
returns to scale assumption and (b) second based on the assumption of variable
returns to scale. The results of the study confirmed the evidence for positive impact

of FDI and R&D on productivity and spillover of efficiency to domestic firms. The




study, after correcting for sample selection bias, derived the important conclusion

that local technology purchase and outward foreign investment are substitutes to

R&D activities.

Kathuria (2002) is the first study to empirically estimate the impact of FDI on
productivity and spillovers to domestic firms in Indian manufacturing sector in the
liberalization period 1989-90 to 1996-97. The study used the panel data of both
toreign and domestic manufacturing firms for estimation of a stochastic production
frontier framework. The same offered evidence for post liberalization period, the
productivity of foreign firms improved but the spillovers of productivity effects of
FDI on domestic firms imited to only scientific domestic firms, that had capacity to

decode the technology through R&D.

Goldar at al (2003). empirically estimated the impact of foreign ownership on
effictency and convergence by employing a limited panel data of Indian engineering
firms during 1990-91 to 1999-00. Using stochastic production frontier, the study
found higher productivity among foreign firms compared to domestic private and
public sector enterprises. The study also found indications of a process of efticiency
convergence, implying domestic firms, in the liberalization period, tending to catch

up with foreign firms in terms of productivity.

Empirical results reviewed in the above studies in the context of the impact of ¥DI
on productivity and spillovers of productivity to domestically owned firms revealed
mixed trends. The important conclusions emerging from the above studies point in
favour of the impact of FDI on improved productivity among FDI-firms. The FDI-

firms in general have higher value added per labour unit and also higher capital
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intensity compared to domestically owned firms. Besides, whether the mixed results
found on the aspect of spillovers have anything to do with empirical design adopted
in these studies has been examined by Gorg and Strobl (2000). The study points to
adoption of fim level panel data more appropriate in empirically studying
productivity spillovers as it combines the data over a longer period than one data
point in time in the cross sectional analysis. The study also suggested the other
factors, which help faster transmission of technology and spillovers include host

country characteristics, like, technological capability among domestic firms”.

The following researchable issues emerging from the above studies in context of

India are related to:

Assessment of the role of FDI in the context of manufacturing sector productivity
growth and more importantly its spillovers to domestic firms have not been
adequately examined both at the manufacturing sector level and more specifically at
the vanous manufacturing sub-sectors™ level during the post reform period 1n India.
This leads to more specific 1ssues like,

(a) Assessing the role ot FDI in terms of the productivity performance

(b) Assessing the role of FDI on dispersion of productivity

(c) Assessing the role of FDI on productivity growth and spillovers

“ It should be emphasized that above review of literature has excluded Indian
studies as they are not directly relevant for the issues for use in the above review
of literature (a) manufacturing sector in pre and post reform year (Srivasthava.
1996, Krishna and Mitra. 1998, Goldar, 2000, Trivedi et al, 2000, Goldar and
Kumari. 2003, Balakrishnan et al. 2000), (b) impact of FDI on profitability and
other related issues (Kumar. 1990, 1998, 1999, 2005) and impact of FDI on export
performance (Kumar and Sidharthan, 1994, Agarwal. 2001).
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The thesis is addressing these issues through the following objectives.

1.4 STUDY OBJECTIVES

Specific study objectives are as follows:

L.

I

L

4.

To review the policy and institutional arrangement tor attracting FDI and its

patterns of inflows since 1991,

To develop a simple theoretical background for the empirical study on the

impact of FDI on productivity. its dimensions, in the manufacturing sector.

To empincally estimate (a) productivity between foreign and domestic tirms
in the manutacturing sector/sub-sectors ot [ndia. (b) the nature and extent of
the impact of FDI on productivity gap in the manufacturing sector/sub-
sectors of India and (¢) nature and extent of the impact of FDI on
productivity growth and its spillovers on domestic firms in the manufacturing

sector'sub-sectors of India.

To derive policy implications for the future role of FDI in manufacturing

sector/sub-sectors 1n India.

1.S METHODOLOGY

In order to understand the FDI policy regime before and after post reform India a

comprehensive review of FDI policy is attempted with a special focus on FDI policy

emanated in and during post reform period.  With the help of descriptive statistics,

(maximum. minimum. mean, percent share) the trends and patterns of FDI inflows

into India have been studied along with its trends and patterns in global regional FDI

flows. focusing mainly on developing economies.
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Using the neo-classical framework for the estimation and productivity function and

exploring the panel data estimation techniques, the empirical framework for

estimations and the impact of FDI on manufacturing sector is developed.

The productivity differences by manufacturing sector/industries and types of firms
(foreign. domestic and all firms) are estimated by using production function
approach and panel data estimation techniques. Comparative analysis is done on the
following productivity measures, such as, TFP growth, TFP level. size of relative
efficiency. trends in TFP growth. TEP growth by country of ongin, decomposition of

output growth. and capital and labour intensities.

Estimation of the impact of FDI on productivity gap or dispersion of productivity is
attempted in the stochastic production frontier approach and panel data estimation
methods. The determinants of the deviation of individual firms™ productivity from
their respective sector’s best practiced frontier is estimated through FDI at tirm level.

FDI at sector level and firm size.

Using the neo-classical growth theory framework and panel data estimation
techniques. determinants of the productivity growth and spillovers of productivity

are estimated through FDI at firm level, FDI at sector level and the firm size.
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1.6 TIME FRAME OF THE STUDY

Description of policy and institutional arrangements for attracting FDI are studied
since independence with special focus during the post reform period from 1991-
2000. Trends and patterns of FDI inflows into India are studied during the period
from 1991-2003. The impact of FDI on manufacturing sector growth is estimated by
a limited sample of manufacturing firms, comprising foreign and domestic, during

the period from 1991-1998.

