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GLOSSARY OF TERMS 

1\lllClicall IkpositolY Rcccipl (ADI\)- "Amcrican Depository Receipt" lIIeall~ a security 

issued by a hank or a depository in United States of America against underlyillg rupee 

shall's Ill' II nlillpally incorporatcd ill Indin 

Arm's length concept- Arm's length concept implies that two companies, connected by 

financial equity and related by culture, will be treated in many instances as if they were 

independent of each other. 

Ann's length prrce- Arm's length pnce is the price at which two unrelated and non

desperate pal1ies would agree to a transaction. 

Arm's length transaction- Arm's length transaction is a transaction between two related 

or affiliated pal1ies that is conducted as if they were unrelated, so that there is no question 

of a conflict of interest. 

Balance of payments- Balance of payments is a systematic recording of all international 

transactions that occur between residents of one nation and residents of all other nations. 

A nation's bal ance of payments position is the annual change in its international reserve 

assets and/or the annual changes in foreign claims on its own monetary assets 

(international reserves) 

Corporate income tax- Corporate income tax is levied on the earnings of corporations. A 

corporation (or a company) is regarded as a separate entity for purposes of income-tax. 

Direct investlllent- Direct investment is net flows of investment to acqUIre a lasting 

management interest in an enterprise operating in an economy other than that of the 

investor. It is the slim of equity capital, reinvestment of earnings, other long-term capital, 

and short-term capital as shown in the balance of payments. 
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EXp0l1 Processing Zones (EPZs)- EPZs are special arrangements, otten a distinct 

geographic area near a port, which are set up to promote export industries. 

Foreign Currency Convertible Bond (FCCB)- "Foreign Currency Convertible Bond" 

(peeS) means a bond issued by an Indian company expressed in foreign currency, and 

the principal and interest in respect of which is payable in foreign currency. 

Foreign Direct Investments (FDls)- Foreign direct investments are investment made by 

companies into foreign markets for the purpose of owning or co-owning, controlling and 

managing a business enterprise with market share and earnings objectives. 

Global Depository Receipt (GDR)- "Global Depository Receipt" (GDR) means a security 

isslled by a hank or a depository outside India against lJlI(lcrlyillg rupee shares or a 

company incorporated ill India. 

Globalisation- Globalisation is a process of corporate enterprise that Involves the 

procurement of resources from the best available source worldwide and the production 

and sa Ie or goods and services in the widest possible markets. 

Host country- Host country means the country in which the entity receiving the direct 

investment from a foreign party is registered or incorporated. 

Internalization advantage- Internalization advantage refers to some aspect, slIch as 

incomplete contracts, that makes keeping transactions within the firm preferable to arms

length transactions between firms. 

Investment incentives- Investment incentives are government actions or policies that are 

f',lilllkd ill Older 10 increase Ihe lid rash Ilow or lown Ihe risk or a velllllll~ IIVt~1 \Vllal 

w~lllld have been expected without incentives. 
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Joint venture- Joint venture is a highly structured and formal strategic alliance that 
i 

involves two or more partners. Sometimes the alliance is strictly voluntary, but often it is 

mandated by the laws of the host country. 

Local content requirements- Local content requirements require foreign investors to 

purchase a certain percentage of intermediate goods from the host country. 

Location advantage- Location advantage refers to some aspect, such as transpol1ations 

costs, that makes producing in the same location as consumption preferable to producing 

ill olle place Hnd shipping to wherever the demand is located. 

Most Favoured Nation (MFN)- MFN clause is at the heart of modern commercial 

diplomacy. Under it, parties give each other all of the concessions which they give to any 

other country. The nomenclature is somewhat misleading as it sounds like a promise of 

preferential treatment. Instead, it is a promise that no other country wi II be given 

preferential treatment. In other words, the partner will receive treatment no less 

favourable than that given to any other country. 

Multinational Corporation (MNC)- A multinational may be defined as a company fhaf 

OIl'II.\' or cOllfro/s prodllctio" or service facilities il1 more Ihan one COli/Illy. In other 

words, a I11U Itinational is not simply a company that trades internationally by exporting its 

product (or by licensing overseas producers). It actually owns (via a wholly or partly

owned subsidiary) or controls (via a branch plant, joint venture or minority shareholding) 

productive facilities outside its home country. 

Organization for Economic Cooperation and Development (OECD)- The Organization 

Cor Economic Cooperation and Development describes itself as "an intergovenllllcntal 

organization comprising 29 advanced economies from Europe, North America and the 

Pacific region". 1t's mainly known for gathering economic data and is often called the 