1.7 DATABASE OF THE STUDY

The study i1s based on published data sources. The firm level information for
analysis is used from a secondary official source, viz., *The Stock Exchange Official
Directoryv. Bombay Stock Exchange, Mumbai. Trends and patterns of FDI approvals
are sourced from S/4 Newsletter, Secretariat of Industrial Approval (SIA), Govt. of
India. trends and patterns of actual FDI intlows are sourced from various issues of
RBI Bulletins. Report on Currency and Finance, Reserve Bank of India. In addition,
the study also made use of several other data, such as, number of mandays worker at
three-digit industries level from varous issues of Annual Survey of Industries (ASI).
Central Statistical Organization, Govt. of India, averaged annual Wholesale Price
[ndex (WPI) data for various industries from various issues ot RBI Bulletins, Reserve
Bank of India and data on gross fixed capital formation from National Accounts

Statistics (NAS). Central Statistical Organization, Govt. of India.
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1.8 ORGANIZATION OF THE THESIS

The thesis is organized in 8 chapters. Chapter 1 presents the broad outline of thesis
with introduction. motivation, review of literature. researchable issues. objectives,
methodology. timeframe and database of the study. Chapter 2 presents the review of
FDI policy and institutional arrangements for attracting FDI into India, cspecially
during the post retorm period along with analysis of the trends and patterns ot FDI
inflows vis-a-vis the trends and patterns ot FDI inflows in the developed as well as
developing economies, as a background for the empincal study. While Chapter 3
presents empirical framework for conducting the study, Chapter 4 database for
conducting the empirical study. Chapter 5 presents the comparative performance
analysis between foreign and domestic firms. Chapter 6 presents empirical analysis
of the model determining the impact of FD{ in reducing the dispersion of firm level
productivity in the manufacturing sector/sub-sectors of India. Chapter 7 presents
empirical analysis of the model determining the impact of FDI in productivity
growth and its spillovers to domestic firms in the manufacturing sector/sub-sectors of
India and chapter 8 summarizes main findings of the study. policy implications and

conclusions.

(3533
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CHAPTER 11

FDI POLICY, TRENDS AND PATTERNS OF INFLOWS

2.1 INTRODUCTION

Liberalization moves of developing countries in eighties in general and adoption
ot liberal policy regimes for attracting FDI in particular have been driving global
regional FDI flows to these countries. Apart from the obvious benetits of capital
inflows. such as, supplementing domestic savings and investments and generation
of employment and income, it s the transter of new technology and management
skills from parent firms to the foreign affiliates in the host country. which
probably stands as the most justitiable and valid ground for initiation of a liberal
policy towards FDI. It is tn this backdrop that an enabling policy tramework, put
in a broad and transparent manner, and its effective implementation play a crucial
role m not only attracting FDI but also reaping the maximum benetits trom it. in
terms of enhancing the efficiency of resource-use and economic growth and,

hence, the overall development ot the national economy.

The policy towards foreign investment in India has undergone a change, from a
more restrictive FDI policy 1o a liberal FDI policy, since the introduction of the
economic reforms in July 1991. The NIP, announced on July 24, 1991, marks a
historic change in India’s economic mindset towards industrial development and
liberalization of FDI policy. Within this broad framework. FDI has been
recognized as a crucial supplementing input for ushering a vibrant. cfficient and
competitive industrial sector in India. The policy statement has clarified India’s
stand on liberalizing the FDI policy, while emphasizing the importance of FDI in
increasing the cfficiency of the industrial sector through several attendant

advantages that the FDI brings in forms of technology transfer, marketing



expertise. mtroduction of modern management techniques and new possibilitics
for promotion of exports. The FDI policy statement under NIP 1991 thus
explicitly underscores the relative merits of FDI in promoting India’s economic

arowth and development.

[n pursuance of first objective of the study. rest of this chapter contains the
following. (a) Trends and patterns of global FDI regional flows and its importance
in inter regional inflows from the perspective of developing countries. (b) An
account of the evolution of FDI policy since independence, with a special focus
on FDI policy since the introduction of economic reforms m 1991, (¢) A detail

analysis ot the trends and patterns of FDI inflows to [ndia since 1991,

2.2. GLOBAL FDI TRENDS AND PATTERNS OF FLOWS

The importance of FDI as an instrument of economic development and growth
was felt immensely after world debt ¢risis ot 1980s.  Gradual decline of non-
equity sources of foreign capital gave further impetus to non-debt creating foreign
capital. which comes in the form of equity investment viz., FDI and Foreign
Portfolio Investment (FPI). Besides, most important drivers of the FDI and
internationalization of production network owes to the increasing globalization of
firms consequent on the liberalization moves of most of the countries, especially

developing countries and advent of information and communication technology.
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2.2.1 Trends of Global FDI flows

Global regional flows of FDI have witnessed manifold growth during the period
from 1991 to 1998, representing a more than quadruple increase from a level of
US $158.94 billion in 1991 to US $690.91 billion in 1998 and recording an
average annual growth of 23.77 percent (Table 2.1)'. A major share ot FDI flows.
nearly 62 percent during the entire period was flown to developed countries.
leaving about 34 percent to developing countries. Developing countries’ share
showed a steady improvement during the above period, which increased from
about 26 percent in 1991 to a high of 41 percent in 1994 and 28 percent in 1998.
The declining developed countries”™ share of FDI flows during the period from
1991 to 1998 could be attributable to locational shift of the business activities of
Transnational Corporations (TNCs) to developing countries. The implications of
decreasing share of FDI flows into developed countries and its consequent
increase of FDI tlows to developing countries was far-reaching and more
desirable from the viewpoint of convergence of economic growth across
countries. TNCs, which function as the major source of the carriers of the cross-
border composite bundle of tangible and intangible capital, the increasing trend of
FDI from developed countries to developing countries could serve to a greater
extent in closing the “objects and ideas gaps’ that a developing country might
have in the process of economic development, thereby, facilitating convergence of
economic growth and bridging the gap between developed and developing
countries (Romer, 1993). FDI flows to developing countries as a group, when
compared with all other capital flows, constituted a major component, accounted

for more than 72 percent of all resource flows (UNCTAD, 2004).

' Unless stated otherwise. all variables in this chapter refer to current prices.
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Table 2.1: Trends in Global Regional Inflows of FDI (1991 to 1998)

{In Billion US $)

Region\ Year 1991 1992 1993 1994 1995 1996 1997 1998 (1991-
98

Total Inflows 158.94 175.84 219.42 255.99 331.07 384.9] 477.92 6909} 2604.9‘:

Developed Countries 114.79 120.29 133.85 145.14 203.46 219.69 271.38 472.55 168].14

% Share in total 7223 6841 61.00 5670 6146 S7T08 5678 6840 6238

Developing (ountries 41700 5101 7881 10492 113,34 152,49 {R7.35 194.06 92378

% Share in total 26.23 2906 3592 1099 3423 3962 39.20 2809 3428

Of which

Latin America & the 946 17.61 20.001 30.09 3231 5128 7115 8249 31440

Caribbean

% Share in developing 2269 3446 2539 2868 2851 3363 3798 425) M0}

countries

Central &Eastern Europe 245 444 676 593 1427 1273 19.19 243 90.07

% Share in developing 587 869  BS57 565 1259 B35 1024 1252 9735

countnies

Asia 2313 2965 5484 6861 7520 0435 10721 10221 S&S55.2R

% Share in developing 5547 5802 695K 6539 6643 6H1RT ST2Y 8267 6011

countries

Trends in Global Regional Inflows of FDI (1999 to 2003)

(In Billion U8 §)

Region \ Year 1999
Total Intflows 10868
Developed Countries B28.4
% Share in total 76.22
Developing Countries 2319
% Share in total 213
Of which

Latin America & the Caribbean 107.4
% Share in Developing Countries 46,32
Central & Eastern Europe 2431
% Share in Developing Countries 10.48
Asia 112.6
% Share in Developing Countries  48.55

2000

13880

1108.0

79 83
2525

18.2

97.5
38.63
26.52
10.50
146.1
57.86

2001

69 .94
2197
269

RR.1
4011

— T2
(R R |
A LA
td -

1.
5091

2002
0788
480.9
72 0R
1576

232

L

1.4
59

2]

3
26.37
16.73

4.4
59.88

2003
559.6
366.6
6551
172.0

30.7

49.7
28.90
31.23
18.15
1071
62.27

1999-03
4530.6
33643

7426
1033.7
228

3942
3813
20.97

2.03
3720

Notes: (a) Classification of developing countries is as per the UNCTAD
(b) Percentape share may not sum up to 100 due 10 reporting errors.
Source: UNCTAD. World Investment Report. United Nations. various issues.
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Within the developing countries, FDI flows to Asian countries remained dominant
throughout, which rose from a mere US $23 billion in 1991 to US $102 billion in
1998, representing an annual average growth of 26 percent and a percentage share
of around 60 percent in developing countries” FDI inflows during the entire
period. The growth momentum of global FDI flows continued till 2000 touching
a high level of US $1388 billion and thereafter it registered a slowdown to US
$818 billion in 2001 and further to US $560 billion in 2003. During the later
period from 1999 to 2003, share of FDI tlows in developing countries declined to
23 percent compared to 34 percent during the period from 1991 to 1998.
Nevertheless the share of Asian countries maintained the maximum percentage
share in developing countries™ total inflows, though it declined to 55 percent in
the period from 1999 to 2003 compared to 60 percent during the period from 1991
to 1998. Several micro, macro and institutional factors were responsible for the
continued decline in inward FDI flows during 2001-2003 (UNCTAD, 2003).
During the period growth prospects for many countries remained uncertain
including performance of major stock markets, which stayed below the peak of
2000. At micro-level, lowered profitability coupled with high debt-equity ratio
continued to force large companies to downsize their operations. All these factors
pulled down merger & acquisitions (M&As), which were dominant factors for
increased FDI flows, to a lower level and ultimately reflecting lower level of

global FDI flows during the period.

While countries like Brazil and Mexico in Latin American and Caribbean
received the maximum percentage shares of FDI flows in developing countries.
accounting for 7.66 percent each respectively during the period from 1991 to
1998 (Table 2.2), China emerged as the top recipient of FDI flows in Asian

countries, with a percentage share of 26.26 percent in developing countries’ total
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FDI flows (Table 2.3). Other Asian countries, like, Hong Kong and Singapore
received 6.28 percent and 6.37 percent respectively during the above period.
Percentage share of India in developing countries™ total FDI flows in the region
was higher as compared to the countries, like, Philippines and Taiwan, with a .40
percent during the period. In the later period from 1999 to 2003, while percentage
shares of other countries, like, Argentina, Chile, Colombia, Peru, Venezuela in
Latin American and Caribbean registered a decline, shares of Brazil and Mexico
increased to 10.69 percent and 7.94 percent respectively during the period.
During the penod from 1999 to 2003, percentage share of China in developing
countries total FDI flows declined to 22.65 percent compared to 26.26 percent
during the penod from 1991 to 1998. The relative decline in China’s sharc in
developing countries total FDI flows duning the later period could be attributed to
the emerging FDI recipient countries in the region like, Hong Kong, South Korea,
Taiwan and India. India’s share during the period moved up to 1.51 percent

compared to 1.40 percent during 1991 to 1998.

Emergence of China as the top FDI recipient among developing countries and
second largest recipient of FDI flows after the USA continued as a top FDI
destination. During 2003, inward FDI flows to China was highest amongst all
countries, with a total inflow of US $ 53.51 billion compared to the USA’s 5
29.77 billion.  The success of China in becoming one of the major FDI
destinations was attributed to its large and burgeoning domestic market and its
entrenched macroeconomic reform (UNCTAD, 1997). The success of Asian
countries in attracting FDI lies in an investment climate characterized by growing
markets and favorable regulatory frameworks (UNCTAD, 1995). India and China
share many similarities in terms of market sizes and advantageous cheap skilled

labour force imbued with huge potential for future growth.

34



Table 2.2: Share of FDI inflows in Developing Countries’ Total: Select Latin
America & Caribbean Countries (1991 to 1998)

(In Percent)

1691

~ 1992 1993 1994 1995 1996 1997 1998 (1991-98)
Argentina 2.80 791 3.51 3.33 4 .95 4.56 4.89 176 4.38
Brazii 3.02 3.03 1.64 247 4.83 6.88  10.00 14.87 7.66
Chile 1.83 1,37 1.31 2.60 2.61 3.04 2.79 238 245
Colombia 1.09 143 1.22 1.38 1.17 1.23 1.57 1.46 1.36
Mexico 7.39 8.60 %52 1046 8.40 6.49 7.39 6.35 7.66
Peru 0.07 0.27 0.87 294 1.81 2.13 0.91 0.85 1.36
Venezuela 1.08 1.23 0.47 0.77 0.87 1.43 2.95 2.57 1.73

Share of FDI inflows in Developing Countries’ Total:

Select Latin America & Caribbean Countries (1999 to 2003)

{In Percent)

o 1999 2000 2001 2002 2003 1999-03
Argentina 10.35 413 0.99 0.50 0.28 3.66
Braail 12.32 1298 10.22 10.53 5.90 10.69
Chile 378 1.93 1.91 1.20 (.73 2.20
Colombia 0.65 0.95 115 1.34 (.02 1.00
Mexico 5.70 6.57 12.19 9.36 6.27 7.94
Peru 0.84 (132 0.52 1.37 0.80 0.72
Venezuela 1.258 1.86 1.68 0.49 1.47 1.41