"think tank" orthc rich countries of the world. 

~~~~~~~~~""""'-"-
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Ownersilip advalllage- Ownership advanLage refers to some aspecl, such as a ullIque 

product design, that a linll docs beller than others. 

Tax sparing- Tax sparing is a tax treaty provision whereby a contracting state agrees to 

grant relief from residence taxation y;ith respect to source taxes that have not actually 

been paid (taxes that have been' spared'). 

Transfer pricing- Transfer pricing the practice of either under-invoicing or over-invoicing 

transaction taking place between a parent company and its subsidiaries. The aim of 

under-invoicing is to lower the costs of the subsidiary so that its prices are reduced and it 

can eliminate its competitors from the market (disguised predatory pricing). The aim of 

over-invoicing is to increase costs al1ificially, in order to reduce profits and avoid 

laxation, or cirCll111vent profit repatriation rules in the host country. 
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RESEARCH METHODOLOGY 

OBJECTIVE 

The primary objective or the study is to highlight the need for regulation of Foreign 

Direct Investment regime in India after an exploration of the law relating to foreign direct 

investment in India and on the basis of the underlying issues and factors that playa 

determining role in the volume and composition of foreign capital flows to the host 

country. The extcnt and thc form of illnuencc, which such nlctors exert on I()leign direct 

investment, has been attempted to be established in the study. However, 10 substantiate 

the propositions made in the study, support has been taken from the primary investigation 

pursued by various researchers in the field owing to the near impossibility of primary 

data collection and formulation given the economic and statistical intricacies or the 

subject. 

RELEVANCE OF STUDY 

The study is relevant in the wake of the fact that foreign direct investment plays a 

substantial role in the economy ofa country. However, unregulated or over regulated FDI 

cannot contribute to the economic development of the country to its maximum potential. 

This is the reason why FDI needs to be regulated in one form or other. The relevance of 

the study is because its tries to take certain concepts that playa vital role in investment 

decision by the investors and their relation and impact on the forlll and volume of the 

fbreign direct investment so that the formulation of the foreign investment policy takes 

into cOllsideral ion these Hlctors. 

-----~---........-- .. 


12 



NIAIN OBJEC11VES 

The following are the main objectives of the dissertation:

a) To examine the regulation of foreign direct Investment in India 

b) To identify the legal concepts and areas that have an impact on the investment 

decision 

c) To find out the extent and form of impact these concept have 0/1 investment 

d) To highlight the need for regulation of roreign investment policy keeping in mind 

the influence such concepts 

GUIDING RESEARCH QUESTIONS 

The questions that this dissertation has tried to answer are:

a) How is FDI regulated in India? 

b) What are the legal and procedural technicalities faced by the foreign direct 

investors during entry and al the lime or exit? 

c) What is the illlp0l1ance ofFDI to the host country? 

d) What is the impact of FDI on the host country? 

e) Is there any need to regulate the flow ofFDI? 

f) What are factors and legal concerns to be taken into consideration while 

formulating an investment policy? 

g) What is the extent to which slIch factors afTect the volume and composil ion of 

FDI and the consequent impact on the country's economy and legal regulatory 

framework? 

13 



METHODOLOGY 

The study relies both on primary as well as secondary sources of data. Apart li'om hooks, 

joulIlal and Illt\..~IIH,:1 articles, guidance has also becl! takcn 110m various llolilicaliol1 alld 

statutes. Since first hand collection of data was virtually impossible owing to the very 

nature of the subject under study, heavy reliance has been placed on discussion papers 

and studies conducted by international organizations and bodies such as International 

Monetary Fund, Organization for Economic Cooperation and Development, International 

Finance Cooperation etc. The nature of the study is descriptive as well as <lnalylical. A 

uniform mode of footnoting is followed throughout the study. 

LIA11TA TIONS 

The limitation of the paper is that it does not give much statistical data regarding FDI. 

The reason for deliberately omitting to mention strictly economic concepts, theories and 

findings is to avoid too much of technicality. Moreover, the concept (rDI) is studied 

within the legal framework in isolation with any other aspect. 

STRUCTURE OF THE STUDY 

Chapter I gives an introduction of foreign direct investment and its relationship with 

issues I ike development, balance of payments etc. The remaining dissertation is divided 

inlo two parIs. Part A concentrates 011 the legal regulatory framework of rDl ill india. 

Chapter I of part A traces the development ofFDI policy in India. Chapter II gives a brief 

preview of the routes available for FDI in India. Chapter III describes the entry strategies 

for the foreign investors. Chapter IV gives an overview of with the investment routes 

available for the NRJs. Chapter V discusses the sector specific guidelines for FDI in 

India. Chapter VI examines the FDI related Government bodies in Indicl. Cliapler VII is 

about the repatriation facilities available to the foreign investors. Chapter VIII discussed 

14 



Ihe IllOtie or laxatioll or lixcigll ilivestmclIl. Chaptcr IX highlights Ihc prolllillCll1 aspccls 

ill draning of a foreign collaboration agreement. Chapter I of part B discusses the 

incentives that are offered by different economies in order to attract FOI towards their 

country. Chapter II explains the concept of tax incentives and their overall contribution to 

the host country. Chapter fIl is about competition alllong countries to attract FDI and its 

ramifications 011 their legal regulatory framework. Chapter IV examines the need of 

corporate governance in Foreign Direct Investment Chapter V discusses how protection 

or Intellectual property rights in the host country acts as a determinant of now of POI. 

Chapter VI is a brief analysis of the impact of international bodies on FOI. This is 

followed by a summarized study of salient features of FOI in Singapore. The Conclusion 

follows the study. 

----- ,~,~----' ---~~-,-----,------------
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INTRODUCTION 

FOREIGN INVESTMENTS 

Foreign Investment can be defined as the acquisition by governments, institutions or 

individuals in olle country of assets in another. Total foreign investments, as all item in 

the capital account, can conceptually be divided into two components: (a) foreign direct 

investments (FDI); and (b) foreign pot1folio investments (rPI). 

Foreign Direct Investment relers to international investment ill which the investor obtains 

a lasting inlcresl l in an enterprise in another country. Most concretely, it !Hay take rhe 

form 0(' buying or constructing a factory in a foreign country or adding improvements to 
I 

stich a facility, in the form of property, plants or equipment. The lMF defines FDI as 

"direct investment reflecting the lasling interest of a rcsident cntity in one economy 

(direct investor) in an entity resident in another economy (direct investment enterprise), 

... and covers all transactions between direct investor and direct investment 

enterprise ... ".2An investor's earnings on FDI take the form of profits such as dividends, 

retained earnings, management fees and royalty payments. 

On the other hand, FPI is II category of investment instruments that arc more easily 

traded, may be less permanent, and do not represent a controlling stake in an enterprise. 

These include investments via equity instruments (stocks) or debt (bonds) of a foreign 

enterprise which does not necessarily represent a long-term interest. Although FDI, 

almost by definition, tends to be undertaken by multinational corporations, FP: comes 

from more diverse sources, and may originate, for example, from a small company's 

pension fund or through mutual funds held by individuals. The returns that an investor 

acquires on FPJ usually take the form of interest payments or non-voting dividends. 

I A lasting inlerest implies the c:\istellce of ,I long-terlll relationship between the direct investor and Ihc 
elllcrprisc and a significant dcgrce of innllCIlCC by Ihe invcstor 011 thc 1Il1111agcfllcnl of thc cnlcrprisc. 
! World III\·csllllclIl Report. I"')". 
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FPls arc purely financial assets such as stocks and bOllds denominated in a !lat iona I 

currency. With bonds, the investor simply lends his capital to gel lixcd payments or a 

return at regular intervals and receive the filce value or the bond at a pre-specified datc. 

With stocks however, the investor purchases equity or a claim in the net wOlth of a firm. 

FDls on the ollicr hand arc actual investnwnts ill Hlctories, capital goods, land ami 

inventories where both capital and management are involved and the investor retains 

control over use of the invested capital. FDt are usually undertaken by MNCs engaged in 

manufacturing resources extraction or services. 

However, The definitions of these two forms of investment are not the sallle to all pcople, 

and hence a semantic problem may arise unless these are clarified at t he very outset. 

Two definitions are in fairly wide currency today. These are: 

a) FPI is the acquisition of domestic non-equity instruments; whereas FIJI involves 

equity participation, whether in new or existing companies. 

b) FPI involves the acquisition of existing tinancial assets, whether debt or equity; 

whereas FDI Icads to an expansion of the equity base either in a new or an 

existing company. 

Moreover, the acquisition of the asset becomes FOI when the non-resident investor 

intends to manage that asset. Hence, the management control distinguishes FOI from 

portfolio investments3
. The level of ownership that accords control is hard to specify 

unambiguously: it depends on the legal framework of corporate governance, and the 

specific pattern of holding of voting stock of the firm. Another important dislinclioll that 

exists between FOI and FPI is that in the present era of globalizatioll, FPI can be IIllich 

more volatile. Changes ill the investment conditions in a country or region can lead to 

dramatic swings in porllcJlio investment. But because FDI implies a controlling stake in a 

business, and onen conllotes ownership of physical assets such as a equipment, buildings 

and real estate, POI is more difficult to pullout or sell off Consequently, direct illvestors 

may be more committed to managing their international investments, and less likely to 

pull out at the first sign of trouble. Moreover, FDI is undertaken by MNCs and. is firm or 

~ Why Shouldn'l Wc Hypc Up FDI? BibcJ<: Dc~QY, financial Exprcss, . Tucsday. June I X'''. 2002 
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Hitlfllli 1'111 jlilYIIWllh IIn'HIIIII,,"I:1 1111\,(' d('lilll'" 1i1ll'iHII dill'('1 iIlVt'::IIIIt'uI WI "aliV IIt1w oj' 

klHltll,l', In, III IHIIt'hasl~ or \lWIIt;lsliip ill, a Illleigll enterprise Ihal is I:\lgdy (lwllL'd hy 

It'sideilis or lite illveslillg cOlllllry"C.. Tile /lIOI'OlliollS or oWllership llml delillc "hugely" 

vary from country to country. In the United States, 10 % ownership by the investing firm 

sufiices as an official definition of direct investmene. 

Balance of payments accountants have also defined FOI as "direct inveslment and any 

lending in, or purchase of stock in, firms owned in greater proP0l1ioll by parties in the 

investor's home country even if the individual investor does not own 10% or Ihe firm 

being invested"x. 

FIJI is normally undertaken by Multinational Enterprises (MNEs), which invest their 

normally huge. capitai in ditTerent nations. They can be mar.ket seeking, crticiency 

seeking m resourcel asset seeking. They take either the form of new investments, also 

known as green field investments or the form of acquisitions of existing projects through 

mergers and acquisitions (M&A). 

In the process of globalization of economic activities, cross border transactions arc 

carried out that at first glance may be regarded as foreign direct investmcnt whclI in Hlct 

they do not meet the criteria. For example: 

a) 	 All enterprise undertakes to build for a toreign client, usually a Government, C\ 

complete mallullicluring plant, La provide technical know how, and 10 manage and 

operale a plant I()r a number of years, without an ongoing on-site managerial 

presence and without other criteria for existence of a direct enterprise being met. 

It hag complete control over day-to-day operations and receives a management 

fee, paid either in cash or goods produced by the plant. However, the enterprise 

has no equity stake in the plant and is performing a cross border service. 

(, P.lI.Lcnocrl. llIferno/hmo! 1~'c(/II01l1ics. .%2 (New Delhi: IRWIN, II)X7). 
) Ihid al 56). 
~ Ill. 
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b) 	 An enterprise has along term contract with a foreign company, provides it with 

technical know-how and has considerable influence over the quality and (Iuantity 

of output The enterprise may provide a loan to the foreign CiHl1pallY Hnd 

sometimes will have a member on the company's board. However, there is no 

equily slake. It is once again a cross-border service. 

c) 	 Some hosl cOllntries shave made agreements with a number of foreign enterprises 

where Ihe host country supplies factory accommodation, electricity, staff 

accoml11odation, administration and labour. The foreign enterprise supplies all 

production machinery, fixtures and fittings for the building and production 

malerials, and is responsible for the initial training of the labour I{Jrce. The 

foreign enterprise then pays an agreed piecework rate for each item produced. 

When the production machinery and fixtures and fittings relllain I he properly or 
the foreign enterprise, there is technicaHy a direct investmenl hranch, though the 

branch's profits will be zero. There is no direct investment interest if' the 

machinery becomes Ihe property orthe host country. 

d) 	 Other cases might include foreign sales Hnd representative onices, as well as 

foreign stal iOl1s, terminal or f()J1 f~1Cil ities of domestic airl i nes or shi p operators. 

VERTICAL VERSUS HORIZONTAL FDI 

Verlical FDI takes place when the multinational (l'agmcnts the production process 

internationally, locating each stage of production in the cOllntry where it can he done al 

the least cost. Horizontal FDI occurs when the multinational undertakes Ihe same 

production activities in multiple countries. 

Finns should service 1(H'eigll markets wilh horizontal FDI when Ihe OU condilions arc 

salislied: 

a) OWIlCIship mlvanlage- The parent finn Illust have a producl or process 10 \vhich 

other firms don't have access. 

);> Patent, blueprint, or trade secret 
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» 	 reputation 

b) 	 Location advantage- It must be more profitable to produce the product abroad 

than al home, 

» shipping is costly, 

» there are advantages to being close to one's clients (e,g., custOIll producIS), 

» trade barriers, 

» there are special government-sponsored enticemenls in Ihe hosl coulltry, 

» labor is cheap in the host countlY, 

» plant-level scale economies are modest relative to IInll-levei scale 

econonlles 

c) 	 Internalization advantage- The parent company must be better able to extract the 

rents from its ownership advantage by producing the product itself than by 

licensing. 

»Potential licensees may not sign up unless they know the details of what 

they're getting. Once they are told, however, they don't lIeed a license to 

produce that product. More generally, contract enforcenlclll IS 

problematic. 

» 	 Even ir a licensing agreemcnt is reachcd, tUfII(lver alllong skilled workers, 

technicians, etc. may diffuse the proprietary knowledge to colllpetitors. 

ESSENTIALS FOR INVITING FDI 

The United Nations Economic Commission for Asia and Far East (ECAFE) have 

summarized the essential requirements of foreign investors to invest in developing 

countries9 
, The essential elements that constitute a favourable climate from investing 

country's point of view may be briefiy indicated below: 

a) Political stability and freedom from external aggression. 


b) Security of lire and property, 


" Uniled Nalioll~ FUlIIomic Commission lor Asia alld Far East (ECAFE). COllllllillce on Industry and 
Trade. Secolld Scs~ioll. "Foreign InvcsllIlelll Laws and Regulation in the ECAFE Region". Bangkok. 
March 11)50. pp..f-5. 
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c) Availability or opportunities for earning pro"ts, 


d) Prompt payllH':llt or rair compensation and its remittancc 10 thc country or origin 


in the evcnt or compulsory acquisition of a foreign enterprise, 

c) Facililies !(lIthc rCfllillances ofprolits, dividcnds, intcrcsts, etc, 

f) Facilities tor the immigration and employment of foreign tcchnical and 

ad min ist rative personnel. 

g) A system of taxation that does not impose a crushing burden on private entcrprise, 

h) Freedom from double taxation. 

i) Absence of various controls. 


j) Non-discri minatory treatment of foreigners in the administration or controls, 


k) Absence of competition of state owncd cnterprises wit h privatc {"lIpilnl 

I) A general spirit or (j'iendlillcss for (orcign investors, 

1\101'IVES FOR FDI 

The two basic motives for FOl are to earn higher returns, and to diversify risk, Ilowever, 

it is quite pertinent to know how and why the developed nations want to make huge 

investment in developing countries through foreign direct investment when they know 

that developing economies are expected to be more familiar with the local colldil ions and 

thus to be at a comparative advantage as compared to the foreign inveslors, There are 

several possible factors for this trend. Firstly, large corporations oneil have sOllie ulliquc 

production knowledge or managerial skills that could easily and prolilably he ulilized 

abroad and over whk:h the corporation wanls 10 retain direct cOlllrol. This involves 
! 

"horizontal integration" Of' the produclioll abroad of a decentralized product Ihat is also 

produced at homc, Secondly, to obtain control of needed raw material and tllUs C/lsure an 

1I11i nlt'ITupl cd supply al the lowest possible cost. This is referred 10 as "veri ica I 

integration" and is the form of most direct foreign inveslments in developing eOlllllrics 

and in some mineral rich developed countries. Vertical integration involving 

multinational corporations can also go forward into the ownership of sales or distribution 

networks abroad, as is the case with most of the world's major automobile producerslO 

III Dominick Salva lore. international ',,:col1omics, 351 (New York: MaclIlillan Puhlishillg ('(I" 1'))\ 7), 
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According to Dunning's OLl theory, there are three aspects that motivated the firms 

towards choosing FDl as a mode of entry to foreign markets " . These arc: 

» Ownership Advantage: the firm must have a product or a production process stich 

that the nrlll enjoys some market power advantage in Ilm~igll Illarkets. 

» Location Advantage: the firm must have a reason to want to locate production 

abroad ralher than concentrate it in the home country, especially if there are scale 

ecollomies at the plant level. 

» Internalization Advantage: tile finn must have a reason to walll 10 exploit its 

ownership advantage internally, rather than license or sell its product/process to a 
I 


foreign tirm. I 


He also identified four primary reaspns for corporate foreign investments: 
I 

a) 	 Markel seeking- Firms may go overseas 10 find new huyers till' goods ami 

services. The lop executives or owners of a company lIIay realize Ihal their 

product is unique or superior to the competition in foreign markets and seek to 

take advantage of this 0pp0l1unily. So market seeking may happen when 

producers have saturated sales in their home market, or when they bel ieve 

investments overseas will bring higher returns than additional investmcnts at 

home. This is often the case with high technology goods. 

b) 	 Resource seeking- A company may find it cheaper to produce its product III a 

foreign subsidiary for the purpose of selJjng it either at hOllle or in Ihreign 

markets. The foreign facility may be able to obtain superior or less costly 'access 

to the inputs of production (land, labor, capital and nalural resources) thall at 

homc. 

c) Strategic asset seeking - Firms may seek to illvest in other companies abroad to 

help build strategic assets, stich as distribution lletworks or new technology. This 

II Dunning, 11-1. (cd). Glohalisa/iol1, Trade and Foreign Uirecl Invesllllenl. 194-201 (Alllsterdam: Elsevier. 
1998). 
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lIIav illvolve the estahlishmellt or parillership~ wilh oilier existing hlleigll IiI/lis 

lhal spccialize ill ccrtain aspects 01' production. 

<I) 	 Eniciclll:y sceking- Multinational companies may also seck 10 femganizc their 

overseas holdings in response to broader economic changes. For example, the 

creation of a new free trade agreement among a group of countries may suddenly 

make a facility located in one of those countries more competitive, hecause of 

access for the facility to lower tariff rates within the group. Fluctuations in 

exchange rates may also change the profit calculations or a linl1, leading lhe Ill"Ill 

to shift the allocation of its resources. 

ARGUMENTS IN FAVOUR OF FDJ 

The pro-foreign investment arguments grow largely out of the traditional analysis of the 

determinants of economic growth. Foreign direct investment is typically seen as a way of 

tilling the gaps between the domestically available supplies of savings, foreign exchange, 

Government revenue, and management skills and the desired level or these resources 

essential to attain growth and development targets. Hence the most vital and wcll ciled 

contribution or PDl to a country's economy has been its role in filling the rcsource gap 

between targeted or desired investment and locally mobilized savings 

Another notcworthy contribution, that is analogolls to the lirst, has been thc FDI 

contribution 10 filling Ihe gaps betwecn targeted foreign exchange requiremcnts al1d these 

derivc Ii·olll nl'1 export earnings plus net public foreign aid. This is also known as 

"ftlreign exchange or trade gap". 

Third favourable argument has been that FDI could overcome the gap bel wccn targeted 

governmental tax revenues and locally raised taxes. By taxing FIJI prolits and 

participating financially in their local operation, developing countries' governments are 

thought to be better able to mobilize public financial resources ft)r devcloplllCll1 project. 

Fourth pros or FDI hns been Ihat FDI inflows nol only provide financial Il'SOIllCCS hlll 

.<1lso supply a "package" or required nOll-financial resources including IlHlllagclllcnl 

....- ...- ..~ ...--------------------- ....~---....~ ... 
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experience, entrepreneurial abilities, and technological skills to bridge thc gap 111 

management, entrepreneurship, technology and skill of tile host country's linll(s) 

Fifthly, FDI brings with it tlte most sophisticated technological knowledge about 

production proceSSl:S while tran:-;/crring the modern machincry and cquipmcnt to capital 

poor dcveloping clluntries. Such transler or knowledge, skills and technology (Ire 

assumed to be hoth desirable and productive for the recipient nations. 

ARGUMENTS AGAINST FDI 

There have been two basic arguments against FDI in general and the activitics or MNCs 

in particular- the strictly economic and the more philosophic<ll and thc ideological 

Economic arguments that are against the FDI are as under: 

a) 	 Though FD 1 providcs capit a I, it Illay aIso lowcr domcst ic sa villgs and i nvcslllH;nt 

rates stilling competition through cxclusive production agrcemcnts with host 

governments, railing to reinvest much of their prolits, generating domestic 

incomes for those segments with lower savings propensities, inhibiting the 

expansion of indigenous firms that might supply them with intermediate goods by 

instead importing these products from foreign afTilintes, and imposing high 

interest coston capital borrowed by host governments. 

b) 	 The initial impact of FDI is to bring improvement in the foreign rcserve or the 

host country, However, it is argued that its long-run impact might he to reduce 

foreign exchange earnings on both capital and current accounts. Thc currcnt 

account Illay deteriorate due to considerable imports or intermediate goods (lnd 

capital goods. Sifllilarly the capita accolillt Illay worsell due to the overseas 

repat rial iOIl or pro III s, interest, royalties, and management lees. 

c) 	 FDI inllows do contribute to public revenue in the form of corporate taxes. 

However, it is believed that their contribution is always considerably less thall 

what it should be. This is due to liberal tax structure, excessive investment 

allowances, disguised public subsidies, and tariff protection available "0 foreign 

investors by the host countries. 
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d) 	 1t is also argued that the management, entrepreneurial skills, technology, and 

foreign contracts available through FDI might have lillie impact 011 the 

developlIIent orJocnl resources of these delicknt skills lind rCSIllllTes alld might ill 

l~lcl inhibit their development by stitling the growth alld develoJllllenl or 

indigenous enlerpreneurship as a result ofllle rOl's dominallce in Illcallllmkds, 

The Third World countries have specifically raised the following ohje<.:t iOlls!' regarding 

FDI' 

<I) 	 The impact or FI.)I on the host country's economic developmenl is very Ulleven. 

As a result, in some situations, it leads to dualistic economic structure which in 

turn generates income inequalities. It is also seen that, it tends to promote the 

interests of the small number of well paid modern sector workers against the 

interests of the remaining by the creation of differential wage slnl<.:ture within Ihe 

tirm(s) affecting .its workers and efficiency. 

b) 	 Secondly, the inflow ofFDI produces or manufactures inappropriate good!' ll1eant 

for elite class, stimulate inappropriate COllStllllption pallerlls Ihrough 

advertisemelll ami also their monopolislic markel powcr, and to do this all with 

inappropriate tedlllologics of product ion. 

c) 	 Thirdly, the Illc..;al resources tend to be allocated tor socially ullwanied projects. 

This further aggravates the existing magnitude of inequalities bel ween rich and 

poor and in turn leads to serious regional imbalances and intra-regional 

imbalances in the host country. 

d) 	 FOI uses its economic dominance to influence Government decisions in regard 10 

various development policies protecting or favouring its interests Ihat Iliay have 

lill' reaelling clrccts 011 growth and developlllcnt pr(1cess. It possess an ability to 

derive sizeable economic alld political benefits nOI1l the h()st cOlllllries 

Governments in regard to excessive protection, tax rehatcs. illvestmcnt 

a lIowa IICCS <1l1d f:lctory site lit a comparati vely cheaper pricc a lid cert ai II vit a I 

social servicl's Thcses hCllelits in lui'll lead to a situation wherein priv(~tc prolits 



always have all edge over social belle/Its that should 1101 hc Iherc Ihllll the host 

country's point (lrview. 

e) 	 Allolhcr criticisllI has been that FDI inllows Illay damage hosl cOlllltry by 

suppressing entrepreneurship and using their superior knowledge, worldwide 

contracts, much superior advertising skills, and range of vital support serviccs to 

drive out local competitors and inhibit the possibility of emerging new and 

potential small scale enterprise. 

£) 	 It is also feared that higher dominance of FDI in a host country tllke cOlllrol ovcr 

the local assets and job market and makes the working or Ihc hosl country's 

government dillicult and also exerts inllucncc 011 polilical decisions frolll Illp 10 

bottom levels. 

II is cleal frolllthc abovc discussionlhat Ihere has only been a difference oi'idcology and 

vailic judglllents between pro-FDI ecollomists alld against !,DI-economisls in regard to 

the nature, sources and meaning of economic growth and development. Pro-economists 

advocates that FOI brings "free-market, private enterprise, laissez laire" ill an economy. 

Whereas economists against FDl inflow believe that FDI leads 10 "lack oj' nat iOlla I 

control over domestic economic activity and minimization of dominallce, dependence or 
relationship between MNCs and the Third World Coulltrics' Governlllcnls" 

EFFECTS OF FDI 

FDI illllmvs have IrclIlendolis impact on the host country. The hoSI coulltry faces Ihe 

plllhklll ur halallce of paYl11cllts. III shorl rUII, the host country lIIay have n()flllal halallce 

or paymeJlts as w\.'11 as fnvourable lerms or 'radc. 'Iowcver, ill Ihe long rUIl the trclIds 

lIlay be dil'i'elcnl. Thc traJlsfer of prolits will lead to a negative term in ils balance of 

payments 12. 

Secondly, FOI inflows have direct bearing on the quality or elllploYlllell1. Some 

economists believe that FDI "ignores local employment practices". II is also pointed Ollt 

I: It is bclicvcd Ihal FDI is bcncficial as long as ils posili\'c clrcel 011 Ihe hosl C\lIll1ll\'~ ecollolllic 
dcvelopmcllt is 1I1orc Ihalllhc IIcgalivc crrcd all ils \ml:lIIcc of payl1lcllts. 
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that FDl could shin the quality of employment in an unfavourable way reducing the 

"number of good jobs and replacing them with bad jobs". This shows a dillcrcllce of 

human capital-good workers versus bad workers, not good johs versus had' johs t Imler 

sllch comlitiolls the investing coulltry reduces higher wage johs ill a I!oslcolllllry, leavillg 

Ihe host COUllt ry wil h lower wage jobs Oil a increasi ng scale. This siluall!lll crealcs 

imbalance in Ihe labour l1larkcl or a host country. 

Lastly, FDI inllows ill the host countries some times make the national planning dillicult 

and have far reaching effect on the host country's fiscal and monetary policies. As a 

result, it could also have negative effect on research and industrial developmellt in the 

host country. 

FDI AND BALANCE OF PA YMENTS 

The balance or paYlllents is a comprehensive statemcnt or a country's eCOIlOlIIlC 

transactions with the res! or the world fix a given period oftilllc - normally a quarter or a 

year II is all accoullt or all transactions between one country and all olher cOllntries 

trallsactiolls lhat arc measured in terms or receipts and payments!.1 A/~V Ircf/l.w(('lioll Ihal 

callses mOlley to flow iJlto a COlllltl}' is a credit to its BOP accollllt, alld (I/O! trallsactioll 

that callses J110lley to.flow Ollt is a debit. 

The three main components ofthe Balance of Payments are: 

» The Current Account measuring transactions associated wilh goods and 

services (Exports Imports), Investment income alld trallsll'rs (Iellls. Plotils, 

interest) The currellt account Illeasures now or rcal resollln's illdudillg 

l'XporiS and imports or goods ilml services, lllcollle receivable nlll! payahle 

ahroad, ami current transfers from and to abroad. The stalldard cOIllPonents 

covcring goods, services, and income are to reflect the provision and 

acquisitiol1 of real resources by an economy to and f)'0111 olher el.:onOl1l1es. 

1.1 The balance of payments should not be conrused with Ihe balance or trade. ",hich is a narnnn:r concept 
Ihat measures only trade in goods and services. 
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1·lows recorded m; credit measure the economy's domestic outpul (exports or 
goods ami services) provided to other economics, as well as receiPI or factor 

incomes arising from its factors of production (compensation of employees 

Hnd investment income) used in the productive process in other cconomics, 

Conversely, flows recorded as debit measure the acquisition of oUlput of othcr 

economies (imports of goods and services) and payment or Illctor incomcs 10 

other economies for the use ofille latter's factors orproductioll 

» The Capital Account measuring linancial nows sllch llS pllIdwscs or honds 

and equities or direct investlHel1l activities. The capilal m.:coll II1 measures 

external Iransactions in capital transfers l " (mainly deht I(lrgivellcss and 

llIignllll transfers) Hnd lion-produced / non-financial assets (such as patcnts 

and copyrights). The (inancial account shows how an economy's external 

transactions are financed. Transactions in this account are c1assilicd into direct 

I · .investment IS, portfolio financial ( envat Ives 17 , other 
. II! I')
IIlvestment and reserve assets . 

.J> The Balancing Account allowing for changes in allicinl reserve assels, 

II A capitaj I!allsler is :I Ir:lIIslcr or m\'llership of a Ihed assel or rOl~i\'l~lIess 01':1 liahilih, For cxaillple. 
Et:OIHlIII\' A exlends ;J 10:111 tn 1-':C(lIl{)IIlY R ill a gi\,\~11 period. amllalel' Oil aglees In \\ rile otT Ihe loall, The 
rorgi"ellcss or slich a loall is n:eorded limit:.. capilaltr:rllslCrs. 
I' Dirl'!.:1 IlI\cslllll'llt rdi.:!s It) e\I\:l'IIal ill\'cslmelll ill which all invcstor or all ceolllllll)' acqllires a la::-tillg 
illlcl'cst nml a degree or illllllCllee or controt ovcr the llIanngclllcllt or lin cnterprise Illl":\lted ill IInolhcr 
cCOllnlll\'. 
II, Por1f~llio illn:::-tlllcnt rcfcrs to investmcnt ill lIon-residcnt cquitics (i,c, stocks ami shan;s) and dehl 
securities (c.g. bonds. notes, ncgotiable certilicates or deposits). Compared with direct investors. portrolio 
iuvestors in cquity and debt securities of non-resident enterprises have no lasling inlerest or ill!luellce ill the 
managemcnt or the companies Ihey invest. A holding or Icss than Iocy.. cqnily in :III cnterprise is n;gaHlcd as 
portfolio investlllent 
17 Financial derivativcs arc financial inslnllJlcnls Ihat arc linkcd 10 a spccilic Ii nancial insll1l1l1elll OJ' 

indicator or commodity. and through which spccific linancial risks can bc trmled in nlland:!1 lIIarket!' in 
their own right (c.g. options, warrants). 
I K Other invcstment rerers to olher financial claims Oil and liabil it ics to non-residenl!' that :11\: not clas..;i lied 
as direci ill\'csllllcnL portrolio invcstmcnt. financial derh'ali\'cs. or reservc assds. F\;tIlIflks or I1K's~ 
financial claillls ami liabililies incl"de short-terlll and long-IeI'm ll()n-llI:lIketahk loans, Ill-posit., fill:!llcial 
leHscs and tradc credits. 
I') Reserve asscls consist or c:'\lcrnai assets Ihat are readily :Jvailnbk to ami conlrolkd hI' IlIolll.:lar~· 
:l1Ilfmrilics or :Ill eCIlIIOIIl\ for direcll\' financing pa~'1l1elll illlhalanccs :lItd till judi/cd" regliialing the 
Iliaplitlidc or Silch ill1hal:lllces through intervelltion in Ihe c:'\ch:lIIge /Il:llkds 10 alfcd Ihe cllncllc~' 

l':'\ch:lll)~l' r:lll' or Ihal l'(,;\llHlnl\', 



While the initial impact of an inflow of FDI 011 the host country's halallL'l.' or paYlllents 

may be positive2 
!l, the mediulll-term impact is oneil IIcgalivc11 

, as IIw I\:INC IIH.:re<lSCS 

imports or inlermediate goods alld services, ilnd hegins to repatritllc profits 

FOREIGN DIRECT INVESTMENT AND DEVELOPMENT 

The essence of FDI is control as opposed to ownership-colllrol in the managerial sense, 

On the first glance foreign direct investment would seem to be uniquely beneficial fhr 

developing cOllntries, It provides a vehicle for the transfer or scarce resources, and may 

provide both needed capital and foreign exchange, 

The Iist of potenl in I bcnelits IS impressive, Foreign iIlvestlllL'lll 11li! y hd II I rans fer 

technology and skills, provide managemellt and training or local workers. aid in the 

crcatioll or indigcnolls skills ill administration, marketing and other busincss techlliques, 

and "with appropriate safeguards" it can contribute to the growth or local 

elllerprcneurship, It may make for more competitive markets, provide access to 

international markets, contribute to tax revenues and help till foreign exchange gaps, 

Foreign investment may also create employment opportunities and l1Iay raise domestic 

wages, 

The role ofFDI ill the development process may be enumerated as rollows: 

I) Injection of rcal capitnl. 

2) Transfer ol'''CIlIIHldicd'' technology (roreign !inns lraining ground), 

3) ;\ \vay or adapting 10 changing comparative advantages. (;\ reason for FDI, 

instead of selling ofr the machinery or technology, is complemel1tary know-how 

of marketing channels, management etc.) 

~" PDI can havc a bCllcficial cffcci Oil a COlllllry's balancc of paymcnts by (i) ihe illilial capilal iml'sllllcn1. 
(ii) suhslilllting for illlporis Ihat cOlltribulc 10 a currcnt accollnl deficil. and (iii) Ihe C!IITCIII ;I\';C(.III II 1 slIrpllls 

thai rcsults from cxportillg Ihc products produccd from il facility built with the initial FDI. 

~I The ncgativc impaci lIlay bc dlle to increase ill import of inputs and paYlIlents or dividl'nds ali(I ro\alfics 

Hbroad, 


30 

--...~-~~--...- ..-.--------------...- 



4) Means to circumvent trade barriers gain market access. It llIay have negative 

effect in the form of outcompeting inefficient domestic firms. 

5) Increases competition, enhances emciency of domesl ic (inns. 

Thus foreign direct investment would seem In have thc potcntial 10 (.'oollil1l1le Iflurlr 

needed resources to dcveloping coulltries. Yet, it is by no lIleallS cellain Illnl lile nd 

JesuIts liull1 iI give" investment will be positive. The sit~J(ltion is cOlllplex willi foreign 

inveslment hrillging si1llultnllcOlis costs and bCllefits to the hosl countrics. It is obvious 

tilat foreigll direct investmellt is viewed as less than universally bencficial by many in the 

develuping countries. 

The list or potential negatives of foreign investment is lengthy Hlld wcll known. 

Arguments range from excessive cost of resources transferred, decrease in competitive 

ness of domestic markets and inappropriate technology transfers to increased depcndencc 

011 industrialized countries, a loss of political and economic sovcreignlY alld a 

strenglhenillg of imperial or exploitativc relationships. Many led Ihal ill spilL' of its 

potential, f{)reign inveslment actually hinders development by slIppressioll of Ihe glllwth 

or local elllrcpn.:nellrs Foreign inveslmellt is also accllsed or undermining indigenolls 

societies by imposing Weslefll values and lifestyles. 

The answer to the question whether FDl contributes to development is by no means 

determinate. Foreign direct investment has the potential to contribute Il1l1ch needed 

resources to developing countries. Yet resources are not so transferred in the .Ii)slract; 

they come as a part of a business enterprise responsible to all authority ill all 

industrialized country interested in maximizing a global objective which Illay 01' Illay 1101 

relate positively to the development goals orthe host economy. 

~VII}, INVE'ST IN INDIA 

India's CCOIIOlllic reforllIs l\lIve played a critical role in the perforlllance urlhe .economy 

since 1<)f}1 Stnlclmal rcl't)fllls, removal or controls on private and Illll'ign direcl 
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investlllenl, tllH.'lllllg the eco/lomy to lineign trade, dislllanlling or quantitative 

lofricl i(1I1S, liberalizing ill1Pllrl~ and reducing tariff's, exchange rale Ilexihility, public 

sector rd'(lfIlls and disinvestment, private investment in inlhlstruclure, banking nnd 

insurance sector rerorms - all these symbolize a great movc J(lrwards. Delllographic 

trends, specially a slightly declining population growth rate and a rising sharc or working 

population, conlribute 10 higher per capita income. 

Changes in the policy regarding foreign investment have been more radical These 

reforms have involved a total reorientation or tc)reign inveslmcllt policy with foreign 

investment being act ivcly sought not as (l preferred Illcans of lilla Ill;i ng halallCc-of.. 

paymcnts deficits cllIllplired wilh external borrowing, but also hecam;c it provides access 

10 rlosel" Ileld Il'clillologv and globallllarkcling linkages. 

The policy environment in India provides clear guidelines for entry, n'ecdolll or local ion, 

choice of technology, production, repatriation of capital, dividends, dc, which is 

specifically aimed of enhancing the flow of FDI. There is also a packagc of excellent 

fiscal incentives. 

? India allows full and free repatriation of capitnl, technical fcc, roY:llly alld 

dividends. There is no Income Tax 011 profits derived from export or goods 

? There is complete exemptioll from Custom Duly 011 industrial inputs, and 

Corporate Tax holiday I(lf live years for 100% export oriellted lInits and lIllits in 

I:xpo/\ Processillg Zones. The Corporate Tax applicable to Ii.neign cOlllpanie:; of a 

coulltry ror which agreement tor avoidance or Double Taxation exist:; is lower 

than the rales prevailing in any of the two countries and the treaty rales. 

? India has a sophisticated legal and accounting system, and a long history or stahle 

parliamentary democracy. 

? India has a rich base of mineral and agricultural resources. 

? India has a long history of market economy infrastructure lIlHl a sophist il.:aled 

financial sector. 
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» 	The economy has also been opened to portfolio investment. MIll e ,hall )00 

Foreign Institutional Investors are already registered wil h 'he Seemi, ies and 

Exchange (3()(~rd or Ilidia. 

» 	India has a sprawling and rapidly growillg consumer l11arkcl. The middle class of 

ahout .100 millioll people constitutes Ihe market tor branded conSlIlller goods. This 

is growing at X'~;, per annum. The demand lor several consulller products is 

growing at over 12(% every year. 

» India has about 50 million English-speakers, a good 20 million more than the 

population of Canada. 

» India has one of the largest manufacturing sectors in the world. 

» India has one of the cheapest skilled and semi-skilled work force or over 1)0 

million. Skilled manpower and professional managers are availahle al highly 

compet it ive cost. 

» 	1\5 opposed 10 Chilla, where skills ill marketing and human reSO\llCl'S all' ill short 

supply, and a huge ddicit in qualilied lIlanagers is already visihle, India has olle 

01'1 he lillgest pool or scient ists, ellginccrs, techllicians and ilia lIagers ill Ihc world. 

» Although services in India are growing faster thall any othcr scctor, it is the 

Information Technology that has produced the best results. India's IT sector has 

grown at an annual average rate of 50%, from almost nothing in I()91 to salcs of 

US $ 8.3 billion in 2000, employing about half a million people, and ~OIlSlitllling 

15% of India's exports. 

» 	India is a signatory to TRIMS. Among other things it means Ihal illveslors should 

not be subject to export obligations and domestic collleni Jcqllircnwllls. The 

adhercnce 10 TRIMS is believed to lower transaction costs ill inVl'stllll'nl 

WIll"' REGULATE PDI 

Most countries presently accept the importance of foreign investment and arc trying their 

best to aUract foreign investments. However, there is evidence that llm.:ign investment 

can have both positive and negative effects, and a major objective or dcvclopmc'nt policy 

is to maximise the positive aspects whilst minimising the negative ones, so Ihal, on 



balance, there is a significant benefit. Experience shows that ror toreign investment to 

playa positive role, the government must have the right and powers to regulated its entry, 

terms of condition and operations22
. 

The potential reasons for regulating foreign direct investments are:

a) 	 In certain areas of economic activity, regulation or FDI is used hy Ihe 

governments to correct market Hlilures, protection of properly rights etc. For 

example, access In fisheries resources might be restricted in order 10 protect the 

resource ill I he nice or incentives to ovcr-lish. Where il proves difficult to devise a 

lax or regulatory regime (hat rully removes the "excess prolils" camet! by those 

with access to the resource, it may be desirable Lo ensure lhal any excesses arc 

appropriated by the host country rather than by the foreign investors. 

b) Owing to strategic considerations certain areas of natillnal delcnse might 

desirably be closed to foreign participation Oil strategic grounds. 

c) 	 FDI is one of several methods of tjnancing a deficit on the current accolillt or the 

balance ofpaymellts. Restricting FDI will only alter the alllOllll( to which the host 

cOllntry becomes indebted to foreigners 10 the exl enl (hal Il'strirl jrlg I'D I chilnges 

the clirrent account ddicit. For (he 1I10st part, a decision to rcgulall' I"DI implies a 

decision ahout the rdative lIlerits or balance or payments financing hy 1"1>1 or by 

hmrmvillg "blOat! ill oLher ways. 

d) Controls over FIJI have ollen also been motivated by concerns nol directly related 

to foreign ownership such as resource management purposes. 

POLICY ISSUES 

There are cellain policy issues that must be incorporated within the investment policy or 

any host country:

a) 	 Most favoured nClliOl?l - The principle implies IImt foreign il\v~:sl(lrs 110m 

dilTerel1t cotilitries me Ireated the same so thai there is 110 discrimina/ioll between 

... t.l;lIlifl Kilor. The need 10 regliiale 1()H;ign inveSllllent available al !!!Il):li.\\'~nrJ\\'lIsilk.llJg.sg/filie/lllaU~ 
ell.hllll (1\Ia\ 17.20(2). 
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COllhlries, To ensure tllal nations do 1I0t disadvantage /(llcign invest melll lIolll 

cerlain !lat iOllS ill f:lvllr Ill' investmenl from olher Olles, this basil' cOlJcepl or 
illll'lIlaliollal lrade agreements - Hlld IIOW lhe key provision ill international 

agll'l'IIH.'llls on investmcnt - seeks In prevent discriminatioll among iJlvestors "'om 

ditTerellt countries, The phrase "most favored nation" refers to the obligation of 

the country receiving the investment to give that investmenl fhe salllc trealmcnt as 

it givcs to investments tI'om its "most 111vored" trading partncr, 

b) 	 National treatment24 
- This means that foreign investors arc trealed the samc as 

domestic investors, This has been a core element of most agreelllent s on 1radc ill 

goods and selvices, and is also a critical isslie pertaining 10 inlemalional 

investment. Typically, this principle ensures that I()reign illVl'slOls and their 

subsidiary companies arc "lrcated HI least as well liS their dOlllcstic cOlllllerplIrts", 

or "no less favorahly" Ihan domestic industries, A law \vhich taxed foreign-owncd 

l'1I1itil's al a higher rate thall domestically oWlled clliities wOllld Iherd<lIl' violate 

this principle. Ilowevef, if a government wishes to give liJfeign-owllcd companies 

an incentive to in'vest such as tax-free treatment of manufacturing in (III export 

processing zone (EPZ's), this would not generally constitute a violation or these 

agreements. 

c) 	 Right of establishment- This principle implies that foreign investors have the righl 

to establish their presence in a foreign country, 

d) 	 Transparency - All laws and regulations or a country arc p\lslcd so Iha' t'\TI VOIIl' 

can see them and have access to [hem. 

;, Mllsl Favomed Nalioll (Arlide I or (iATI') n.:I\;l's 10 Ihe llon-dis(;riJllinallll\' Illincipk that a (iAIT 
Illember (;Olliliry lIIusl olkr Ihe sallie IreMmell1 to exports from allY olher (jATT IlICtllhlT as IIll' IlIosl 
ravourable terms Ihal it offers to any specific member. 
21 National Treatment (Arliclc III or GATT) givcs GATT mClllbers Ihe same lllarkl'l acccss alld oilier rights 
as thc domestic producers or allY olhcr membcr. 
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(,/IAPTER I . DEVELOPMENT OF' F'DI P()LI(')! IN 

INIJIA 

INDUSTRIAL POLIC)/, 1948 

The lirsl ever siall'IIll'II1 or industrial policy by the GoverrllllCnl of India was 011 April 6, 

194X. The government oflndia recognized in the statement that though the participation 

of foreign capit~1 and enterprise particularly as regards induslrial techniquc and 

knowledge, will be of value to the rapid industrialization of the cOllntry, it is necessary 

that the conditions under which they may participate ill Indian industry should be 

carefully regulated in the national interest. Thus while foreign participatioll, particularly 