Note: Classification of developing countries is as per the UNCTAD

Source: UNCTAD. World Investment Report, United Nations. vanous issues.
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Table 2.3: Share of FDI inflows in Developing Countries’ Total:
Select Asian Countries (1991 to 1998)

(In Percent)

77777 1991 1992 1993 1994 1995 1996 1997 1998 (1991-98)
China 10.47 21.83 3491 3220 31.63 2635 2361 2343 26.26
Hong Kong, SAR 410 401 464 746 S48 686 607 761 6,28
[ndonesia 179 348 254 2.0 383 406 250 -0.12 2.34
Kaorea. Republic of 207 142 075 094 1.57 152 1.52 260 1.64
Malaysia 385 10.14 635 4.37 553 478 348 1.40 4.19
Philippines 1.20 045 1.57 1.52 129 100 0.67 l.14 1.08
Singapore 8.61 4.31 595 815 775 680 692 396 6.37
Tatwan 2.48 1.72 l.16 1.31 1.38 1.22 1.20  0.11 1.09
Thailand 3.18 414 229 1.28 1.77 1.49 1.94 386 238
India 042 046 073 093 1.89 1.70 1.93 1.36 1.40
Share of FDI inflows in Developing Countries’ Total:
Select Asian Countries (1999 to 2003)

{In Percent)
7 1999 2000 2001 2002 2003 1999-03
China 1739 16,13 21,34 3346 31.10 22,65
Hong Kong, SAR 1060 2453 1082 6.14 7.88 12.92
Indonesia -0.80 -1.80 -1.35 0.0  -0.35 -0.95
Karea, Republic of 407 340 1.68 1.87 2.18 275
Malaysia 1.68 1.50 0.25 203 1.44 1.35
Philippines .74 053 045 1.14  0.19 .60
Singapore 693 682 6.84 364 6.63 6.33
Taiwan 1.26 1.95 1.87 092 (.26 1.34
Thailand 263 133 1,74 068 1.05 1.56
India 093 092 1.55 219 248 1.51

Note: Classification of developing countries is as per the UNCTAD
Source: UNCTAD, World Investment Report, United Nations, various issues.
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2.2.2 Global Regional FDI Flows And Gross Fixed Capital Formation

A ratio of inward FDI flows to gross domestic fixed capital formation (GDFC) in
a given year Is a measure of the relative contribution of FDI to the total fixed
assets/investments, domestic and foreign, in a country. The ratio is indicative of
the role of FDI in domestic fixed capital formation. The global regional inflows
of FDI as percentage to global gross fixed capital formation showed a consistent
improvement from 3.3 percent in 1992 to a peak of 19.8 percent in the year 2000
and thereafter it declined to 12 percent in 2001 and 7.5 percent in 2003 as a result
of global slowdown in FDI flows (Figure 2.1). During the period from 1992 to
1998, the ratio of FDI inflows to GDFC for developing countries rose from 4.2
percent in 1992 to 12.3 percent in 1998 and stayed above the global ratio
throughout and thereafter it moved in tandem with global ratio, indicating its
relative importance as a prime contributor to their fixed capital formation. Even
for Asia and pacific countries, the ratio showed consistent improvement over the
period and moved along with the developing countries. India exhibited steady
improvement, though at a very low level, in its FDI contribution to its GDFC. At
0.4 percent in 1992, the ratio moved up to 2.9 percent in 1998 and stood a

maximum of 4 percent in 2003,
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Figure 2.1: Share of inward FDI inflows in Gross Fixed Capital Formation

Share of FDI Inflows in GFCF

(I= Percent]

N W—n

1992 1993 1994 1995 1096 1997 1998 10980 2000 2001 2002 2003

—&—world 33 44 46 54 58 75 106 160 198 120 101 75
—a—Developing Cowtries 42 61 83 76 91 108 123 147 149 131 99 100
—e——AszdPaoficCountnes 32 60 81 71 B2 90 106 113 133 102 83 93
—e— i 04 10 14 24 26 3B 29 22 23 22 30 490

Source: World Investment Report, United Nations, various issues.

2.2.3 Inward FDI Stock And Gross Domestic Product

Inward FDI stock as a percentage to gross domestic product (GDP) is another
indicator by which one can gauge the cumulative FDI absorption relative to the
size an economy. It also signifies the relative openness of an economy vis-a-vis
its other competing countries and groups of countries. As most countries differ
in their economic sizes measured by value of GDP, percentage of FDI stock to
GDP also provides an indication of the relative absorptive FDI capacity of the
economy in comparnson to ratios of regional FDI stocks in various groups of
countries and other competing countries. At global level, share of FDI stock in
GDP progressively rose from 9.30 percent in 1990 to 22.90 percent in 2003,
indicating the relative importance of FDI and increasing internationalization of
production network amongst TNCs (Figure 2.2). More importantly, percentage
share of developing countries” FDI stock in their combined GDP stayed above the

global ratio as well as developed countries throughout the period, signifying a
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greater role of FDI that it continued to play in developing countries vis-a-vis their
developed counterparts. Percentage share of FDI stock in GDP ot developing
countries, which was 14.70 percent against 8.20 percent for developed countries
in 1990, progressively rose to 31.40 percent compared to 20.70 percent for
developed countries in 2003. For Asia and pacific countries. the above ratio stood
highest at 17.80 percent in 1990. which also marked a steady rise to around 31
percent in 2003, clearly indicating TNCs' preferred destination for FDI.
Increasing stock of FDI in GDP of Asia and pacific also showed the increasing
FDI destination of a single country, namely, China. India, though faired
reasonably well in its stock of FDI as percentage to its GDP, yet the ratio reveals
its untapped FDI absorption capacity. India’s share of FDI stock in its GDP rose
from a meager 0.5 percent in 1990 to 1.60 percent in initial reform period and to
5.40 percent in 2003. Going by the developing countries’ trends, India’s FDI
absorptive capacity was as much as four times its FDI stock of US $30.83 billion
in 2003.

Figure 2.2: Share of Global Inward FDI stock in Gross Domestic Product

Share of Inward FDI Stock in GDP
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2.2.4 Inward FDI Performance Index

United Nations Conference on Trade and Development (UNCTAD) has been
bringing out an inward FDI performance index for comparing relative
performance of countries in attracting FDI. The measure is a ratio of share in
global inward FDI flows of a country to its global share in GDP®. There are a
large number of other variables, which influence the FDI inflows to an economy.
yet these factors’ influence may vary under varying degree of openness and
regimes’. Under similar conditions, the size of the economy can be a major
determinant of FDI. Value of index, which ranges between greater and lesser
than one, indicates countries” power of receiving higher amount of FDI relative to
its size and countries receiving lesser amount of FDI relative to its size
respectively. However, a negative value of the index, which is an infrequent
occurrence, can mean the disinvestments by TNCs during the year. Countries are

ranked as per the value of the index®.