in industries requiring technology was allowed liberally, the policy made il wry clear thai 

cond itiolls wi II be i III posed through suitable legislat iOIl in orcin 10 l'IlSlIIt' I hal I he 

operations of the loreign enterprises confhrlll to national inlerest- legislation Ihat will 

provide for Ihe scrutiny ami approval hy the Central (Joverlllllclllllrevcry individual case 

or participation or I(Hcign capital alld manage/llent ill industry: Ihal will providc thai lIS a 

rule, the nrajor interest in ownership and eflcctive control, should always he in Indian 

hands, but power will be taken to deal with exceptional cases in il Illanner calculated to 

serve national interest. The policy statement further provided that evell in Stich cases, Ihe 

training of suitable Indian personnel for the purpose of eventually replacing roreign 

experts will be insisted upon25
. However, by and large, the role or I(lreign capilal and 

1\:)rcign technology \vas set out to be very liberaI 2(,. The policy made a hold linnl ill 

regard to placing the foreign enterprise on par with the Indian companies FOIeign 

interests we Ie pellllitied 10 earn prolits alld allowed to haw the nlrililv or I l'lllill alilTS 

abroad. While no reslrictions were placed Oil withdrawal or Il)f"eign capital ill Illdia, the 

1l'lllillancl' nlt'ilil)' WlIS to he governed by foreign exchange considerations 

:" II).j.8 Industrial Poticy Resolution, No. 1(3) 44( 13)/(48). 

~(, R. Krishnan, IIrllldhook on Foreign Collahorations and Inv{'slmenls ill India 2 (Ncw Delhi: COllllllcrcial 

law publishers, 200 I). 




Oil (1 
,11 April 11)<1 1), Ihe thell Prime Minister Palldit .Iawaharlal Nehru made an important 

statemellt III the parliament on the participation of foreign capital in industries, The 

st,ltcnlCnt highlightcd the importance of utilizatioll or foreign in a IlHlllllCr most 

advantagcous to thc country, The statcmcnt recognizcd thc low level or nat ional savings, 

which in turn hampered capital formation, The statement callcd UPOIl rorcign 

undertakings to generally conform to the requirements or the industrial policy in thc 

country, The statcment assured lhat if cver foreign entcrprisc!' wen: l'Olllpliborily 

acquired, Government would provide reasonabl e 111cil itics rur 'he n'lllill ann' or the 

proceeds and also payment of compensation 011 a I:lir and equitahle basis, The statell\ellt 

clarilled that while major intcrcst ill the owncrship ami clrl'ctivl~ rOlllml of' thc 

undl'rtaking was sOllght 10 hc in India's hands, Ihe industrial pulicy IHld providcd lin 

c,n'ptiolls IImll this nile ill natiollal intcrest. Similarly, thcrc was no restriction on nllll

Indians occupying posts ill Indian companies requiring technical skill and knowledge. At 

the same time, the statcmcnt undcrlincd thc illlpOItallce or training ami t'IIlPloYIlIl'llt tn 

Indians even for such posts in the quickest possible manner. 

THE INDUSTRIAL (DEVELOPMENT AND REGULATION) 

ACT, /95/ 

III 11)<;1, Ihe Imlllslrial (lkwlopllIl'nt and Regulation) Act, (IDRA) was prollluigated to 

rcgulate thl' method and manner of issue of an industrial licencc27 as well as the terlllS 

and conditions upon which the licence can be granted. 

OBJECTIVE OF THE ACT 

The Act seeks to develop and regulate certain types of industrics listed in the First 

Schedule to the Act. These industries are called the scheduled industries. The 

developmental objective of the Act is sought 10 he achieved hy two Ilodal :lllihOlilil'S 

:0' III Ihe pure legal sellse, lil:em:e is a kind or perlllission till doillg all al:I. "'hilh olht'! II iSt' \I(lult! he 
unlawI'll I alld illegal. Imlllslri:ll lil,;elll,;c eonlers legalil\' 10 Ihe lIn((criaking of a 11I:lIlIII:tllllllll/'. adi\'il,\ ill 
n,:spcl:l of \\'hid, SIKh IKl'IlSIIlI'. has hcen sliplllaled, 
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ullder the Ad, called the Central Advisory COllneil and the Devc!opmellt ('llllllCil. Bolh 

these authorities are created by notification isslIed by the CiOVerrHIlL'llf or Illdia and have 

the status of a corporate body. While the ('()finer fUllctions purely as an advisory hody the 

laltci h:IS well defilled lilllCliollS, ellllilwratcd ill the secolld schcdllie '(1 Iht' AC(lX The 

Iq.!,ulalllfY objectiw is sought 10 be achieved by various methods namciy, requiring 

registration of exiting illdustrial undertakings, licensing of certain aclivities, conducting 

of investigation into the working of scheduled industries, takeover of Illanagement and 

control ofschecluled industrial undertakings, disposal of the underlakings so laken as per 

the alternatives specified in the Act. 

SCOPE OF THE ACT 

The Act applies Dilly to those industries carried on in a filetmy, ie, the llIallllracllll illg1
') 

activity pertaining 10 the sl'heduled industries only arc c()vert~d under Ihe ad Bul not all 

llIalllllill'tllling aclivilil:s wOllld be suhject to the provisions or the Acl. To cOllle within 

the purview oflhe Act, Ihe Illanufacturing activity should be carried on ill a lilctoryHl, i.c.

a) 	 where the manufacturing activity is carried on with the aid or power ir Ii ny or 

more workers are working or were working thereon on any day of Ihe preceding 

twelve months; 

b) 	 where the manufacturing activity is carried on without the aid or pllwcr if' (IIlC 

hundred or more workers are working or were working. lhelcoll llily day or thc 

receding twelve months. 

lht' 	idt'a III' l'\CIIIPlill~ Iht' ahove type of factories is that they arc 100 illsigllilicallt to bc 

Cllllliolkd or Icgulatt'd and thcir productioll may 1I0! matter in overall context of 

rcgulatioll. Morellver service industries are totally outside the purview orthe Act. 

~K Section 5 & (, of theAcL 
2~ ··Manufacluring" would mean bringing into existence a cOllllllodity wilh a disJilluin: lIallll.'. d,arat:1l'1' !If 
lise. 
;(1 Section J ( c ) of the Act 
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REGISTRATION OF EXISTING INDUSTRIAL UNDERTAKINGS 

The Act provides for the registration of existing industrial undertakings II. "Existing 

Industrial Undertakings" has been defined to mean an industrial ulHlerlaking which is in 

existence or tor the establishment of which effective steps have heen lakell 1111 Ihl' dale Oil 

which the activity has heen hrought within Ihe purview of Ihe /\..:1 hy a statutory 

amendmellt. 1-"01 examp!c, a new industry is added to the Firs! Schedule to the Ad hy 11 

staltlltllY alllendlllCll1 liolll say I" December 2001, thell allihe illdustrialunderlakings 

which are already ill existence on 1"1 December, or all undertakings IhfOUgh 110t in 

existence, but fbr the establishment of which effective steps have heen taken, would be 

deemed to be "existing industrial undertaking" and they would required to be registered 

under the Act. Since they are already in existence, they are not required to lake out a 

licence, but offer themselves for registration under the Act alld thus he sllhjecl to all 

regulations under the Act. 

LICENSING REQllIRI~MENTS UNDER '1'111': ACT 

The Act reqllircs tilt: oWller oran illdustrialulldertaking to apply fiJr an illdustriHllicence 

Itl!· the I(lllowing purpo~e: 

a) for establishment of a new industrial undertnking12 

b) for manufacture of a new article:!] 

c) for etlccting substantial expansion of its activities 

d) for elTcctillg change oflocation of the Hlctory 

In addition to the above. under the following circull1SIHIlCCS also all illduSIi ial liccnc\.' ha~ 

to he applkd for: 

Ii SI:<.:I iOIl , (I 

.: SI:Llillll II 

" Sect iOIl I I A 

J<) 
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a) 	 \vllet l' (I l'el'l i Ikale or regisl ral ion earlier granled has heen revoked and Ihe 

husiness or lhe undertaking is required to be carried Oil 

h) 	 where the indlistrialulldertaking was required to be registered but Ihe ulldertaking 

did not get itself registered within the time stipulated for the purpose ,atHl il wanls 

to carty 011 the business of the undertaking nevertheless 

c) 	 where the provisions of the Act did not originally apply 10 Ihe undertaking, hUI 

became applicable subsequently for any reason whalsoever, and Ihe IInderlaking 

desires to carryon its activity beyond a period oflhree mOlllhs 

d) 	 where I he ulldertak ing has been exclI1pt Ii'olll liccnsing hy a nol ilical ion unde! Iha 

Ac( ami laler e:-.:elllplion has heen wilhdmwll, such ,lIlullderlaking desires to carry 

Oil ils aclivil ies 1l1liher 

In the ahove four cases, the undertakings apply lor what IS known as the "carry 011 

business IiCClJcc", 

REGULATORY POWERS 

The Act contains the following regulatory powers, namely:

a) 	 conducting orinvestigation into the working of scheduled IIl1detl'lkinl(s 
"- "- '-	 .. 

h) issuing directions ancr stich invesligaliolls 

c) taking over Ihe IllltllagclIlcn( and control of scheduled imillstricd Lll1derlakings 

d) lJIallagillg the lIlIdertakings taken over 

e) disposal of the undertakings so taken over by 

);> giving the management back to the owners 

);> selling it as a running concern 

);> ordering reconstruction of the undertaking 

Nowadays, as a matter of principle, the Government or India docs 1101 I ilkc over 

management or any induslrial undertaking under the Act in vil'w or Ihe fael thai Ihe 
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experil'llce ill this rq!,anl ill Ihe pasl has had i1 serious illlpli<:alioll or (,OWIIlIIICJlI lillltiillv, 

the units and dealing with labour related issues, 

INDllSTRIES REQUIRING COMPULSORY LIClt:NSIN(; UNIHJt 

TilE ACT 

There are crfectively ollly 6 illdustries which require licensing compulsorily, nCllllcly:

a) Distillation and brewing of alcoholic drinks 

b) Cigars and cigarettes of tobacco and manufactured tobacco substitules 

c) Electronic Aerospace and defence equipment: all types 

d) Industrial explosives including detonating fuses, safcly fuses, gUll powder, 

nitrocellulose and matches, 


e) Ilazardolis chemicals 


I) Drugs ami Pilallllacelllil:als 


INDUSTRIAL POLICY, 1956 

This policy was announced at a time when the Government had launched upon a policy 

of planned economic development and the First Five year plan had collie 10 a close by 

then. The policy has also to be seen in the context of the 111cl thai thc COllstitulion or 

India had declared securing justice, liberty, equality and fraternity alld Illliher in Ille 

context of the fc1Ct that the Constitution provided for a set of Dire(;1 ivc Prillriplcs or Slate 

Policy for ensuring social, economic and polilical juslice Thehighliv,hts III' this poli<:y 

HIC.

iI) II Icrogni/,cd Ihe cOII(cpl or mixcd CCOIHlIllY whcre holh the slate and Ihe private 

sedor would have deli ned roles in Ihe illduslrial development orthe COlilltry, 

b) A list of industries, which would be the exclusive responsibility or the Slale, was 

drawn up specifying 17 industries, 
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c) A second category of industries consisting of 12 industries in all was also 

specified wherein the slate was to increasingly establish new undertakings. At the 

same time, the private enterprise was also to have equal opportunity 10 develop ill 

this lield either on its own or with State participation. 

d) All the remaining industries were to HIli in the third category In which the 

initiative and enterprise will be entirely len to the private sector. At the same 

time, it was open to the State to start any industry CVCII ill this calcglll~f 

The policy rcilll(lrced its raith ill the mixed economy ami etllhraced the approach or 
planllcd lTIlIIIl\llir devclopment ill the elTbrts towards selling lip a modern industrial 

economy. 

INDUSTRIAL LICENSING GUIDELINES, 197() 

The Cabinet, in the year '970, annollnced certain guidel ines which \wre hy illld large in 

the context of the new law which was enacled to rcgulale Illollopolks and leglilille the 

activities or large imlustrial enterprises. 11i:1Ilwly the Monopolies and Restrictive Trade 

Practices Act, t ()()() The IVIRTP Act sought 10 define monopoly ami large induslrial 

houses ill tl'llllS or the cOlltrol ovcr assets and control over market power. The whole 

excn:ise tilal preceded Ihe enactment of the MRTP Act was intcnded to el1SlIIe Ihat there 

was 110 concentration of economic power to the common detriment and Ihat Ihe material 

resources of the country were so distributes as to subserve the cOllllllon good. Thererore 

the 1970 Industrial licensing guidelines laid special importance to exports, prolllotion or 
small scale industries and drew up scheme of export obligations in certain cases. The 

highlights of the policy were:

a) EXPOl1s rWIll small-scale industries 10 be developed to the lllaxillllllll l'\Il'llt 

b) MRTP ulldertakings 10 participate mainly in core, heavy illvestlllcllt Sl'ctors 

c) 1\:lillillllllll export ohligations ill the case orMRTP undertakings to he ()O'Yo llrthe 

addi,iolla! production. 
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d) rvlRTP undertakings to undertake 75'Yf, export COllllllillllcnl III rase Ihey elliel 

areas where the products are reserved for the sllIall-scale sector 

e) Iligll priority 10 he accorded to export oriented units. 

FOREIGN EXCHANGE REGULATION ACT, 1973 


Exchange control regulations in India have come a long way since Ihey were lirst 

introduced in 1939 under the Defence of India Rules. They were enacled inlo a stalute in 

1947 known as Foreign Exchange Regulation Act, 1947 (FERA, '()4 7) The Acl was 

completely overhauled in 1973 and replaced by a brand new Ac! known as Foreign 

Exchange Regulation Act, I (>7J(FERA (973). The Foreign Exchange Managelllent Acl, 

(FERA) 197.1 was an act 10 regulate dealings in forcign exchange and foreign secllrit ies 

wil h I he ohiect ive or conservation of foreign exchange resources of India alHl its proper 

ulilizalion ill the economic development ofJndi<l. It was a very stringenl act. lJnlike other 

laws where everything is permitted unless specifically prohibited, under FERA lIothing is 

permitted unless specifically permitted. Hence the tenor and tone of the Acl is very 

drastic. It provided for imprisonment for violation of even a very minor offense. Under 

this act, a person was to be presumed guilty unless he proves himself il1l1ocelll whereas 

under other laws, a person is presumed innocent unless he is proven gui It y. Therel(lre nile 

had to be very careful while dealing in foreign exchange 1I1H1 ensure 

,fompliances are carried out. 
1 

Ihal all legal 

H:RA imposed restriction 011 every dealing involvillg lilreign exchange. No dealing ill 

tilll:ign l'\change was pt'rlllilled unless allowed by the RBI. Under section X, except with 

Ihe previolls general or special permission or (he reserve balik, 110 person, ot her than an 

authorized dealer, could deal in India and no person resident in India, other than an 

authorized dealer, could outside India purchase or otherwise acquire, borrow lI'om, or 

sell, or otherwise transfer or exchange with any person not being all authorized dealer, 

any foreign exchange. Except with the previous general or special permission of the 

reserve bank, no person, whether an authorized dealer or a moncy changer or {llhenvise, 
, 

could enter into any transaction which provided for thc conversion or Indian currency 
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into foreign currency or foreign currency into Indian currency at niles or exchange 01 her 

than the rates of exchange for the time being authorized by the reserve hllllk. 

FERA imposed restrictions on the dealing and investing outside India or Indian 

securities. 1t also imposed restrictions 011 dealing and investing in 1<)J't;ign securities ill 

India and overrode Ihe provisions or Ihe Companies Act also in this conllecrion Tlw Act 

illlposed certain rtslricriolls on the appointmenl of certain persons and cOlllpanies and 

agcnts or Icc/mical 01 nHlnagclllent advisers ill India·I .1 A person residelll outside India, 

whcther a citizcn or India or not, or person who not a citizen of India but is resident in 

India or company (other than banking company) which is not incorporated under any law 

in force in India or any branch of such company could not, excepl with the general or 

special permission of the Reserve Bank, act or accept appointment as agent in India or 

any person or company in trading or commercial transactions of such person or company. 

Where any sllch person or company acted or accepted appointment as such agdll wil hOllt 

permission of Reserve Bank, such acting or appointment was 10 he void I' 

FFRA restricted the estahlishment or business or place in India. II, A person resident 

out side I Ild ia, \Vhl~1 ht'l a cit izen or 110t, or II person who is not cit izcn of Ind ia but is 

resident ill India or company (other than banking company) which is not incorporated 

LInder law in force in India or any branch of such company couldnot except wit h general 

or special permission of the Reserve Bank: 

I) Carry on in India or establish in India a branch office or other place or husiness fl.)!' 

carrying the activities of a trading, commercial and industrial nature other Ihnn m;tivity 

for carry of which permission of the Reserve Bank has been obtained 

2)Acquire the whole or allY part of any ulldertaking in India or allY person or the 

company c;mylllg Oil slIch trade, commerce oj' induslry or purchase thl' share or sllch 

Ul/llllaliV ill Illdia. 

II Seclion 2X 
J'ld 
.1(, Section 29 of the Act. 

44 



It was only in the 1980s that the attitude to foreign collaborations and investment began 

to change, along with the change in the attitude to domestic industry Illustratively, in the 

lIIid-HOs, sOllle liilcralizalioll or policic~ and procedurc~ perlaining 10 new FDI, 

lecllllology transfer etc. was attel11pteu. Still, the restriction on the foreign equity 

mVllcrship (to a maximum or 40%) continucd, lhereby implying lhal efTective conlrol or 
such joint ventures would be with the Indian hands. The value of FDI approved as well as 

accrued in the pre-1991 period, was miniscule and negligible not only relative to the FDl 

in other developing countries, but also relative to that in the post- 1991 period. 

The principal factors which were responsible for the inuifferent attituue or the foreign 

investors and (hence) for the very limited role of FDI, were- the 40% ceiling on foreign 

equity- which also acted as a disincentive for obtaining latest, sophisticated technology, 

the stringent FERA provisions and procedural rigidities, constraints in fureign technology 

agreemcnts (in the ('(>rill of: contractual provisions, low royalty rates, higher tax liability, 

inappropriatc norms for lump sum payments etc.). 

It is here that the Industrial Policy of ]991 and its subsequent revIsions and 

moditications, made radical departures from the past, especially in formulating a policy

environment conducive to FDI. 

INDUSTRIAL LICENSING POLICY, 1991 

The 1991 Policy is a watershed in the economic history of the country. This policy again 

was formulated in the backdrop of a political crisis in the country, which led to more than 

one and a half years of policy instability and political uncertainly. The policy was 

announced in the context of the fact that a deep and pervasive economic crisis had over

laken thc coulltry, the credit rating of the country was at its lowest ebb, the country 

committed defaults in repayment of loans from international agencies for the first time 

ever after Independence and that the foreign exchange resources were hardly sufficient to 

meet import bills for barely a period of 14 days. The situation was worsened by the Gulf 

war in so far as it Jed to increased petroleum prices and caused the virtual stoppage of 

remittances from Indian workers in the Gulf These developments brought the country 
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almost to the verge of default in respect of external payments liability which could only 

he averted by borrowing from the TMF under standby arrangements and other emergence 

measuers taken by the Government to restrict imports. In June 1991, a new government 

headed 	by Mr. r.y. Narasimha Rao came into power following the mid term elections. 

This government initiated a programme of macro-economic stabilization and structural 

adjustment supported by the IMF and the World Bank. As a part of this programme the 

Indian rupee was devalued and a New Industrial Policy (NiP) was announced 011 241h July 

1991 in the parliament. It carried conviction and determination to go ahead with a host of 

reforms in industrial, trade and fiscal policies. For the first time, the new industrial policy 

questioned the role of the Public sector which had become a heavy burden on the national 

exchequer, enlarging the fiscal deficit year after year. The ideological shackles were for 

once sought to be broken and complete incline towards establishment of a market-driven 

economy rather than a State-regulated economy (Command economy) was sought to be 

experimented. The shift in the policy was necessitated in the context of the fact that a 

cOlllmand economy did not, over a period of four decades of Independence, prove 

sufficiently successful and that a shift towards market-driven economy would perhaps 

bring about more desirable results. The salient feature of the 1991 policy are as under: 

0) 	 Industrial licensing was abolished for all industries other than 18 

industries (now reduced to IS). 

(ii) 	 The role of Public Sector was reduced from 17 to only 8 categories of 

industries (now reduced to 6). 

(iii) 	 34 categories of industries (now raised to 36) were identified as high 

priority industries wherein foreign investment UP! to SI % was 

permitted. 

(iv) 	 Location policy was relaxed ill lion-polluting industries. 

(v) 	 The concept of phased manufacturing programme was given a go by. 

(vi) 	 Foreign technology agreements and foreign investments were allowed 

in high priurity illduslries subject to cerlain limits ullder Ihe 11l1101l1t1lic 

permission route of the Reserve Bank. 
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(vii) 	 Sick companies in the Public Sector were to be either wound up or 

referred to the Board for Industrial and Financial Reconstruction 

(BIFR). 

(viii) 	 Regulation over large induslrial houses and uominanL umlcrlakillgs 

were abolished insofar as they came in the way of expansion, growth 

and further development. Greater emphasis was laid on control of 

monopolistic, restrictive and unfair trade practices. 

(ix) 	 Free permission of repatriation of earnings and remittances of profits, 

except in the case of some specified consumer goods industries and 

(x) 	 Liberalization of technical know how fees, royalty on domestic sales 

and royalty on exports 

The New Industrial policy implemented in the regime characterized by dramatically 

reduced public sector dominance, abolition of MRTP and dilution of FERA, virtual 

delicensing of all major industries, financial and monetary deregulation etc., doubLlessly, 

added a qualitatively distinct dimension to the economy. Thus, the new industrial policy. 

of 1991 broke new grounds and put the matrix of industrial growth on a bold 

experimental plane. 

ACTUAL FOI FLOWS (IN RS MILLIONS) 

'---. 

CATEGORY 1991 1992 1993 1994 
(first 
quarter) 

I. Direct I nvestmene I 3,514.3 6,752.2 17,860.0 5,939. J 

2. OfH1hich NRI 
Invest ment 

1,602.5 1,496.9 1,817.4 1,817.4 

3. FDI (1-2) 1,911.8 5,255.3 12,264.0 4,121.7 

4. Monthly average of3 159.3 437.9 1,022.0 1,373.9 

Source: Reserve Bank of India 

37 Excluding Portrolio Invcstmcnt 
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FOREIGN EXCHANGE MANAGEMENTAC1~ 1999 

On the face of it, the replacement of the Foreign Exchange Regulation Act (FERA) by the 

Foreign Exchange Management Act (FEMA) represented the logical culmination of the 

process of relaxation of controls over foreign exchange transactions in the country which 

was initiated with amendments to FERA in 1993, as a part of the ongoing process of 

economic liberalization. Thus, in keeping with the perceived needs of the present times, 

foreign exchange dealings in the country were to be "managed" rather than "regulated". 

Justification for the introduction ofFEMA has been sought primarily on the grounds that 

the external payments position of the country has shown a marked improvement since the 

amendment to FERA was brought about in 1993, which is reflected in the growing levels 

of foreign exchange reserves and the confidence that the country has displayed in moving 

IowaI'd!! greater openness vis-it-vis the external sector. 

FEMA represented major departure from the past policies in two important aspects. First, 

it is an initial step towards capital account convertibility. Secondly, by removing the 

FERA fi'om the statute book and replacing it with FEMA, the government seemed to 

have finally decided to give up even the bare intention of regulating foreign capital in the 

country. The FEMA seeks to take two significant steps towards diluting existing 

restrictions or foreign exchange dealings. In the first place, the relatively more punitive 

provisions of the FERA have been diluted. Two such provisions need particular 

mentioning. One, unlike in case of the FER A, violations of the FEMA would 110t attract 

criminal proceedings. And, two, any contravention of the provisions of the proposed Act 

would allrarl a penalty, aner the process of adjudication is gonc through, up 10 twice thc 

amount involved in such contravention. Where the mount involved is not quantifiable, the 

penalty would be up to two lakh rupees3
!'. This makes a departure from the FERA, where 

{ 

the penalty was five times the amount involved in the contravention and siltlultaneo\ls 

initiation of criminal proceedings. At the same time, the Central Government has been 

3~ Section 13 of Foreign Exchange Management Act, 1999 
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given the discretionary power to suspend the operation of the Act if it considers it 

necessary to do so in public interest39
. 

Under the FEMA, the Reserve Bank of India is authorized to make, by notification, 

regulations to can)' out the provisions of the Act and the rules made thereunder. The 

Foreign Direct Investment in India continues to be governed by the Industrial Policy, 

FEMA and the rules and regulations notified thereunder . 

.19 Sec!iOll 40 
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('JI/1PTl:.:R II: G'ENlJ"llAL OUTLINE 01; 11JE' IJOLJ('Y 

REGARI)ING FOREIGN DIRECT INVESTMENT 

There are essential Iy two types of foreign collaboratiolls which involve direct investmellt 

in shares oflndian companies: 

a) Financial collaboration (foreign equity participation) where foreign equity alone 

is involved: 

b) Technical collaboration (technology transfer) which involves licensing of 

technology by the foreign collaborator with due compensation for the same. 

Whether it is technical collaboration or financiaf collaboration, there are two approving 

authorities: 

a) the Reserve Bank of India 


b) the Government of India. 


ROUTES FOR FDI IN INDIA 

The Government of India's policy on foreign private investment is based mainly on the 

approach adopted in 1949. The basic policy is to welcome foreign private investment on 

a selective basis in areas advantageous to the Indian economy. The conditions under 

which foreign capital is welcome are as follows: 

a) All undertakings (Indian or foreign) have to confirm to the general 

requirements of the Government's Industrial Policy. 

b) Foreign enterprises are to be treated at par with their Indian counterparts. 

c) Foreign enterprises would have the freedom to remit profits and repatriate capital, 

subject to foreign exchange considerations. 
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Foreign direct investment is freely allowed in all sectors including the services sector, 

except where the existing and notitied sectoral policy does not permit FDt beyond a 

ceiling. FDl for virtually all items/activities can be brought in through the automatic route 

under powers delegated to the Reserve Bank of India (RBi), and for the remaining 

items/activities through Government Approval. Government approvals are accorded on 

the recommendation of the Foreign Investment Promotion Board (FIPB), chaired by the 

Secretary, Department of Industrial Policy and Promotion (Ministry of Commerce and 

Industry) with the Union Finance Secretary, Commerce Secretary, and other key 

Secretaries of the Government as its members. 

The Foreign Exchange Management (Transfer or Issue of security by a person resident 

outside India) Regulation, 200040 provide that a person resident outside India (other than 

a citizen of Bangladesh or Pakistan or Sri Lanka) or an entity outside India, whcthcr 

incorporated or 1I0t, (other than an entity in Bangladesh or Pakistan), may purchase 

shares or convertible debentures of an Indian company under Foreign Direct Investment 

Scheme, subject to the terms and conditions specified in Schedule 141 to the notification. 

AUTOlVIATIC ROUTE 

An Indian company which is not engaged in any activity, or in any manufacturing of 

items included in annexure42
, may issue shares or convertible debentures to a person 

resident outside India, referred to in paragraph I of the schedule lIpto the extent specified, 

subjecl to the compliance with the provisions of Industrial Policy and Procedures as 

l101ilicd by the Secretarial lor Industrial Assistance (SIA) in the Minislry of Commerce 

and Industry, Government oflndia, from time to time, provided

4{1 Para 5(1). Noti£ication No. FEMA 1912000-RB. dated )'d MHY, 2000. 

·11 Hereinafter referred to as schedule. 

42 Annexure A to Schedule I of Foreign Exchangc Managemcnt (Transfcr or Issuc of Sccmily by a Pcrson 

Rcsidelll olltsidc India) Rcgulations. 2000. 
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a) 	 the activity of the issuer company does not require an industrial licence under the 

provisions of the Industrial (Development & Regulation) Act, 1951 or under the 

locational policy43 notified by Government ofIndia under the Industrial Policy of 

1991 as amended from time to time. 

b) 	 The shares or convertible debentures are not being issued by the Indian company 

with a view to acquiring existing shares of any Indian company. 

A company which proposes to embark on expansion programme to undertake activities or 

manufacture items included in annexure B to the schedule may issue shares or debentures 

out of fresh capital proposed to be issued by it for the purpose of financing expansion 

programme, upto the extent indicated in annexure B44 

According to the "Manual on Industrial Policy and Procedures in India", February 2000, 

issued by SIA, all new ventures regarding items! activities for FDIfNRI!OCB investment 

up to 100% fall under the Automatic Route except: 

a) 	 all proposals that reqUlre an Industrial Licence which includes (i) the item 

requiring an Industrial Licence under the Industries (Development and 

Regulation) Act, 1951; (ii) foreign investment being more than 24% in the equity 

capital of units manufacturing items reserved for small scale industries; and (iii) 

all items which require an Industrial Licence in terms of the locational policy 

notified by Government under the New Industrial Policy of 1991. 

43 The locational policy provides that, "Industrial undertakings are free to select the location of a project. In 
the case of cities with population of more than a million (as per the 1991 census), however. the proposed 
location should be at least 25 KM away from the Standard Urban Area limits of that city unless, it is to be 
located in an area designated as an "industrial area" before the 25th July, 1991. Electronics, Computer 
software and Printing (and any other industry which may be notified in future as "non polluting industry") 
are exempt from such locational restriction. Relaxation in tile aforesaid locational restriction is possible if 
an industrial license is obtained as per the notified procedure". It furUler provides that, "the location of 
industrial units is furUler regulated by the local zoning and land use regulatio'ns as also the environmental 
regulations. Hence, even if the requirement of the locational policy is fulfilled, if the local zoning and land 
use regulations of a State Government, or the regulations of the Ministry of Environment do not pennit 
setting up of an industry at a location. the entrepreneur would be required to abide by that decision. 

44 AtUlexure at the end regarding sectoral cap on investment by persons resident outside India. 
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b) all proposals in which the foreign collaborator has a previous venture/tieup in 

India. 

c) all proposals relating to acquisition of shares in an existing Indian company in 

favour of a foreign/NRI/OCB investor. 

d) all proposals falling outside notified sectoral policy/caps or under sectors III 

which FOI is not permitted. 

Whenever any investor chooses to make an application to the FIPB and not to avail of the 

automatic route, he or she may do so. 

Investment in Public Sector Units as also for EOUIEPZ/SEZfEHTP/STP units would also 

qualify for the Automaic Route. Investment under the Automatic Route is governed by 

the notified sectoral policy and equity caps and RBI ensures compliance of the same. 

Besides new companies, automatic route for FOIINRIIOCB investment is also available 

to the existing companies to induct foreign equity. For existing companies with an 

expansion programme, the additional requirement are that (I) the increase in equity level 

must result from the expansion of the equity base of the existing company without 

acquisition of existing shares by NRIIOCB/foreign investors, (ii) the money to be 

remitted should be in the sector(s) under the automatic route. Otherwise the proposal 

would need Government approval through the FIPB. For this, the proposal must be 

supported by a Board Resolution of the existing Indian company as well as a consent 

letter from the Indian partner and the foreign collaborator. 

For existing companies without an expansion programme, the additional requirements for 

eligibility for automatic route are (I) that they are engaged in the industries under 

automatic route (including additional activities covered under the automatic route 

regardless of whether the original activities were undertaken with Government approval 

or by accessing the automatic route), (ii) the increase in equity level must be from 

expansion of the equity base and (iii) the foreign equity must be in foreign currency. 

ss 
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45The automatic route for FDI and/or technology collaboration would not be available to 

those who have or had any previous joint venture or technology transfer/trade mark 

agreement in the same or allied field in India. 

Equity participation by international financial institutions such as ADB46, IFC47, CDC4~, 

DEG"') etc. in domestic companies is permitted through automatic route subject to 

SEBllRBl regulations and sector specific caps on FDI 

In a major drive to simplify procedures for foreign direct investment under the 
. 

"automatic route", RBI has given permission to Indian Companies to accept investment 

under this route without obtaining prior approval from RBI. Investors are required to 

notify the Regional Office concerned of the RBI of receipt of inward remittances within 

30 days of such receipt and file required documentation within 30 days of issue of shares 

to Foreign Investors. This facility is available to NRI/OCB investment also. 

A company which is a small scale industrial unit50 and which is not engaged in any 

A51activity or in manufacture of items included in annexure , may issue shares or 

convertible debentures to person referred to in paragraph one of the schedule, to the 

extent of 24% of its paid up capital. Such a company may issue shares in excess of 24% 

of its paid up capital if-

a) it has given up its small scale status; 

b) it is not engaged or does not propose to engage in manufacture of items reserved 

of small scale sector, and 

4, Automatic Route is only for issue of fresh shares by the Indian company. Transfer of existing shares 

from residents to non-residents needs approval from Government of India followed by an approval from 

Reserve Bank of India. 

46 Asian Developmelll Bank. 

47 Intemational Finance Corporation. 

4~ Commonwealth Development Corporation. 

49 Deustche Entwicklungs Gescelschafl. 

so An industrial undertaking is defined as a small scale unit if the investment in fixed assets in plant and 

machinerY does not exceed Rs 10 million 

51 AlUlex~re A to Schedule 1 of Foreign Exchange Management (Transfer or Issue of Security by a Person 

Resident outside India) Regulations, 2000. 
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c) 	 it complies with the ceilings specified in annexure B to the schedule. 

An Export Oriented Unit or a unit in free trade zone or in Export Processing Zone or in a 

Software Technology Park or in an electronic hardware technology park may issue shares 

or convertible debentures to a person resident outside India referred to in paragraph 1 of 

the schedule in excess of 24% provided it complies with the ceilings specified in 

annexure B to the schedule 

GOVERNMENT APPROVAL. 

For the following categories, Government approval for FDIINRIIOCB through the FIPB 

shall be necessary:

a) 	 All proposals that require an Industrial Licence which includes (i) the item 

requmng an Industrial Licence under the Industries (Development and 

Regulation) Act, 1951; (ii) foreign investment being more than 24% in the equity 

capital of units manufacturing items reserved for small scale industries; and (iii) 

all items which require an Industrial Licence in terms of the locational policy 

notified by Government under the New Industrial Policy of 1991. 

b) 	 All proposals in which the foreign collaborator has a previous ventureltieup in 

India. The modalities prescribed in Press Note No. 18 dated 14.12.98 of 1998 

series, shall apply in such cases. However, this shall not apply to investment made 

by multilateral financial institutions such as ADB, IFC, CDC, DEG, etc. as also 

investment made in IT sector. 

c) All proposals relating to acquisition of shares in an existing Indian company in 

favour of a foreignINRI/OCB investor. 

d) All proposals falling outside notified sectoral policy/caps or under sectors In 

which FDI is not permitted. 

Areas/Sectors/Activities hitherto not open to FDII1\TRI/OCB investment shall continue to 

be so unless otherwise decided and notified by Government. 
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-----------------------------------

For greater transparency in the approval process, Government have announced guidelines 

for consideration of FOr proposals by the FIPB. The sector specific guidelines for FOI 

and Foreign Technology Collaborations are also stated. 

FDI APPROVALS (IN CRORES) 

PERIOD MONTHLY 
AVERAGE 

%CHANGE 

Jan 1981-0ec 1990 
---------+--~-------~ 

Aug 1991-Ju1y ] 

Aug J992-JuJy 1993 7,220 

Aug 1993-March 1994 5,170 646.2 (-7.41) 

'--___~_________________.J.....______________-'_._______________--L__________-' 

Source: 	Secretariat For Industrial Approvals 

FOREIGN INVESTMENT POLICY FOR TRADING ACTIVITIES 

Foreign investment for trading can be approved through the automatic route up to 51 % 

foreign equity, and beyond this by the Government through FIPB. For approval through' 

the automatic route, the requirement would be that it is primarily export activities and the 

undertaking concerned is an export house/trading house/ super trading house/star trading 

house registered under the provisions of the Export and Import policy in force. However, 

under the Government route: 

i) 	 100% FDI IS permitted 111 case of trading companies for the following 


activities: 


a) exports; 


b) bulk imports with expolt/ex-bonded warehouse sales; 


c) cash and carry wholesale trading; 
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d) 	 other imports of goods or services provided at least 75% is for 

procurement and sale of goods and services among the companies of the 

same group and for the third party use or onward 

transfer/di stri but ion/sal es. 

ii) 	 the following kinds of trading are also permitted, subject to the provisions of 

EXIM policy: 

a) Companies for providing after sales services (that is not trading per se). 

b) Domestic trading of products is permitted at the wholesale level by such 

trading companies who wish to market manufactured products 0 behalf of 

their joint ventures in which they have equity participation in India 

c) Trading of hi-tech items/items requiring specialized after sales service. 

d) Trading of items for social sector 

e) Trading of hi-tech/medical and diagnostic items. 

t) Trading of items sourced from the small scale sector under which based on 

technology provided and laid down quality specifications, a company can 

market that item under its brand name. 

g) Domestic sourcing of products for export. 

h) Test marketing of such items for which a company has approval for 

manufacture provided such test marketing facility will be for a period of 

two years, and investment in setting up manufacturing facilities 

commences simultaneously with test marketing. 

i) 	 FDI upto 100% permitted for E-commerce activities subject to the 

condition that such companies would divest 26% of their equity in favour 

of the Indian public in five years, if these companies are listed in other 

parts of the world. Such companies would engage only in business to 

business e-commerce and not in retail trading. 

ISSUE AND VALUATION OF SHARES IN CASE OF EXISTING 

COMPANIES 
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On receipt of the approval (either through the automatic route or by Government) an 

existing company needs to propose allotment of preferential allocation of the required 

amount of equity to the foreign investor by a special resolution. The company can make 

the issue at market prices of the shares either at 

a) the average of the weekly high and low of the closing prices of the related shares 

quoted on the stock exchange during the six months preceding the relevant date or 

b) the average of the weekly high and low of the closing prices of the related shares 

quoted on a stock exchange during the two weeks preceding the relevant date. 

The stock exchange referred to is the one at which the highest trading volume in respect 

of the share of the company has been recorded during the preceding six months prior to 

the relevant date. The relevant date is the date thirty days prior to the date on which the 

meeting of the General Body of the shareholders is convened. 

OTHER MODES OF FDI IN INDIA 

ADRfGDRfFCCB 

Foreign Investment through GDRs/ADRs, Foreign Currency Convertible Bonds (FCCBs) 

are treated as Foreign Direct Investment. Indian companies are allowed to raise equity 

capital in the international market through the issue of GDRI ADRs/FCCBs. These are not 

subject to any ceilings on investment. An applicant company seeking Government's 

approval in this regard should have a consistent track record for good performance 

(financial or otherwise) for a minimum period of 3 years. This condition can be relaxed 

for infrastructure projects such as power generation, telecommunication, petroleum 

exploration and refining, ports, airports and roads. 

An Indian company may issue its rupee denominated shares to a person resident outside 

India being a depository for the purpose of issuing Global Depository Receipts (GDRs) 

and/or American Depository Receipts (ADRs), provided the Indian company issuing such 

shares 
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a) 	 has an approval from the Ministry of Finance, Government of India to issue such 

ADRs and/or GDRs or is eligible to issue ADRs/GDRs in terms of the relevant 

schemes in force or notifications issued by the Ministry of Finance, and 

b) 	 is not otherwise ineligible to issue shares to persons resident outside India 111 

terms of these regulations, and 

c) the ADRs/GDRs are issued in accordance with the scheme for issue of Foreign 

Currency Convertible bonds and Ordinary Shares (Through Depository Receipt 

Mechanism)Scheme 1993 and guidelines issued by the Central Government 

thereunder from time to time. 

There is no restriction on the number of GDRs/ADRs/FCCBs to be floated by a company 

or a group of companies in a financial year. A company engaged in the manufacture of 

items covered under Automatic Route that likely to exceed the percentage limits under 

the Automatic Route or whose direct foreign investment after a proposed 

GDR/ADR/FCCBs issue is likely to exceed 50 per cent/51 per cent174 per cent as the 

case may be, or which is implementing a project not contained in project falling under 

Government Approval route, would need to obtain prior Government clearance through 

FIPB before seeking final approval from the Ministry of Finance. 

PREFERENCE SHARES 

Foreign investment through preference shares is treated as foreign direct investment. 

Proposals are processed either through the automatic route or FIPB as the case may be. 

The following guidelines apply to issue of such shares: 

a) 	 Foreign IIlvestment in preference share are considered as part of share capital and 

fall outside the External Commercial Borrowing (ECB) guidelines/cap 

b) 	 Preference shares to be treated as foreign direct equity for purpose of sectoral 

caps on foreign equity, where such caps are prescribed; provided they carry a 

conversIOn option. lfthe preference shares are structured without such conversion 

option, they would fall outside the foreign direct equity cap. 
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CHAPTER III: ENTRY STRATEGIES FOR FOREIGN 

INVESTORS 

There are several strategies by which a foreign enterprise can set - up Indian operations. 

Broadly, entry strategies may be classified into two major types: 

1. 	 A foreIgn investor may directly set up its operations in India through a branch 

office or a representative office or liaison office or project office of the foreign 

Company; or 

2. 	 It may do so through an Indian arm i.e. through a subsidiary company set up In 

India under Indian laws. . 

AS A FOREIGN COMPANY 

A foreign company is a company, which has been incorporated outside India. Such 

companies, for conducting business in India, have to comply with the following 

formalities:

a) 	 Compliance with the Indian Companies Act, 1956 

b) 	 Compliance with the Reserve Bank ofIndia's rules and regulations 

COl\1PLIANCE UNDER THE COMPANIES ACT, 1956 

Sections 591 to 602 of the Companies Act contain the provisions regarding the foreign 

companies. According to section 592, foreign companies are required to file certain 

documents with the Registrar of Companies. The list of documents to be filed is given in 

section 591. Foreign companies that establish a place of business in India shall, within 30 

days of establishment of the place of business, file with the Registrar of Companies the 

following documents:
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a) Certified copy of the Charter or Memorandum and Articles of Association of the 

company and if the instrument is not in English language, a certified translation 

thereof in English. 

b) Full address of the registered office or principal office of the company abroad. 

c) List of Directors and Secretary of the company 

d) The name and address of one or more persons resident in India who is or are 

authorized to accept, on behalf of the company, service of any notice served on 

the company. 

e) The full address of the office of the company III India which IS its place of 

business. 

Several sections of the Companies Act (sections 594, 209, 600) provide for maintenance 

of accounts books by a foreign company and submission of its Balance Sheet and Profit 

and Loss Account to the prescribed authorities. A foreign company is required to compile 

its Balance Sheet and Profit and Loss Account relating to its business carried on in India. 

This compilation is in addition to the normal Balance sheet and Profit and Loss account 

such a company would prepare for its global operations which are popularly called as 

"world accounts" in India. The Balance Sheet and Profit and Loss account for Indian 

operations are to compiled separately and independently as per the requirements of the 

schedule VI of the Companies Act. Balance Sheet and Profit and Loss account are also 

required to be filed with Registrar of Companies in India. 

COMPLIANCE WITH THE RESERVE BANK OF INDIA RULES 

AND REGULATIONS 

Under Foreign Exchange Management Act, 1999 (FEMA), RBI can issue rules regulating 