; Methodology for constructing inward FDI performance index in World Investment Report, 2002
is as follows. INDi = [(FDL)/(FDIw)] /[{(GDPi)/(GDPw)] where INDi = Inward FDI Performance
Index of the ith country, FDIi = FDI inflows in the ith country, FDIw = World FDI inflows, GDPi
= GDP in the ith country and GDPw = World GDP.

*A host of other factors can be a part in determining FDI inflows. These factors. which are diverse
and often difficult to quantify, can be business environment with investment facilitation, labour
laws, enforcement of contracts, coordination of various agencies, geographic location, availability
of skilled labour, infrastructure and availability of natural resources and most important among all
the political & economic stability with continuity and emphasis on economic policies.

*In the World Investment Report, inward FDI performance index is reported by taking a three-year
moving average to smooth out annual fluctuations of FDI flows for 140 countries (24 developed
countries; 99 developing economies: and 17 Central and Eastern Europe economies). [t excludes
tax havens. Tax heavens are the countries. which attract FDI to take advantage of the benefits of
tax rather than going by the size and other economic determinants of FDI. Such tax heaven. for
example, can be Mauritius, which attracts the FDI with a view of its onward investments in India
0 as to gain tax advantage.
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While FDI performance index of developed countries as a group declined 0.92
during 2001-2003, index for developing countries increased to 1.25 during the
same period, with value of FDI performance index for Asia above one at 1.25
(UNCTAD, 2004). As evident from Table 2.4, India’s FDI performance index
value showed consistent improvement from 0.066 during 1988-1990 to 0.160
duning 1998-2000 and further to 0.357 during 2001-2003. India ranked |14 in a
total of 140 selected countries considered for FDI performance index computation
by UNCTAD. Progressive improvement in India’s FDI performance index does
reflect its course of FDI policy changes from a protectionist policy regime existed
betore 1991 and gradual openness in FDI policy that India adopted between 1991
and 2003. The ranking of countries aiso revealed that most of the developed
countries, ¢.g.. USA ranked lower and small countries like Malaysia, Singapore
recorded higher value in the FDI performance index. Such anomalies occur
because of the larger size of the economies (in terms of its GDP share in global
GDP). Most of the developed countries are homes of the TNCs and are seen as
the major supplier of FDI (outward FDI being larger than the inward FDI flows)
amongst themselves and other developed countries. However, it also reflects the

country's FDI absorption capacity.
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Table 2.4: Inward FDI Performance Index
UNCTAD Rankings of Countries: India (2001-2003)

_ ) Value

Rank*  Countries 1988-1990 1998-2000 2001-2003
[11 Ethiopia 0.060 0.707 0.399
112 United States [.115 0.815 0.396
113 Uzbekistan N.A 0.216 0.360
114 India 0.066 0.160 0.357
115 Kyrgyzstan N.A 1.047 0.352
16 Libyan Arab Jamahiriya 0.507 . -0.121 0.352
117 Taiwan Province of 0.927 0.275 0.350

China

Notes: (a) * Ranked by the index for 2001-2003

(b) FDI Performance Index is the ratio of a country’s share in global FDI flows to its share in
global GDP

(c) N.A_ refers to not available

Source: UNCTAD. World Investment Report, 2004, www.unctad.org/fdistatistics

2.2.5 Inward FDI Potential Index

UNCTAD brings out inward FDI potential index. It is an index to compare the
potentialities of vartous countries to attract FDI. Inward FDI potential index.
comprising mainly of structural variables, is by far an improved measure of FDI
potentiality by taking as many as 12 socio-economic crucial variables besides the
size of the market determining the volume of FDI inflows into a country”.

Countries are ranked by value of the index computed through a composite score”.

® Variables included in computing FDI potential index are: (1) average real GDP growth for last
ten years (2) per capita GDP (3) Total exports as percentage to GDP (4) Telephones and Mobiles
per 1000 inhabitants (5) per capita energy use {6) R&D expenditure as percentage to GDP (7)
Students at the tertiary level as percentage of total population (8) country risk (9) percentage share
of exports of natural resources in world exports (10) percentage share of imports of
parts/accessories of electronics and automobiles (11} percentages share of services exports in
world services exports and (12) percentage share of inward FDI stock in world inward FDI stock.

® Like inward FDI performance index. the Inward FDI Potential Index is averaged (three year
period moving average) to smooth out annual fluctuations in data. Indices are reported for 140



Across different groups of countries, developed countries’ potentiality to attract
FDI stayed above the developing countries as a group throughout the period from
1988-1990 to 2000-2002 (UNCTAD, 2004). Index for developed countries.
which was 0.374 during 1988-1990. moved up to 0.396 during 2000-2002.
Developing countrics also showed a steady climb of their inward FDI potentiality
index from 0.138 durning [988-1990 to 0.177 during 2000-2002. The USA
remained in the first place throughout the period 1988-2002 (UNCTAD, 2004).
India improved its rank to 89™ position during 2000-2002, with its value of the
index featuring a continuous improvement from (.120 during pre-reform period
(1988-1990) to 0.149 during 1998-2000 and to 0.159 during 2000-2002 in the
post reform period (Table 2.5). China. the largest recipient of FDI in the
developing world, was positioned 39" by the FDI potential ranking. Compared to
its economy’s size, India lags behind many countries and several countnies in the
East Asia. Compared to FDI performance index, many large economies faired
well in the FDI potentiality indices. While China’s FDI inflows were higher than
USA in recent years, in terms of potentiality index. USA still maintained the top

FDI destination by various socio-cconomic variables.

countries (24 developed countrics; 99 developing economies; and 17 Central and Eastemn Europe
economies), excluding tax havens, which tend to receive massive FDI inflows rather than their
economies’ size and other structural determinants.
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Table 2.5: Inward FDI Potential Index
UNCTAD Rankings of Countries: India (2000-2002)

B Value
Rank* Countrics 1988-1990 1998-2000 2000-2002
&6 Angola 0.126 0.140 0.162
R7 Yemen 0.068 0.157 0.161
88 Uzbekistan N.A 0.158 0.161
89 India 0.120 0.149 0.159
90 Uruguay 0.145 0200 0.159
91 El Salvador 0.107 0.174 0.159
92 Suriname 0.177 0.166 0.159

Notes: {a) * Ranked by the index for 2001-2003.

{b) FDI Performance Index 1s the ratio ot a country’s share in global FDI flows to its share in
global GDP

{¢) N AL refers to not available

Source: UNCTAD. World Investment Report. 2004, www.unctad.orgfdistutistics

23 EVOLUTION OF FDI POLICY IN INDIA

FDI policy adopted by India since independence is reviewed below, with a special
focus on FDI policy initiated during 1991 and thereafter. The review is done with
an intention to understand historically the evolution of foreign investment policy
in India. Nearly more than four decades. India’s policy towards FDI remained
more or less selective, with varying degree of restrictions on foreign
collaborations (Kidron, 1965; Goyal 1979). The eatire period from post-
independence India till onset of the new economic reforms. India’s policy towards
FDI or “foreign collaborations’ underwent different phases and can be divided
into four different phases, which characterize different policy attitudes adopted
towards FDI in each period. Phase 1 (1948-1967) represented cautious and
selective attitude; Phase II (1968-1979) marked intensive restnction; Phase 1II
(1980-1990) initiated a partial liberalization; and Phase IV (1991 and onwards)
began a full-fledged liberalization process with introduction of reforms during

1991 and subsequent modifications brought about thereafter (Kumar, 1998). FDI
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policies in these periods were shaped by multiple national economic objectives.
such as, self-reliance, creation and protection of national assets by way of setting
up of heavy industrics under ‘commanding heights", import of select industries

and export promotion (Rao et al, 1999).

Forcign collaboration, including foreign financial and foreign technical
collaborations, approvals entered in the above periods does reflect different
phases of FDI policy regime in the past’ (Figure 2.3). During the period 1961-
1970, percentage of foreign financial collaborations, which was 25 percent of a
total number of 3171 foreign collaborations, came down to 14 percent during
1971-1980. Such collaborations again registered an increase during the period
1981-1990, comprising 24 percent of foreign financial collaborations of a total
number of 7435 foreign collaborations. During the initial post reform period
1991-1998. percentage of financial collaborations. containing FDI moved up
sharply to 59 percent and subsequently to 84 percent between 1999-2004. More
than double the number of financial collaborations was approved during 1991-

1998 than it was in the entire three decades (1961-1990).

7 Foreign collaborations in India are solicited in two different forms i.e., foreign technical
collaborations and foreign financial collaborations. The later involves technology agreement either
by way of lump sum payment or by paying royalty/fees for a stipulated period. As technical
collaborations do not involve any equity agreement, these collaborations are not strictly
considered as FDI by definition. Such collaborations are called as non-equity form of FDI. On
the other hand, foreign financial collaborations involve equity participation and certain percentage
of equity. e.g., 10 percent (IMF, BoP Manual. 2003) that gives management control of the
business by foreign company, qualify as FDI.
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Figure 2.3: Number of Foreign Collaboration Approvals in Different Periods

Number of Foreign Collaborations Approval
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2.3.1 Phase-I (1948-1967): A Case of Cautious and Selective Attitude to FDI

In this phase, foreign investment policy was conditioned by two industral policy
resolutions (IPRs) of 1948 and 1956 and foreign exchange crisis of late fitties.
During the period, imports-substitution strategy for industrialization in pursuance
with ‘commanding heights™ of IPR 1956 was followed with a view to build local
capabilities, especially in heavy industries segment and in machinery
manufacturing industrics. Technological base of the economy was at its initial
stage during early part of this period. In order to promote technological
development, policy was directed towards technology imports and foreign
investments and technological collaborations werc sought in high technology

areas. Foreign investments in low technology industrics were restricted to nurture
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and develop local industries (Rao et al, 1999). Dual nature of the policy intention,
during the pertod. was clear in a sense to build national technological capacity
through foreign collaborations in high technology arcas where it was a bare
necessity and to discourage foreign collaborations in low technology areas to
protect and nurture local industries. Limited technological base coupled with
skills, inadequate entrepreneurships led to a receptive attitude towards FDI. FDI
was sought on mutually advantageous terms. with a majority local ownership.
Foreign investors assured of no restrictions on profits and dividends repatriations
as well as accorded national treatment and compensation in casc of acquisitions
(Kumar. 1998). Durning 1857-38. India encountered a foreign exchange crisis.
Further hiberal attitude was also displayed towards FDI in projects involving
foreign exchange components. This was the period when many TNCs serving
Indian markets through exports started establishing their affiliates in India as
manutacturing base. During the period. major TNCs were in the field of oil
refiming worldwide. A few TNCs in the business of oil refining in India were
taken over by the State.  Subsequently, tormation of Oil and Natural Gas
Commission (ONGC) and Indian Oil Company (IOC) took place in 1955 and

1959 respectively (Martinuessen, [988).

2.3.2 Phase-1II (1968-1979): A Case of Restrictive Attitude to FDI

After a brief period of openness and receptive policy attitude towards FDI, policy
regime became further restrictive during the period 1968-1979.  Earlier period
was marked by a conscious attempt to create national industrial assets, build
technological capabilities. skills, human resources and supremacy of the State
under ‘commanding heights™ was accorded top priority. As a consequence, FDI
was cautiously and selectively welcomed in the arcas of high technology and high

priorities. leaving a space for the flourishing of the domestic industries. This had
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led to formation of local capabilities in the areas of machinery fabrication, process
and product adaptations. Further, development of local engineering design
capabilities, project management and handling had also led to considerable
building up local capabilities.  As a result. share of imported machinery and
equipment as proportion of gross capital formation, which was around 69 percent
in 1950, had come down to about 25 percent by 1968-69 (Kumar. 1998). On the
other hand, outgo of foreign exchange on account remittances of profits.
dividends, royaltics and technical fees for servicing of foreign imvestments
committed during the first phase substantially increased during end of the first
phase. All these factors had reinforced adoption of a restrictive attitude towards
FDI in the second phase so as to protect the created national industrial assets from
the competition on the ground of infant industrics’™ argument in one hand and also
to tread on the path of self-reliance by way of cutting down imports and
remittances on account of profits, dividends, royalties and technical fees on the

other.