foreign investment. The following are the entry strategies for a foreign enterprise in case 

the Indian operations are to be run directly by a foreign compan/3 through a branch 

53 Foreign Companies means a company incorporated in a country outside India under the law of that other 
country and [laS established the place of business in India. 
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office or a representative office or liaison office or project office of the foreign 

company:

LIAISON OFFICE 

A foreign company can set up a liaison or representative office ip India to test the Indian 

Market. 1t can enter with much greater investment later if it is convinced about the 

potential of the Indian market. There are however certain limitations regarding the type of 

work which call be done through a liaison or representative office. A liaison office54 is 

not allowed to undertake any business activity in India and cannot therefore, earn any 

income in India. The role of such· offices is, therefore, limited to collecting information 

about possible market opportunities and providing information about the company and its 

products to the prospective Indian customers. Expenses of such offices are to be met 

entirely through inward remittances of foreign exchange from the Head Office abroad. 

PROJECT OFFICE 

Foreign companies planning to execute specific projects In India can set up project 

office55 or site offices)(' in India. Specific approval from the RBI is required for setting up 

a project office. Such approval is generally accorded in respect of projects approved by 

appropriate authorities or where the projects are financed by Indian bank/Financial 

Institution or a multilateral/bilateral international financial institution. 

54 "Liaison Office" mealls a placc of business to act as a channel of communication bctwcen (lle principal 
place of busincss or head officc by whatever name called and entities in India but which docs not undcrtake 
any commcrcial/trading/industrial activity, directly or indirectly, and maintains itself out of inward 
rcmitlanccs rcceived from abroad through nonnal banking chmmel". Clause 2(e), Foreign Exchange 
Managcment (Establishmcnt ill India of Branch or Officc or other Place of Business) Rcgulations, 2000. 
s, "Project onicc" mcans a place of business to rcpresent the interests of the foreign company exccuting a 
project in India but excludes a liaison office. 
56 "Site office" means a sub-office of the project office established at the site of a project but does not 
include a liaison office. 
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BRANeY OFFICE 

Foreign companies wishing to establish a branch office or other place of business for 

their activities of trading, commercial or industrial nature are required to take permission 

of Reserve Bank to carry on such activities. Reserve Bank permits companies engaged in 

manufacturing and trading activities abroad to set up Branch Offices in India for the 

following purposes: 

» To represent the parent company/other foreign companies in various matters in 

India e.g. acting as buying/selling agents in India 

» To conduct research work in the area in which the parent company is engaged 

» To undertake expor1 and import trading activities 

» To promote possible technical and financial collaborations between the Indian 

companies and overseas companies. 

» Rendering professional or consultancy services 

» Rendering services in Information technology and development of software in 

India 

» Rendering technical support to the products supplied by the parent/Group 

companies. 

» Acting as a communication channel between the parent company and Indian 

compal1les. 

A branch ot1ke is not allowed to carry out manufacturing, processlllg activities 

directly/indirectly. Branch office will have to submit activity certificate from a Chartered 

Accountant on an annual basis to Reserve Bank of India. For annual remittance of profit 

Branch Office may submit required documents to an authorised dealer. 

Permission for setting up branch offices is granted by the Reserve Bank of India. RBI 

considers the track record of the applicant company, existing trade relations with india 

and tinancial position of the company while scrutinising the application. 
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spccific permission of the Reserve Bank of India with full benefits of repatriation such 

permission would constitute necessary approval to the company. It may also be noted 

that the Foreign Exchange Management (Investment in Firm or Proprietary Concern in 

India) Regulations, 2000 constitute the complete code 0 investments in the capital of a 

firm or proprietary concern in India. 

INVESTMENT BY NRIs/OCB IN SHARES/CONVERTIBLE 

DEBENTURES ON NON-REPATRIATION BASIS 

NOIl-residcnt Indians (NRls) and Overseas Corporate Bodies (OCBs)5x have been 

permitted to make investments in the share/convertible debentures of an Indian company 

under the Portfolio Investment Scheme. Investments under the scheme would have to be 

made in the form of purchase from the open market, that is, through recognized Stock 

Exchange and not in the initial issued by an Indian company. The rules governing such 

investments are specified in the Schedule-3 to the Foreign Exchange Management 

(Transfer or Issue of Security by a Person Resident Outside India) Regulation, 2000. 

CONDITIONS FOR PURCHASE OF SHARES BY NRIS/OCBS 

UNDER THE SCHEME 

The following conditions apply for purchase of shares under the scheme:

(a) 	The shares/convertible debentures can be purchased only through a registered 

Broker on a recognized Stock Exchange. 

(b) The 	NRIIOCB should designate a branch of an authorized dealer for routing of 

the investment transactions. 

,~ The lenn "ovcrscas corporale body" Illeans a company, partnership [ifill, socicty or other corporatc body 
owncd dircclly or indirccllv 10 thc cxtcntlo at least GO'% by Iloll-rcsidentlndians and includcs O\'crscas lrust 
in which nOI 'Icss than GO'};,. of the bcncficial interest is l)cld by non-rcsidcnt Indians directly or indirectly 
but irrc\'ocabl\. 
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(c) 	The total investments by each NRIIOCB under the scheme shall not exceed 5% of 

the paid-up value of the shares of the Indian company concerned. 

(d) 	The investment in regard to the convertible debentures shall not exceed 5% of 

each series of convertible debentures issued by the Indian company. 

(e) 	The total aggregate paid-up shares of any company purchased by all N Rls/OCB 

shall not exceed 10% of the paid-up capital of the company and in the case of 

. purchase of convertible debentures the aggregate paid-up value of each series of 

debentures purchased by all NRls/OCBs shall not exceed 10% of the paid-up 

capital of the company and in the case of purchase of convertible debentures the 

aggregate paid-up value of e~ch series of debentures purchased by all NRIs/OCBs 

shall not exceed 10% of the paid-up value of each series of convertible 

debentures. However, the aggregate ceiling of 10% may be raised to 24% if a 

special Resolution to this effect is passed under the Companies Act, 1956 by the 

General Body of the Members of the Indian Company concerned. 

The investment must involve taking deliveries of the shares purchased and gIVIng 

deliveries of shares sold. In other words, there must be actual purchase and actual sale 

under the scheme. The idea is to curb speculative purchase and sales not involving actual 

delivery of securities. 

PAYl\1ENT FOR PURCHASE OF SECURITIES 

The OCB/NRI shall make the payment for purchase of shares/convertible debentures by 

inward remittance in Foreign Exchange through Normal Banking Channels or out of 

funds held in NRE/FCNR account maintained in India if the shares are purchased on 

Repatriation basis jf the purchase is on non-repatriation basis, there must be actual 

inward remittance of funds or the payment must be made out of the funds held 111 

NREfFCNR/NRO/NRNRlNRSR account of the r-..fJU/OCB concerned maintained 111 

India. 
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OBLIGATIONS OF OCBs REGARDING THEIR STATUS 

It is essential that the OCB concerned informs the designated authorized dealer in India 

immediately on the holding/interest of NRls under the aCB becoming less than 60%. 

This a voluntary compliance expected ofOCBs. 

REPORT TO BE SlIBMITTED TO RESERVE BANK BY 

AUTIIORIZED DEALER 

The designated branch through who:n purchase/sale is taking place is under obligation to 

furnish to the Chief General Manager of the Reserve Bank of India (ECO), Central Office 

Mumbai, to send report on daily basis giving the following details: 

(a) Name of non-resident Indians or OCB 

(b) Company-wise 	 number of shares and debentures and paid-up value thereto 

purchased/sold by each NRlIOCB. This is for the purpose centralized monitoring 

and control by RBi. 

REMITTANCE OF SALE PROCEEDS OF SHARES BY NRls/OCBs 

Where the NRI/OCB who or which has invested under the scheme desires to sell 

shares/convertible debentures as the case may be, acquired under the scheme, the same is 

permitted, the net sale proceeds will also be allowed by the designated branch of the bank 

to be credited:

(a) 	To NRSR Account of the NRlIOCB investor if the funds for purchase of the time 

of initial investment \vere from the NRSR Account or to be credited; 

(b) To his/its NRO/NRSR Account, where the shares/debentures were purchased on 

flon-repatriation basis or 
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(c) 	 At the NRl or OCB investors option, to be remitted abroad or credited to his/its 

NRE/FCNR/NRO/NRSR account if the shares/debentures had initially been 

purchased on repatnation basis. 
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CHAPTER V: SECTOR SPECIFIC GUIDELINES FOR 

FOREIGN DIRECT INVESTMENT IN INDIA 

In June 2000, India revised the foreign investment guidelines substantially, retaining a 

very small list of areas that require prior approval, while specifying detailed sector wise 

guidelines to remove any ambiguity or discretion in the system of specific approvals. The 

sector wise guideli nes are as follows: 

BANKING 

NRl holding may be upto 40%, inclusive of equity participation by other investors. 

Foreign investment of upto 20% is permitted by foreign banking companies or finance 

compames including multilateral financial institutions. Multilateral institutions are 

allowed to invest within the overall foreign direct IIlvestment cap of 40% in case of 

shortfall ill foreign direct investment contribution by NRls. 

NOll Banking Financial Companies (NBFC): FOI INRlIOCB investments allowed in the 

following 17 N BFC activities: merchant banking; underwriting, Portfolio Management 

Services,lnvestment advisory services, Financial consultancy, Stock Broking, Asset 

Management, Venture Capital, Custodial Services, Factoring, Credit Reference 

agencies,Credit Rating Agencies,Leasing and Finance,Housing Finance, Forex Broking, 

Credit card business, Money changing Business. 

The minimum capitalization norms are: For permitted non-fund based activities US$ OS 

million, to be brought upfront. 

For Cund-based NBFCs: 

I. 	 For FOI upto 51% - US$ 0.5 million to be brought upfront 

2. 	 For FDf above 51% and upto 75% - US$ 5 million to be brought upfront 

3. 	 For FOl above 75% and upto 100% - US$ 50 million out of which US$ 7.5 

million is to be brought upfront and the balance within 24 months. 

75 



in case of 100% foreign holding, the entity is to act only as holding company and specific 

activities to be undertaken by step down subsidiaries with minimum 25% domestic 

equity, 

CIVIL AVIATION 

FOI upto 40% permitted in domestic airlines; however, no direct or indirect equity 

participation by foreign airlines is allowed, Upto 100% investment by N Rls IOCBs is 

allowed in domestic airlines, 

TELECOMMUNICATIONS 

FOl up to 100% is allowed with some conditions for the following activities 111 the 

Telecom sector: 

I) ISPs not providing gateways ( both for satellite and submarine cables ); 

2) Infrastructure providers providing dark tlbre ( IP Category 1) 

3) Electronic Mail and 

4) Voice Mail 

FDl upto 74% is permitted for the following telecom services subject to licencing and 

security requirements:

I) Internet service providers with gateways 

2) radio paging 

3) End-to-end bandwidth, 

76 



PETROLEUM 

tillder the exploration policy FDI Llpto 100% is' allowed for small fields through 

competitive bidding; upto 60% for unincorporated JV and upto 51% for incorporated 

JV with No Objection Certificate for medium size fields. 

2. 	 For refining, FDI is permitted upto 26% (PSU holding of 26% and balance 48% 

public). In case of private Indian company, FDI is permitted upto 49% 

3 For petroleum products and pipeline sector, FDI is permitted upto 51 % 

4. 	 FDI is permitted upto 74% in infrastructure related to marketing and marketing of 

petroleum products. 

5. 	 100% wholly owned subsidiary (WOS) is permitted for the purpose of market study 

and formulation of business plans. 

6 100% whollv owned subsidiary is permitted for investment/financing. 

7 For actual trading and marketing, minimum 26% Indian equity is required to be 

brought in over 5 years. 

All 	approvals are under the Specific Approval Route only. 

HOUSING & REAL ESTATE 

No toreign investment is permitted in this sector. However, N Rls/OCBs <Irc allowed to 

invest in the following 

Development or serviced plots and construction of bui It up resident ial premises. 

2. 	 Investment in real estate covering construction of residential and commercial 

premises including business centres and offices. 

3. 	 Development of townships. 

4. 	 City and regional level urban infrastructure facilities, including both roads and 

bridges. 

5. 	 Investment in manufacture of building materials 

6. 	 Investment in participatory ventures in (I) to (5) above 
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7. 	 Investment in housing finance institutions. 

COAL AND LIGNITE 

I. 	 Private Indian companies setting up or operating power projects as well as coal or 

lignite mines t()r captive consumption are allowed FOI upto 100%. 

lomo FDI is allowed for setting up coal processing plants subject to the condition 

that the company shall not do coal mining and shall not sell washed coal or sized 

coal from its coal processing plants in the open market and shall supply the 

washed sized coal to those 'parties who are supplying raw coal to. coal processing 

plants for washing or sizing. 

3. 	 FDl upto 74% is allowed for exploration or mining of coal or lignite for captive 

consumption. 

4. 	 In all the above cases, FDI IS allowed upto 50% under the automatic route subject 

to the condition that such investment shall not exceed 49% of the equity ofa PSU. 

VENTURE CAPITAL FUND (VCF) AND VENTURE 

CAPITAL COMPANY (VCC) 

An offshore venture capital company may contribute upto 100% of the capital of a 

domestic venture capital fund and may also set up a domestic asset management 

company to manage the fund. VCF and VCC are permitted upto 40% of the paid up 

corpus of the domestic unlisted companies. This ceiling would be subject to relevant 

equity investment limit in force in relation to industries reserved for the small-scale 

sector J\ domestic VCF/VCC may not invest in excess of 5% of its paid up corpus, in 

an\, single venture 
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TRADING 

Trading is permitted under automatic route with FDI upto 51% provided it is primarily 

for export activities, and the undertaking is a recognized export house/trading house/ 

super trading house, star trading house. However, under the FIPB route: 

1. 	 100% FDI is permitted in case of trading companies for the following activities: 

exports; bulk imports will export /expanded warehouses sales; cash and carry 

wholesale trading; other import goods or services provided at least 75% is for 

procurement and sale of goods and services among the companies of the same 

group and for third party use 9r onward transfer / distribution/sales. 

The I'ulluwing kinds of trading are also permitted, subject to provisions of EXIM 

policy. Companies for providing after sales services (that is not trading per se) 

Domestic trading of products of JVs is permitted at the wholesale level for such 

trading companies who wish to market manufactured products on behalf of their 

joint ventures in which they have equity participation in India. Trading of hi-tech 

items !items requiring specialized after sale service Trading of items for social 

sectors. Trading of hi-tech, medical and diagnostic items. Trading of items 

sourced from the small scale sector under which, based 011 technology provided 

and laid down quality specifications, a company can market that item under its 

brand name Domestic sOllrcing of products for exports. Test marketing of slich 

items Cor which a company has approval for manufacture provided such test 

Illarketing 1~lcility will be for a period of two years, and investment in setting up 

manufacturing facilities commences simultaneously with test marketing. 

INVESTING COMPANIES IN INFRASTRUCTURE 

/SERVICE SECTOR 

In respect of companies in the infrastructure/service sector, where there is a prescribed 

cap for Coreign investment, only the direct investment will be considered for the 
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prescribed cap and foreign investment in an investing company will not be set off against 

this cap provided the foreign direct investment in such investing company does not 

exceed 49% and the management of the investing company is with the Indian owners. 

A TO/HIe ENERGY 

The following three activities are permitted to receive FDIINRl/OCB investment through 

FIPB: 

\. 	 Mining and mineral separation. 

2. 	 Value addition per se to the products of (a) above. 

3. 	 Integrated activities (comprising of both (a) and (b) above. 

The tollowing FDI participation is permitted: 

I. 	 Upto 74% in both pure value addition and integrated projects. 

") 	 For pure value addition projects as well as integrated projects with value addition 

upto any intermediate stage, FDl is permitted upto 74% through joint venture 

companies with Central I State PSUs which equity holding of at least one PSU is 

not less than 26% 

3. 	 In exceptional cases, FDI beyond 74% will be permitted subject to clearance of 

the Atomic Energy Commission before FIPB approval. 

DRUGS & PHARMACEUTICALS 

FDI lIpto 74% in the case of bulk drugs, their intermediates and formulations 

(c"l'Cpt those produced by the use of recombinant DNA technology) would be 

covered under automatic route. 

2. 	 FDI above 74% for manufacture of bulk drugs will be considered by the 

Government on case to case basis for manufacture of bulk drugs from basic stages 

and their intermediates and bulk drugs produced by the use of recombinant DNA 
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technology as well as the specific cell/tissue targeted formulations provided it 

involves manufacturing from basic stage. 

ROADS & HIGHWAYS. PORTS AND HARBOURS 

FD 1 upto 100% under automatic route is permitted in projects for construction and 

Illaill\enanc~ or roads. highways, vehicular bridges, toll roads, vehicular tunnels, ports 

and harbours. 

HOTELS & TOURISM 

100% FDI is permissible in the sector. The term hotels include restaurants, beach, resorts 

and other tourist complexes providing accommodation and/or catering and food facilities 

to tourists. Tourism related industry includes travel agencies, tour operating agencies and 

tourist tranSpO!1 agencies, units providing facilities for cultural, adventure and wild life 

cxpcrience to tourists, surface, air and water transport facilities to tourists, leisure, 

cnlerlall1!l1elll, amusement, SP0l1S, and health units' for tourists and convention / Seminar 

units and organizations. 

Automatic route is available upto 51% subject to the following parameters. For foreign 

tech!1ology agreements, automatic approval is granted if: 

I. 	 upto 3% of the capital cost of the project is proposed to be paid for technical and 

consultancy services including fees for architects, design, supervision etc. 

2. 	 Upto 3% of the net turnover is payable for franchising and marketing/publicity 

support fee, and 

.1 	 lIpto 10°;;) or gross operating profit IS payable for management fee, including 

incentive fcc 
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A11NING 

For exploration and mining of diamonds and precious stones FDI is allowed upto 

74% under automatic route. 

2. 	 For exploration and mining of gold and silver and minerals other than diamonds 

and precious stones, metallurgy and processing FDI is allowed upto 100% under 

automatic route. 

POLLUTION CONTROL AND MANAGEMENT 

FDI upto 100% in manufacture of pollution control equipment and consultancy for 

integration of pollution control systems is permitted under automatic route 

ADVERTISING AND FILMS 

Automatic approval is available for the following: 

I. 	 UplD 74% FDI in advertising sector. 

Upln 100°1.1 FDI in lilm industry (i.e, film, financing, production, distribution, 

exhibition, marketing and associated activities relating to film industry), subject to 

the following: 

1. 	 Companies with an established track record III films, TV, mUSIC, finance and 

insurance would be permitted. 

2. 	 The company should have a minimum paid up capital of US$ 10 million if it is 

the single largest equity shareholder and at least US$ 5 million in the other cases. 
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3. 	 Minimum level of foreign equity investment would be US$ 2.5 million for the 

single largest equity shareholder and US$ ] million in other cases. 

4. 	 Debt equity ratio of not more than I: I, i.e., domestic borrowings shall not exceed 

equity 

Provisions or dividend balancing would apply In all other sectors/ activities, there is no 

upper limit on the foreign equity percentage or the requirement of specific approvals, in 

general. However, all proposals that do not qualify under the automatic route guidelines 

for reasons other than sector ceilings shall continue to be covered by the specitic approval 

process. 

POWER 

Foreign Investment tn power can either be in the form joint venture with an Indian 

Partner or as fully owned operation with 100% foreign equity. 

PRINT MEDIA 

The government has opened up the print media to FDI, allowing 26% /foreign stake in 

newspapers and current affairs periodicals and 74% in other forms of print media. 

DEFENCE AND STRATEGIC INDUSTRIES 

The defence industry sector is opened up to 100% for lndian Private sector participation 

wilh FD\ permitted lIplO 26%, both subject to licensing. 
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CHAPTER VI: FDI RELATED GOVERNMENT 

BODIES IN INDIA 

SECRETARIAT FOR INDUSTRIAL APPLICATION 

SIA was set up by the Government of India in the Department of Industrial Policy and 

Promotion in the Ministry of Commerce and Industry to provide a single window for 

entreprencurial assistance, investor facilitation, receiving and processing all applications 

that rcquire Govcrnlllcnt approval, conveying Government decisions on applications 

tilcd, assisting cntrepreneurs and investors in setting up projects, (including liaison with 

other organizations and state governments) and in monitoring implementation of projects. 

As a matter of procedure, all industrial license applications are submitted to the SIA. The 

SIA processes the application through the concerned approval levels as per the prevailing 

powers of delegation among various authorities in the Ministry ofIndustry. 

The SIA also notifies all Government policy relating to investment and technology, and 

collects and publishes monthly production data for 213 select industry groups. As an 

invcstor tiicndly agcncy, it provides information and assistance to Indian and foreign 

companics in setting up industry and making investments. It guides prospective 

Ciltreplcnclils alld disscminatcs information and data on a regular basis through its 

monthly newsletters It also assists potential investors in finding joint venture partners 

and provides complete information on relevant policies and procedures, including those, 

which are specific to sectors and the state governments. 

ISSUE OF LETTER OF INTENT 

Cascs wherc an industrial licence is issued straightaway are rare. In all other cases, the 

SIA initially issues a Letter of Intent. The Letter of Intent is nothing but a letter indicating 

thc intention of the government to issue an industrial licence to the applicant if the terms 

and conditiolls spccilicd therein are fulfilled by the applicant. 
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From the year 1988, the validity period of the Letter of Intent has been raised to three 

Yl'ars ill lllder 10 enable the applicant to take steps to finalize foreign collaborations, tie

up il1lpOrlS and arrange tor finance with the institutions)'). 

Within the period of validity of the Letter of Intent, the applicant has to apply for 

conversion of it into an industrial licence. If for any reason, there is delay, the applicant 

has to apply for extension of the validity period to the Administrative Ministry with a 

copy to the SIA. On the recommendations of the Administrative Ministry, the 

Department of Industrial Development will extend the validity period of a Letter of . 
Intent In any case, the validity of Letter of Intent cannot be extended beyond live years 

1f'0111 the dal e of Issue 

ENTERPRENEliRIAL ASSISTENCE UNIT 

The Entrepreneurial Assistance Unit (EAU) functioning under the Secretariat for 

Industrial Assistance, Department of Industrial Policy and Promotion provides assistance 

to entrepreneurs on various subjects concerning investment decisions. The Unit receives 

all papers/ applications related to industrial approvals and immediately issues a 

computerized acknowledgement. which also has an identity/reference number. All 

correspondence with the SIA has to quote this number. The Unit c:xt~~nds this I~lcility to 

all papers/applications relating to Industrial licences, Foreign Investment, Foreign 

Technology Agreements, 100 per cent EOUs, STP schemes etc. 

The Unit also attends to enquiries for entrepreneurs relating to a wide range of subjects 

concerning investment decisions. it furnishes clarifications and arranges meetings with 

nodal officers in concerned Ministries/Organizations, The Unit also provides information 

regarding the current status of application filled for various industri<;ll approvals. 

", Licensing Procedure Simplification-Increase in initial validily period of Lellers or Illlelll under lORA. 
Press 1Io(e 110. l:'i ( I'JXX Series) dt IO() I'JXX issued by (he Department Industrial De\'cloplllCIlI. 
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INVESTMENT PROMOTION AND INFRASTRUCTURE 

DEVELOPl\1ENT CELL 

In order to give further impetus to facilitation and monitoring of investment, as well as 

t(}r better coordination or infrastructural requirements for industry, a new cell called the 

~'I nvt:stlllcnt Promo! ion and Infrastructure Development Cell" has been created. The 

rUflctiol1s urlile <.:t:11 include 

a) Dissemination of information about investment climate in India; 

b) Investment facilitation; 

c) Developing and distributing multimedia presentation material and other 

publications; 

d) Organizing symposiums, seminars etc on investment promotion; 

e) Liaison with State Governments regarding investment promotion; 

t) DoclImentation of single window systems followed by various states; 

g) Match-making service for investment promotion; 

h) ('o(lJdinatioll or progress of infrastructure sectors approved for 

Invt:,Stlllt:nt/technology transfer, power, telecom, ports, roads etc.; 

i) Facilitating Industrial Model Town Projects, and Industrial Parks; 

j) Promotion of Private Investment including Foreign Investment 111 the 

infrastructu re sector; 

k) Compilation of sectoral policies, strategies and guidelines of infrastructure 

sectors, both in India and abroad; and 

I) Facilitating preparation of a perspective plan on infrastructure requirements for 

industry. 

PROJECT MONITORING WI.NG 

The Project Monitoring Wing has been created with the Investment Promotion and 


Infrastructure Development Cell with a view to monitoring the implementation of 
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projects approved and 1'01' I~lcilitating solutions to investors problems. The functions of 

the Project Monitoring Wing are:

a) Coordination with Central and State level Ministries/Departments concerned and 

related agencies for tracking and monitoring approved projects, and compilation 

and analyses such information; 

b) Direct contact, wherever necessary, with entrepreneurs and updation of the 

information 011 projects, and provision of necessary assistance. 

NODAL OFFICERS 

The Department of Industrial Policy and Promotion has identified offices at the Depute 

Secretary/Director level as Nodal Officers for facilitation of all matters relating to the 

industrial projects pertaining to a state. For large projects involving sizeable amount of 

FDI, officers have been identified in the Department of Industrial Policy and Promotion 

and other departments concerned (e.g. the ministry to which the investment proposal 

pertains) and the State Government to act as contact officers so that these projects can be 

implemented within the time schedule. The officers of the Project Monitoring Wing are 

in tOllch with the contact onicers 

FOCUS \VI NDO\VS 

The Department of Industrial Policy and Promotion also has opened Country Focus 

Windows for countries with sizeable investment interest in India. At present, the Focus 

Window covers countries such as USA, Germany, France, Switzerland, Australia, Japan 

and Korea. For each focus window a senior officer in the Department provides 

faci I itation and assistance. 
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INVESTMENT PROMOTION AND INFRASTRUCTURE 


DEVELOPMENT CELL 

In order to give further impetus to facilitation and monitoring of investment, as well as 

for better coordination of infrastructural requirements for industry, a new cell called the 

"Investment Promotion and Infrastructure Development Cel!" has been created. The 

functions of the cell include: 

a) Dissemination of information about investment climate in India; 

b) Investment facilitation; 

c) Developing and distributing multimedia presentation material and other 

publications; 

d) Organizing symposiums, seminars etc on investment promotion; 

e) Liaison with State Governments regarding investment promotion; 

f) Documentation of single window systems followed by various states; 

g) Match-making service for investment promotion; 

h) Coordination of progress of infrastructure sectors approved for 

investment/technology transfer, power, telecom, ports, roads etc.; 

i) Facilitating Industrial Model Town Projects, and Industrial Parks; 

j) Promotion of Private Investment including Foreign Investment 111 the 

infrastructure sector; 

k) Compilation of sectoral policies, strategies and guidelines of infrastructure 

sectors, both in India and abroad; and 

1) Facilitating preparation of a perspective plan on infrastructure requirements for 

industry. 

PROJECT MONITORING WING 


59 Licensing Procedure Simplification-Increase in initial validity period of Letters of Intent under IDRA, 
Press note no. 15 (1988 Series) dt. 10.6.1988 issued by the Department Industrial Development. 
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The Project Monitoring Wing has been created with the Investment Promotion and 

Infrastructure Development Cell with a view to monitoring the implementation of 

projects approved and for facilitating solutions to investors problems. The functions of 

the Project Monitoring Wing are:

a) Coordination with Central and State level Ministries/Departments concerned and 

related agencies for tracking and monitoring approved projects, and compilation 

and analyses such information; 

b) Direct contact, wherever necessary, with entrepreneurs and updation of the 

information on projects, and provision of necessary assistance. 

NODAL OFFICERS 

The Department of Industrial Policy and Promotion has identified offices at the Depute 

Secretary/Director level as Nodal Officers for facilitation of all matters relating to the 

industrial projects pertaining to a state. For large projects involving sizeable amount of 

FDI, officers have been identified in the Department of Industrial Policy and Promotion 

and other departments concerned (e.g. the ministry to which the investment proposal 

pertains) and the State Government to act as contact officers so that these projects can be 

implemented within the time schedule. The officers of the Project Monitoring Wing are 

in touch with the contact officers. 

FOCUS WINDOWS 

The Department of Industrial Policy and Promotion also has opened Country Focus 

Windows for countries with sizeable investment interest in India. At present, the Focus 

Window covers countries such as USA, Germany, France, Switzerland, Australia, Japan 

and Korea. For each focus window a senior officer in the Department provides 

facilitation and assistance. 
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automatically by the RBI. The aim is to bring only selected large or sensitive projects for 

clearance to the FIPB. The role of FIPB is being altered from merely issuing clearances 

to carrying out policy reviews and promotion. 

The effort now being made is to ensure firstly, that proposals already in the pipeline are 

quickly cleared and secondly that step should be taken to attract investment in selected 

thrust areas of the economy. The FIPB may thus become a more pro-active institution in 

terms of trying to seek out foreign investment rather than just approving projects 

. 
FOREIGN INVESTMENT PROMOTION COUNCIL 

CONSTITUTION 

The Government has constituted a Foreign Investment Promotion Council (FIPC) under 

the chairmanship of Chairman ICICI, to undertake vigorous investment promotion and 

marketing activities. The Presidents of the three apex business associations such as 

ASSOCHAfvl, CII and FICCI will be members of the CounciL A Ministry of Industry 

personnel is Member-Secretary. 

BOOST TO FDI 

Setting up of the Council follows the Governments's decision to strengthen the 

institutional mechanism relating to the consideration and approval of Foreign Direct 

Investment proposals. The Common Minimum Programme (CMP) which states that the 

nation needs and has the capacity to absorb at least US $ 10 billion a year as FDI will 

require considerable promotional efforts apart from facilitating foreign investment 

approvals. 
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SUPPORT TO FIPB 

The strategy adopted is a two-pronged one with one relating to the approvals and 

clearance required as per the transparent guidelines and other relating to full time 

investment promotion and marketing. Accordingly a revamped Foreign Investment 

Promotion Board fresh guidelines was put under the direct control of the Industry 

Minister thereby reducing one level in the decision making. As a secondary and 

supporting measure Foreign Investment Promotion Council was conceived. 

FUNCTIONS 

The Foreign Investment Promotion Council undertakes the investment promotional 

activity which entails making extensive contact with potential investors, lobbying and 

interacting with individual companies et~. The Council with distinguished and well 

known experts as the members capitalises, manages and coordinates investment 

promotion and marketing efforts. 

PROMOTIONAL WORKS 

The promotional efforts have been mostly centred on addressing general investment 

promotion seminars and conferences. Besides that a more target-oriented approach is now 

required, both to identify the sectors/projects within the country requiring foreign direct 

investment and targetting the specific regions and countries of the world from which FOI 

would be brought in through special efforts. 

WHA T ;\10RE IS TO BE DONE 

It will be necessary to analyse the requirements of various sectors and industries in India 

which are in need of modernisation, technology upgradation and capital requirement. 

Sectoral profiles and projects proposals for these industries will need to be prepared for 
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presentation to the selected international compames and foreign investors. 

It will also be necessary to undertake one-to-one dialogue with individual foreign 

investors at the Board-room level in order to motivate them to invest in the specified 

industries and sectors. 

FOREIGN INVESTMENT IMPLEMENTATION AUTHORITY 

(FIlA) 

Government has set up the Foreign lnvestment Implementation Authority (FIlA) in the 

Ministry of Commerce & Industry. The FIlA facilitates quick translation of Foreign 

Director Investment (FDI) approvals into implementations, provides a pro-active one stop 

after care service to foreign investors by helping them obtain necessary approvals, sorts 

out operational problems and meet with various Government Agencies to find solutions 

to problems and maximizes opportunities through a partnership approach. The FHA is 

headed by the Secretary (Deptt. Of Industrial Policy & Promotion) and is serviced by the 

SlA 

ROLE OF FIlA 

The FHA takes steps to: 

,. . Understand and address concerns of investors; 

;- Understand and address concerns of approving authorities; 

.,. Initiate multi agency consultations; and 

.,. Refer matters not resolved at the FIlA level to high levels on a quarterly basis, 

including cases of projects slippage on account of implementation bottlenecks. 

FUNCTIONS OF FIlA 

The functions of the FIlA are as under: 
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? Expediting various approvals/permissions; 

? Fostering partnership between investors and government agencies concerned; 

? Resolve ditTerence in perceptions; 

? Enhance overall credibility; . 

? Review policy framework; and 

» Liaise with the Ministry of External Affairs for keeping India's diplomatic 

missions abroad informed about translation of FDI approvals into actual 

investment and implementation. 

l\10DALITIES OF FUNCT~ONING OF FilA 

The modalities of functioning of FIlA are as under 

a) 	 The FIlA shall set up a Fast Track Committee (FTC) to review and monitor mega 

projects. It will nominate members of the FTC from representatives of various 

Ministries/agencies/State Government at the working level. The representative of 

the AM concerned shall act as the project coordinator and shall head the FTC. 

The FTC shall prescribe the time frame within which vanous 

approvals/permissions are to be given on a project to project basis. FTC shall also 

flag issues that need to be resolved by FlIA. Based on the inputs provided by 

FTC, the FlIA will give its recommendations on each project on the basis of 

which Administrative Ministries/State Government shall take action under their 

own laws and regulations. 

b) 	 The FIlA will initiate inter Ministerial consultations and make appropriate 

recommendations to the competent authority, i.e. Ministry/Department concerned 

at the Central Government level and the State Government, as the case may be, on 

issues requiring policy intervention. 

c) 	 The FIlA will act as a single point interface between the investor and Government 

agencIes including Administrative Ministries/State Governments/Pollution 

Control BoardlDGFTfRegulatory Authorities/Tax Authorities/Company Law 

Board, etc. 
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d) 	 The FIlA shall meet once every month to review cases involving investment of 

Rs 100 crore or more, consider references received from the FTC, and monitor 

the functioning of various FTCs. It would also entertain any complaint regarding 

implementation bottlenecks from FOI approval holders regardless of the quantum 

of investment 

e) 	 The FIlA shall also make recommendations from time to time on any issue 

relating to the speedy Implementation of FOI projects and also to provide 

transparency in government functioning with respect to FOI projects. 
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CHAPTER VII: REPATRIATION OF INVESTMENT 

AND RETURN ON INVESTMENT 

An important factor, which could influence the inflow of investment into the Indian 

economy by foreign investors, is the repatriation possibility of the investment and the 

returns thereon. Keeping this in mind, the Government of India has tried to ensure that 

the process of repatriation is as hassle-free as possible. 

Application for making remittance out ofIndia has to be made to the authorized dealer of 

Reserve Bank of India. The Reser~e Bank of india has now prescribed Form A_2GO for 

making application for effective remittances abroad on account of various transactions. 

This form is applicable not only for the remittances arising out of collaboration 

agreement but also applies to expatriate employees for repatriating their salaries abroad. 

REPATRIATION OF CAPITAL INVESTMENT 

Capital Investment in india can be fully repatriated along with profits after completing 

certain formalities. Foreign investors desiring to receive back the value of their 

investment will necessarily have to first sell their shares in Indian companies to some 

resident in India. For tl115 purpose the foreign investor will require Reserve Bank of . 

India's permission for which an application has to be made in Form TS-I to the Chief 

General Manager, Exchange Control Department of the Reserve Bank of India. After 

approval for disinvestments by the Reserve Bank of India, repatriation can be made 

through an authorized dealer after fulfillment of certain formalities including no

objection! Tax clearance certificate from the Indian Income Tax authorities. 

REMITTANCE OF DIVIDEND 

,," ell clilar No :1 I. dated 5-12-1 ')1)7 
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Dividend on shares held by foreign investors is fully repatriable subject to certain 

conditions on dividend balancinl ' , wherever applicable. Interim dividend is also allowed 

to be fully repatriated. 

Indian companies paying dividend have to make an application to an authorized dealer of 

Reserve Bank of India supported by a copy of Company's Balance Sheet and Profit and 

Loss account, resolution of the company passed at the Annual General Meeting declaring 

the dividend, details of the non-resident shareholders and a copy of Reserve Banks' 

approval for holding of shares by the non-residents. The application is to be made by the 

Indian company in a form prescrib~d by the Reserve Bank of India, namely RCD-I. The 

form contains the full details of all the documents which are required to be submitted 

along with the form This form is to be submitted along with another form namely, RCD

2 giving particulars of non-resident shareholders to whom dividend is to be remitted, 

details of their shareholding and the amount of dividend to be remitted to each one of 

them. The authorized dealer shall scrutinize the application and the documents attached 

with the form to ensure that the form is complete in all respects. They are allowed to 

make remittances of dividend, in case of non-resident shareholder, after making the 

following verifications:

a) 	 that the non-resident shareholders to whom dividend has become remittable are 

holding shares in the company in accordance with the necessary permission given 

by the Reserve Bank of India either under section 19 or section 29 of the then' 

FERA, or the FEMA and the Regulations framed thereunder,as the case may be; 

b) 	 that the certificate given in Part B of the RCD 1 has been properly completed by 

the company's auditors 

c) 	 one copy of the application in Form RCD I should be forwarded to the Reserve 

Bank within whose jurisdiction the Head/Registered Office of the company is 

situated. 

(,j The condition or dividend balancing has been removed with effect from 141h July, 20Ot!. 
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Where interim dividend is to be remitted, the application to the authorized dealer may be 

made in the form of a letter in duplicate enclosing only Form ReD 2 along with a copy of 

the Board's resolution approving payment of the interim dividend. 

DIVIDEND BALANCING 

Provisions of dividend balancing are applicable in case of 22 specified industries in the 

consumer goods sector. In such cases, the outflow on account of dividend payments 

should be balanced with the inflow on account of export earnings. The balancing is 

required to be done for a period of 7 years from the date of commencement of 

commercial production. Thereafter no balancing is required. However, with effect from 

14th July, 2000 the cOlldition of dividend balancing has been removed vide Press 

Notification No. 7 dated 14th July. 2000 issued by the Minis/IY (~f Commerce and 

Indlls/IY. Governmen/ (~fIndia. 

REMITTANCE OF ROYALTY 

The payment for royalty to be made to foreign entrepreneurs is approved along with the 

approval of the collaboration agreement whether under automatic route of Approval or 

through Secretariat of Industrial Assistance. Since the amount of royalty and the 

installments in which royalty is to be paid are approved before the collaboration 

agreement is implemented, the remittance of royalty to the foreign collaborator is fully 

allowed subject to nominal formalities. 

The royalty has to be calculated in accordance with the formula laid down in the approval 

laid down in the approval letter of the foreign collaboration agreement. The Indian 

company has to ensure that the royalty has been calculated strictly as per the terms of the 

collaboratiun agreement and any subsequent amendments thereto which have been filed 

with the Reserve Bank of India/authorized dealer, as the case may be. 
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For the purpose of remittance of royalty, an application has to be made to the authorized 

dealer of Reserve Bank of India. The application is to be supported by a certificate from a 

Chal1ered Accountant The amount of income-tax payable on the royalty is to be 

deducted at source by the remitter of royalty. Separate format is provided for remittance 

of royalty on software and copyright music produced in India. 

REMITTANCE OF TECHNICAL KNOW-HOW FEE 

The policy and procedure for remittance of technical know-how fee is similar to that 

applicable in case of remittance of royalty. Collaboration agreements provide for such 

remittances to be made by the Indian company under the Foreign Exchange Management 

(Current Account Transactions) Rules, 2000. Approval of Government of India (Ministry 

of Industry and Commerce) is necessary for remittance of royalty exceeding 5% on local 

sales and 8% on exports and lumpsum payments exceeding US $ 2million. Similarly 

approval of RBI is necessary for remittance of royalty and payment of lumpsum fee 

under a technical collaboration agreement which has not been registered with Reserve 

Bank ofIndia. 

The Indian company IS required to make an application to the authorized dealer in foreign 

exchange along with a certificate from the auditors of the company in Form TCK, which 

has to be signed by a Chartered Accountant! Chartered Engineer. 

Since the authorized dealers are under obligation to ensure that the remittances arc in 

accordance with the terms of the collaboration agreement, the Indian company itself 

should ensure the following and also satisfy the authorized dealer in respect of the 

following so that the remittance is made easily to the collaborator :

a) the Indian company should ensure that the know how fee is strictly in accordance 

with the collaboration agreement 

b) If there has been any subsequent amendment to the collaboration agreement 

providing f(.)r any change in the lumpsum amount payable, such supplemental 

98 



agreement or amendment letters must have been filed with the authorized dealer 

and the Reserve Bank of India. 

c) The payment of technical know how fee is always net of taxes. 

d) It should be made clear as to whether the lumpsum payment is towards the first 

IIlstal11l1ent or second installment or the third installment, as the case may be. In 

case the installment is not the first installment, reference to remittances made 

earlier should be given; particularly the reference to the date of remittance and the 

balance amount of technical know how fee yet to be remitted must also be 

indicated 

e) 	 The company should ha~e paid the cess payable under the Research and 