During the period. FDI was restricted on those coming without technical
collaborations. Restrictions were also imposed on foreign companies seeking
more than 40 percent of equity participation. Such proposals required to be
approved by Reserve Bank of India (RBI). Government also listed the industries
where foreign participation was not desirable on the ground of local capabilities.
Payment of royalties and fees was also capped to certain limits. Restrictions were
also extended with respect of renewal of foreign collaborations and guidelines to
use Indian consultancy services. In 1969 a morc precise policy was evolved.
Industries were divided into three groups and foreign collaborations were
entertained in two out of the three industrial groups, viz., (i) FDI with technical

collaboration and (ii) only technical collaboration. As discussed above, this was
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done to restrict foreign participation, especially FDI, in strategic industries but

technological collaborations were entertained to build national capability.

-

The regulatory framework for FDI continued and further consolidated with the
enactment of Foreign Exchange Regulation Act (FERA), 1973. With FERA,
foreign companics were required to undergo compulsory registration under Indian
corporate legislation up to a foreign equity holding of 40 percent. However,
regulation of foreign exchange did not ease the constraint of foreign exchange.
As a result, tlexibility of FERA was extended to foreign companies engaged in tea
plantations, exports oriented business and high technology and high priority areas.
The FERA exemptions were given to the following categories of non-resident
companies. First, companies were permitted to hold 74 percent of equity abroad
if exports were of more than 60 percent of outputs. Second, permission for 51
percent of equity holding was allowed if 60 percent of the company’s turnover
was in core sector with 10 percent of export commitment. Third. 100 percent
export oriented companies were allowed 100 percent equity holding.
Nevertheless, there was no discmmination between domestic and foreign

companies apart from FERA companies.

While regulatory framework under FERA was at lcast a partial success due to
foreign exchange constraint, to some extent objective of equity dilution was
fulfilled. As a consequence, number of foreign branches came down considerably

from 500 in 1974 to 300 in 1980 (Martinussen, 1988).

With a view to promote exports, Government established Frce Trade Zones

(FTZs) at Kandla (Gujarat) and Santa-Cruz (Bombay) in 1965 and 1972
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respectively, drawing successful experiences of similar FTZs available at the time
in other Asian countries and Special Economic Zones (SEZs) in China. The

Government liberally designed policy and given incentives towards promoting

FDI in these zones.

Further in IPR 1973, more specific policy was evolved, detailing the number of
industries where foreign companies could operate with or without FDI. Once
again, the restrictions of FDI were made to sectors producing basic intermediate.
capital goods and consumer goods. At the same time, the foreign equity limit was
revised upward from 40 percent to 49 percent in high technology and priority

sectors and foreign participation was limited to only Government joint ventures.

2.3.3 Phase-I1I (1980-1990): A Case of Initial Deregulation

In the second phase, intent of the FDI policy was to promote and protect the
created national industrial assets and to further develop local technological
capabilities. FDI was restricted to the areas of high prionties and high technology
requirements. with Government joint ventures. The FERA, 1973, which brought
the maximum restrictions on foreign companics, was found to be successful to a
limited extent due to the foreign exchange constraint. Foreign exchange
constraints led to several exceptions, which were granted with a view to build
foreign exchange reserves. The objective of FERA could only bring dilution of
foreign equity to some extent and simultaneously enhancing the local
participation. Restrictions on new foreign investments as well as on the existing
foreign companies did not augur well for India as expected. India’s export
competitiveness declined due to low technology and protected market. The third

phase of policy, while recognizing above, brought in a partial liberalization in the
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trade and investment policy with an objective of cnhancing exports

competitiveness, modernization and marketing of exports through TNCs.

During this period, a partial liberal attitude towards foreign investment came into
being with the announcement of Industrial Policy. 1980 and 1982 and Technology
Policy. 1983, The third phase was characterized by changes in the policy
directions. such as. de-licensing some of the industrial rules and promotion of
Indian manufacturing exports. emphasizing on modemization of industries
through liberalized imports of capital goods and technology. During the period.
the restrictive features of Monopoly Restrictions and Trade Policy (MRTP) act
were also softened to some extent. The policy changes, specific to foreign
investments include (1) setting up of four new Export Processing Zones (EPZs) for
attracting foreign companies and (ii) relaxation of FERA for 100 percent export
oriented units. Besides, 40 percent ceiling on foreign ownership was relaxed in
some cases and also included relaxation of rules and procedures regarding
payments of royalties and technical fees. This period also began with trade
liberalization by tarift reduction and shifting of large number of items from

import licensing to Open General Licensing (OGL).

All the measures adopted during the phase Il were in fact enabled India to further
move ahead with the process of liberalization, modernization and enhancing

cfficiency of the industrial sector in 1990s.
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2.3.4 Phase-1V: Post Reform Period

Economic liberalization process. which was introduced under SAP with supports
ot IMF and World Bank. culminated into a series of economic reforms in July
1991, Along with a host of industrial policy reforms that came with the
announcement of NIP 1991, policies concerning FD! marked a new dawn that
signihicantly divide the FDI policies evolved during the entire period from post
independent era till 1990 and the period beginning 1991 and thereafter. NIP 1991
recognized the role of FDI in the process of industrial development in India in
terms of bringing greater competitiveness and efficiency and also modemization,
technological upgradation. creation of a sound base for exports promotion and
above all integrating India with rest of world. The major highlights of policy

changes are as under.
1991

3 Abolition of industrial licensing system except for 18 industries under

strategic and environmental concerns.
o Ceciling of 40 pereent foreign equity under FERA done away with.
a Removal of registration under MRTP act.

0 Introduction of the dual approval systems for FDI proposals viz., (i) through
an automatic approval channel for FDI in 35 priority sectors by Reserve Bank
of India (RBI) up to an equity participation of 51 percent and (i1} through
formal Government of India channel via. Foreign Investment Promotion

Board (FIPB)/Secretariat for Industrial Assistance (SIA).

a Existing companies were allowed to hike their foreign equity up to 51 percent

in prionty sector.

0 Liberalization of the use of foreign brands name.
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Abolition of Phased Manufacturing Programme (PMP) for high local content.

Dilution of “dividend balancing conditions’ and its related exports obligation

except in case of 22 consumer goods industries.

Removal of restrictions of FDI in low technology sectors.

Automatic permission for technology agreement in high priority industries.
Removal of condition tor FDI with necessary technology agreements.
Liberalization of technology imports.

Permission tor Non-Resident Indians (NRIs) and Overseas Corporate Bodies
(OCBs) under automatic route with repatniation of capital income to invest up

to 100 percent equity in high prnionty industries.

India became a signatory to the Convention of the Multilateral Investment

Guarantee Agency (MIGA) for protection of foreign investments.

All these measures adopted during 1991 marked a major departure of FDI policies

adopted before 1991 and ushered a new era for FDI in India. These initial

measures underwent revision and further liberalization in the contents of the

above measures was introduced subsequently after 1991 to project India as one of

the top hosts for FDI. Followings are the subsequent reform measures that came

into being specifically in 1997, 2000 and post-2000.

1997

Industrial licensing requirement in industries of strategic and environmental

concerns pruned further.

In January 1997, another 13 industrics were brought under 51 percent foreign

equity participation and 9 other high priority industries were earmarked in
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0

metallurgical and infrastructure sectors where equity participation has been
raised up to 74 percent and [00 percent for NRIs in select industries. A total
LT sectors were put under automatic approval with equity cap of up to
100-74:51/50 percent.

Further. procedural simplification was brought in the automatic FDI approval
channel.  Earlier practice of obtaining prior approval was dispensed with.
Companies were allowed to inform RBI after shares were issued to non-

resident companies.

Relocation of FIPB from Prime Minister's office to Secretariat for Industrial

Approval., Ministry of Commerce and Industry, Government of India.

2000 and after

Q

Lists of industnal licensing in industries of strategic. environmental and

locational factors further curtailed to a minimum number.

Opening  up  new sectors. such as, mining, banking. insurance,
teleccommunications, construction and management of ports, harbours, roads
and highways and defence equipment subject to equity caps. A detail list of
sectoral guidelines (as on March 2005) indicating percentage of foreign equity

cap 1s given in Annexure 2.].

Sectors earmarked for automatic approval of FDI expanded to include almost
all sectors and equity cap raised to 100 percent (Annexure 2.2), barring a few
negative list, such as, industries requiring industrial licensing in strategic,
environmental and locational grounds.  Lists of industries requiring
compulsory licensing and terms and conditions requiring case-by-case

approval from FIPB are given in Annexure 2.3.

100 percent FDI is permitted in most manufacturing sectors with automatic

approval, such as. textiles, paper, basic chemicals, drugs and pharmaceuticals,



rubber. plastic. non-metallic mineral products, metal products, ship/boat
building. machinery and equipment and automobiles (Annexure 2.4). FDI

limit of 24 percent continues for Small Scale Industries (SSls) and 26 percent

for defence equipment.

0 Dividend balancing conditions and its related exports obligation on foreign
mvestors  were completely withdrawn in case of 22 consumer goods

industnes.

0 Scrapping of the Press Note 18, requiring no-objection certificate from the

existing joint venture partners'.

Progressive and phased liberalization measures adopted for promoting FDI during
the post-reform period created a much-desired environment for business growth
and FDI inflows in India. The most important among all are (1) abolition of
industrial licensing requirement for business set up except for few industries of
strategie and environmental and locational concerns, (i1) gradual hiking up FDI
ceiling in a phased manner (Annexure 2.5) (iil) increasing number of sectors
under automatic route and keeping few sectors, such as, industrics requiring
compulsory hcensing, manufacturing items reserved for SSIs and investment
locations attracting locational restrictions, and (iv) liberalization of foreign
exchange regulations by way of simplification of procedures for making inward
and outward remittances. These apart, there were also several simplifications of
procedures as part of investment facilitations, such as, electronic filing of

applications. online chat facility with the applicants, online status on registration/

*In December 14, 1998, Govt. of India issued Press Note 18. a set of rules applicable to FDI under
automatic channel. It made mandatory for a foreign partner in a joint venture firm to obtain ‘no
objection certificate’ from the existing Indian partner to float a wholly owned subsidiary in the
same or allied fields. Many foreign firms were facing problems to start a wholly owned subsidiary
even though the sector subsequently came under 100 percent automatic FDI channel.
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disposal of applications and dedicated e-mail facility for investment related

queries to facilitate a hassle free FDI promotion in the country.

Apart from the above policy measures for attracting FDI. the Central Government
and most of the State Governments offer various incentives to attract FDI in most
desired sectors and also for directing investments to underdeveloped regions.
Incentives. hke 100 percent profit deduction are available for infrastructure, 100
percent tax deduction for exports and undertakings in Special Economic Zones
(SEZs) and various capital subsidy and fiscal incentives are offered for
encouraging FDI in underdeveloped northeastern region by the Central
Government.  Several State Governments™ incentives are also available for
tacilitating FDI projects, like single window approval system for setting up
industrial units, making exemption of fee/duty for electricity, registration and
stamp. giving rebate on land cost. reserving plots for NRIs and Export Oriented
Units (EQUs), offering tax concessions and octroi refunds and interest rate and

fixed capital subsidy (Annexure 2.6).

These policy changes intended for making India an investors™ friendly destination
for FDI has undergone more than a decade’s expenience. The following section
analyzes the trends and patterns of FDI inflows in the context of these policies
change. This shall provide with factual bases for developing an empirical

framework and for undertaking an empirical study in India’s experience with FDL
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2.4 THE TRENDS AND PATTERNS OF FDI INFLOWS: Post Reform
Period

Adoption of an ‘open door” policy towards FDI under NIP in 1991 and
subsequent FDI policy liberalization ushered a new phase for India as a FDI

attractive destination in the world. The major trends in the inflows of FDI into

India are analyzed below.

2.4.1 Trends in Non-Debt Creating External Capital Inflows

Post 1991 has brought in much desired changes in the composition of external
capital inflows to India. The debt component of external capital inflows, which
used to comprise a major share during pre-1991 period, gradually featured a
decline after 1991°. Debt component of the external capital inflows, which was
83.3 percent in 1990-91, came down to 52.4 percent in 1997-98 and further to a
negative 10.6 percent in 2002-03, (RBI. Report on Currency and Finance. 2004).
In the process, non-debt creating external capital inflows emerged as an important
external financing of development and growth'’. The sharc of non-debt creating
external capital inflows in total external capital inflows, which was at 16.7 percent
in 1990-91, rose phenomenally to 54.8 percent in 1997-98 and further to 77.1
percent in 2001-02. In 2002-03, it declined to 46.6 percent, due to lower levels of
FDI and portfolio investments. More importantly, percentage share of FDI in
non-debt capital flows consistently increased from 1.4 percent in 1990-91 to 36.2

percent in 1997-98. It rose further to reach a peak of 58 percent in 2001-02 and

* Debt components of external capital flows comprise external assistance. external commercial
borrowings, short-term credits. NRI deposits and rupee debt service. Debt. as it suggests. involves
servicing including interest burden on the country. The burden is more when return of the assets
created out of it is not enough to service the interest part of it.
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