Development Cess Act due on the technical know how fee. 

t) 	 The Chartered Accountant/Chartered Engineer who gives the certificate in Form 

Tel( will also call for the collaboration agreement and examine the terms thereof 

before giving the certificate. Therefore, the Indian company should keep all the 

relevant documents ready for the verification by the Chartered Accountant so that 

the latter is enabled to give the certificate and based on that, application is made 

to the authorized dealer for payment of the technical know how. 

REMITTANCE FACILITIES FOR FOREIGN NATIONALS 

For the purpose of remittance of their earnings in India, the foreigners
G2 

may be divided 

in the following two categories: 

a) Not permanentlv resident in India: 


b) Permanently resident in India. 


Foreign nationals are considered "permanently resident in India" if their stay on account 

of employment, or for a specific job or for any assignment is three years or more. This 

"2 The expression "foreigners" does not include Ole foreign diplomats, Ole officials and starr (by whatever 
name c(llled) of an Embassy, High Commission, Legation, Commission, Consulate. or a Trade 
Representation of a foreign state. 
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category of foreigners is treated at par with Indian nationals resident in India. Remittance 

of earning out of India for this category requires a specific approval from Reserve Bank 

of India. Foreigners who take up a temporary residence in India on account of their 

employment, profession or other activity with the intention of eventually retiring to their 

own country or some other foreign country are considered as "not permanently resident 

in India". The facilities of repatriation from India are easily available to this category of 

foreIgn nationals. 

The foreign nationals not permanently resident in India can, for the purpose of remittance 

out of India, be divided in the following categories: 

a) 	 short term engagement by Indian firms or companies 

Indian firms and compantes may engage the services of foreign nationals on 

short-term assignment without prior approval of the Reserve Bank of India. The 

period of engagement in India is again divided into two categorics-

Y Upto three months 


y Exceeding three months 


When the period of engagement of a foreign national is upto three months, 

remittance of remuneration will be permitted for which the Indian firm/company 

making the payment should apply to an authorized dealer designated by the 

Reserve Bank of India. The Indian firm/ company also has to give an 

undertaking/certificate regarding payment of Income Tax by the foreign national. 

Before allowing remittance, the authorized dealer would verify the documents 

submitted and will also satisfy that-

y 	 The amoullt of remittance sought tor is in accordance with the terms of 

contract entered into by the applicant firm/ company with the toreign 

nationall foreign company. 

).> 	 The services of foreign national are not covered by any foreign 

collaboration agreement. 
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agreement or amendment letters must have been filed with the authorized dealer 

and the Reserve Bank of India. 

c) The payment of technical know how fee is always net of taxes. 

d) It should be made clear as to whether the lumpsum payment is towards the first 

installment or second installment or the third installment, as the case may be. In 

case the installment is not the first installment, reference to remittances made 

earlier should be given; particularly the reference to the date of remittance and the 

balance amount of technical know how fee yet to be remitted must also be 

indicated 

e) 	 The company should have paid the cess payable under the Research and 

Development Cess Act due on the technical know how fee. 

f) 	 The Chartered Accountant/Chartered Engineer who gives the certificate in Form 

TCK will also call for the collaboration agreement and examine the terms thereof 

before giving the certificate. Therefore, the Indian company should keep all the 

relevant documents ready for the verification by the Chartered Accountant so that 

the latter is enabled to give the certificate and based on that, application is made 

to the authorized dealer for payment of the technical know how. 

REMITTANCE FACILITIES FOR FOREIGN NATIONALS 

For the purpose ofremittance of their earnings in India, the foreigners62 may be divided 

in the following two categories: 

a) Not permanently resident in India; 


b) Permanently resident in India. 


Foreign nationals are considered "permanently resident in India" if their stay on account 

of employment, or for a specific job or for any assignment is three years or more. This 

62 The expression "foreigners" does not include the foreign diplomats, the officials and staff (by whatever 
name called) of an Embassy, High Commission, Legation, Commission, Consulate, or a Trade 
Representation of a foreign state. 
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category of foreigners is treated at par with Indian nationals resident in India. Remittance 

of earning out of India for this category requires a specific approval from Reserve Bank 

of India. Foreigners who take up a temporary residence in India on account of their 

employment, profession or other activity with the intention of eventually retiring to their 

own country or some other foreign country are considered as "not permanently resident 

in India". The facilities of repatriation from India are easily available to this category of 

foreign nationals. 

The foreign nationals not permanently resident in India can, for the purpose of remittance 

out of India, be divided in the following categories: 

a) 	 short term engagement by Indian firms or companies 

Indian firms and companies may engage the services of foreign nationals on 

short-term assignment without prior approval of the Reserve Bank of India. The 

period ofengagement in India is again divided into two categories

};> U pto three months 


};> Exceeding three months 


When the period of engagement of a foreign national is upto three months, 

remittance of remuneration will be permitted for which the Indian firm/company· 

making the payment should apply to an authorized dealer designated by the 

Reserve Bank of India. The Indian firm! company also has to give an 

undertaking/certificate regarding payment of Income Tax by the foreign national. 

Before allowing remittance, the authorized dealer would verify the documents 

submitted and will also satisfy that

};> 	 The amount of remittance sought for is in accordance with the terms of 

contract entered into by the applicant firm! company with the foreign 

national! foreign company. 

};> 	 The services of foreign national are not covered by any foreign 

collaboration agreement 
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100% repatriation of savings out of remuneration etc. would be permitted for this 

category of foreign nationals. Where however the period of engagement in India 

exceeds three months, besides the abovementioned formalities, the authorized 

dealer would also ensure that the concerned foreign national holds a valid 

employment visa. 

Where the foreign nationals come to India under any foreign collaboration 

agreement, they would generally be covered under the category of foreign 

nationals who are in regular employment in India 

b) Regular employment in India 

Foreigners who are in regular employment in India may be divided in following 

two categories: 

» Employees of Indian firms/companies 

» Employees deputed by foreign compames to their office, branch. 

subsidiaries, joint ventures etc. 

Foreign nationals (who are not permanently resident in India) who are in regular 

employment with Indian firms/companies are allowed to remit up to 75% of their 

net salary out of India. The net salary is calculated after deduction of contribution 

to provident fund etc and taxes payable. Such foreigners should hold a valid 

employment visa. On special request, remittances in excess of 75% of net salary 

may also be allowed provided the foreign national is in receipt of perquisites in 

India such as free housing, conveyance and medical facilities an~ his family is 

resident outside India. 

For employees deputed by foreign companies, remuneration to the extent of 75% 

of the net salary is allowed to be paid outside India. The balance amount of salary 
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total income, the income is classified and is chargeable under various heads, namely, 

"Salaries", "Income from House Property", "Profits and Gains from Business or 

Profession", "Capital Gains" and "Income from Other Sources". Section 5 of the Indian 

Income Tax Act defines the scope of total income chargeable to tax. Tax is determined 

with reference to the following criteria: 

(i) residence in India; 

(ii) receipt of income in India; 

(iii) accrual of income in India; and 

(iv) deemed accrual of income in India. 

RESIDENCE IN INDIA. 

The first criterion for chargeability of taxes the residential status of a person i.e. whether 

he is a 'resident' or a 'non-resident'. 

The Direct Tax Laws (Second Amendment) Act, 1989 has modified the definition of 

'resident' with effect from Assessment Year 1990-91. According to this definition, an 

individual is considered to be resident in India if he fulfils any of the following 

conditions: 

(a) 	 is in India in that year for a period amounting in all to one hundred and 

eighty-two days or more; or 

(b) having within the four years preceding that year been in India for a period 

or periods amounting in all to three hundred and sixty-five days jor more, 

is in India for a period or periods amounting in all to sixty days or more in 

that year. 

Explanation - In the case of an individual,

(a) being a citizen oflndia, who leaves India in any previous year as a member of the 

crew of an Indian Ship as defined in clause (18) of section 3 of the Merchant 

Shipping Act, 1958 (44 of 1958), or for the purposes of employment outside 
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India, the provisions of sub-clause (b) shall apply in relation to that year as if for 

the words "sixty days", occurring therein, the words "one hundred and eighty-two 

days" had been substituted; 

(b) being 	a citizen of India, or a person of Indian origin within the meanmg of 

Explanation to clause (e) of section I J5C, who, being outside India, comes on a 

visit to India in any previous year, the provisions of sub-clause (b) shall apply in 

relation to that year as if for the words "sixty days", occurring therein, the words 

"one hundred and eighty-two days" had been substituted. 

The Indian income-tax law charges tax from such a person on his total world income, 

This, however, is subject to an exception: in the case where the foreigner is a person who 

is 'resident' but 'not ordinarily resident' during the year of evaluation, he will not be 

charged to tax on the income which accrued or arose to him outside India, unless that 

income is derived from a business controlled, or a profession set up, in India. A person is 

said to be 'not ordinarily resident' in India if he is basically a 'resident' in the year of 

evaluation and 

(i) his total stay in India in the last 7 years preceding the year of evaluation was 

less than 730 days, or 

(ii) was not, ',resident' in 9 out of 10 years preceding the year of evaluation. 

In other words, the status of an individual is 'resident and ordinarily resident' in India in 

a previous year only-(a) if he has been resident in India in 9 out of 10 previous years 

preceding to that year, and (b) during the seven previous years preceding to that year he 

has been in India for a total period of seven hundred and thirty days or more. The legal 

position has also been clarified by the Income-tax Department in an old Circular, which 

is reproduced below: 

Therefore, generally ''1Jeaking. the status of foreigners in India will he that qf 'not 

ordinarily resident '.. 
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A corporate hody would be a 'resident' when 

(i) 	 it is regis~ered in India; or 

(ii) 	 the control and management of its affairs is situated wholly in India. 

The expression "Control and Management" means defacto control and management and 

not merely the right or power to control and manage. The word 'affairs' means affairs 

which are relevant for the purpose of Income-tax Act and which have some relation to the 

income sought to be assessed. Calcutta High Court in the case CIT v. Bank of China63 
, 

has held that a company in Iiquid~tion which had income from interest and rent in India 

had to be deemed resident in India as its affairs relating to earning of interest and rent 

income were being controlled and managed in India by the official liquidator as it is the 

liquidator who is empowered to do all acts and deeds for winding up subject to sanction 

and control of the Court. 

Non-resident: A non-resident is defined as a person who is not "resident" in India as 

defined above. The income chargeable to tax in the case of a non-resident is his total 

income during the year of evaluation, to the following extent only: 

(i) 	 the income which is received or deemed to have been received in India in the 

year of evaluation, either by him or on his behalf; and 

(ii) 	 the income which accrued or arises or is deemed to accrue or arise to him in 

India. 

RECEIPT OF INCOft1E IN INDIA 

Where the income is received in India, it is wholly taxed in India, irrespective of the fact 

that it accrues or arises outside India, or had accrued or arisen to a person not resident in 

IndiaM A receipt may be in money or money's worth; i.e, a receipt may be in kind as 

well as in cash, It may be an actual receipt or a constructive receipt (a constructive 

63 (1985) 1541TRG17 (Cal) 

64 CfT\,. Mathias. (1939) 7 ITR 48 (PC), 
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receipt is made by an adjustment of cross-claims or by an adjustment of the books, or 

through an agent, trustee or other authorized person of the non-resident). What is taxed is 

the first receipt; that is, the receipt at the earliest point in time. Thus, when a payment is 

received outside India, and then the receipt i . ..,' remitted to India, it would not he treated as 

income received in India hecause it was first received outside India. 

ACCRUAL OF INCOME IN INDIA 

Income, which accrued or arises in India, is chargeable to tax for all categories of 

persons, whether "resident" or "non-resident". The two words "accrues" and "arises" 

denote the same idea, or very similar ideas, and the difference only lies in that one is 

more appropriate than the other when applied to a particular case. In the case of 

foreigners, the place of accrual is very significant, as their tax liability depends mainly 

upon whether the income accrued in India or not. In the determination of the place of 

accrual, different considerations apply to different kinds of income. Some of them, 

which are of common importance in the case of foreigners, are discussed below. 

Contract of Sale: In.the case of a sale-contract, the profits accrue at the place where the 

title to the goods passes on from the seller to the purchaser. The title to the goods passes 

from the seller to the purchaser under the foHowing conditions: 

(i) 	 where the contract of sale is unconditional and is for goods ready for dispatch, 

at the place where the purchase order ;s accepted; 

(ii) 	 where something material is to be done by either party, then, at the place 

where that something is done. For example, where the payment is the essence 

of the contract, the profit accrues at the place where the payment is made 

against delivery of documents of titles [Mysore Glass Enamel Works Ltd. v. 

Cn65 
]; and 

6S (1963) 47 ITR 841 (Mad) 
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c) income through or from any money lent on interest and brought into India 

d) income through or from any asset or transfer of capital asset situated in 

India 

e) income payable as dividend by an Indian company outside India 

f) income payable by way of royalty or technical fee by an Indian company 

or from an Indian source; and 

g) income by way of salary, if it is earned in India. 

The income which is deemed to accrue or arise in India is wholly taxed in India. In 

respect of such income, it is immat~rial whether the income is earned in India or received 

in India or not. 

CATEGORIES OF INCOME CHARGEABLE TO TAX 

\ tax incidence arises in the case of 

Resident or Resident but not Non resident 
-~ 

resident and ordinarily 

ordinarily resident 

resident 
! 

.._ .. .
ilncome received in India (whether 

accrued in or outside India) 
..__.-. 

Income deemed to be received in India 

(whether accrued in or outside India) 

Income accruing or-arising in India 

(whether received in India or outside 

India) 

Income deemed to accrue or 

India (whether received in India 

outside India) 

I Yes 

I 

Yes 

Y, 

YI 

I 

Yes 

YI 

YI 

Yes 

Yes 

I 

Yes Yes 

i 

109 




h) Operating industrial park 

i) Commercial production and refining of mineral oil 

j) Construction and development of housing project 

k) Generation of power, or generation and distribution of power. 

SET OFF OF LOSSES 

As a general proposition of law, where the net result under any head of income is a loss, 

the taxpayer is entitled to have the amount of such loss set-off against his income under 

any other head. The Income tax Act contains provisions for carry forward of business 

losses. If business loss cannot be set off or is not wholly set off against the income under 

any other head of income in the same year, such loss shall be carried forward to be set off 

against the profits from business in future. The Finance act 200 1, provided that 

unabsorbed depreciation that cannot be set off against the income of the year in which it 

arises will henceforth be carried forward without any restriction on the number of years . 

. 
INCOME EXEMPT FROM TAX 

Certain types of income are not at all chargeable to tax in India and are not to be included 

in the computation of total income. 

INCOME TAX PAYABLE BY FOREIGN COLLABORATORS 

IN INDIA 

In order to ascertain the tax liability of foreign collaborators, the foreign collaboration 

agreements can be bjoadly divided into the following two categories: 

(1) Collaboration agreements made before 1 April, 1976; i.e. up to 31 March, 1976 

(2) Collaboration agreements made on or after 1 April, 1976 

----..- ..- ...~---~----~~----
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AGREEMENTS MADE BEFORE 1st APRIL 1976 

INITIAL LUMP SUM 

Section 9(1 )(vi)G9 of the Income-tax Act provides for charging of royalty to Indian 

income-tax by creating a fiction that when royalty is paid to a non-resident it is deemed to 

accrue or arise in India and hence, charged to tax in India. The proviso to section 9(1)(vi) 

contains an important provision regarding the taxability of the initial lump sum paid to a 

foreign participant under a collaboration agreement made before 1st April, 1976. 

The proviso provides that royalty consisting of lump-sum consideration for the transfer 

outside India of, or the imparting of information outside India in respect of, any data, 

documentation, drawing or specification relating to any patent, invention, model, design, 

secret formula or process or trademark or similar property, will not be taxable in India 

provided the collaboration agreement is made before 1~t April, 1976. In this context, 

where the agreement was entered into on 16th December, 1975 but the same was modified 

on 24 August, 1976, it was held that agreement would be taken as entered into before 1st 

April, 1976, and the royalty will not be taxable in India if the prescribed conditions of the 

proviso are fulfilled 70 

69 The provisions of section 9( I )(vi) are reproduced below: 
"The following incomes shall be deemed to accrue or arise in lndia
Income by way of royalty payable by-

a) 	 the Goverument: or 
b) 	 a person who is a resident, except where the royalty is payable in respect of any right, property or 

information used or services utilized for the purposes of a business or profession carried on by 
such person outside India or for the purposes of making or earning any income from any source 
outside India: or 

c) 	 a person who is a non-resident where the royally is payable in respect of any right property or 
information used or services utilized for the purposes of a business or profession carried on by 
such person in India or for the purposes of making or eanling any income from any source in 
Indict 

Provided that !lotIling contained in tIlis clause shall apply in relation to so much of the income by way of 
royalty as consists of lump sum consideration for tile transfer outside India of, or the imparting of 
information outside India in respect of, any data, documentation, drdwing or specification relating to any 
patent, invention. modeL design. secret formula or process or trade mark or similar property, if such income 
is payable in pursuance of any agreement made before the 1st day of April, 1976, and the agreement is 
approved by the Central Govenunent." 
7(\ CIT v, Shri Krishna Oil Complex Ltd., (2000) 242 ITR 48 (AP) 
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A combined reading of section 9(1)(vi) and the proviso to that section clarifies that no 

income shaH be deemed to accrue or arise in India by way of royalty as consists of a lump 

sum consideration for the transfer outside India of, or the imparting of information . 
outside India in respect of any data, documentation, drawing or specification relating to 

any patent, innovation, model, design, secret formula or process or trademark or similar 

property, if such income is payable under an agreement made before 1 st April, 1976, and 

the agreement is approved by the Central Governmene l
. 

ROYALTYAND TECHNICAL FEES 

Fee for technical services is defined in Explanation 2 to section 9(1 )(vii) as under: 

"For the purposes of this clause, 'fees for technical services' means any consideration 

(including any lump sum consideration) for the rendering of any managerial, technical or 

consultancy services. (including the provision of services of technical or other personnel) 

but does not include consideration for any construction, assembly, mining or like project 

undertaken by the recipient or consideration which would be income of the recipient 

chargeable under the head' Salaries"'. 

Finance Act (2) of 1977 has inserted a new Proviso to section 9(1 )(vii) providing that the 

fees for technical services shall be deemed to accrue or arise in India only if they are 

payable in pursuance of an agreement made on or after 15t April, 1976, and approved by 

the Central Government. For this purpose, an agreement made on or after 1 st April, 1976, 

shall be deemed to have been made before that date if the agreement is made in 

accordance with the proposals approved by the Central Government before that date. 

This new amendmerft seeks to provide that income by way of fees for technical services 

payable in pursuance of an agreement made before 1st April, 1976, and approved by the 

Central Government shall not be deemed to accrue or arise in India under section 

9( 1 )( vi i) of the Income-tax Act 

71 ClTv. KoyaSeiko Co. Ltd., (1998) 233 ITR421 (AP) 
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Therefore, in order to tax fees for technical servIces payable in pursuance of an 

agreement made before 1 st April, 1976, the said fees should accrue or arise in India by 

virtue of a provision other than section 9(1)(vii) of the Income-tax Act. In other words, 

the fees for technical services shall not be subject to tax in India merely because the same 

has been paid to the foreign participant by an Indian concern. The fees shall be taxable 

only if income in respect thereof accrues or arises, directly or indirectly, through or from 

any business connection in India. 

Regarding taxability of royalty, if the foreign participants are involved in some activities 

in India, royalty will be taxed on the basis of accrual of income in India. But in a case 
, 

where no services whatsoever are performed by the foreign participants in India and the 

payment is also received by them outside India, royalty would not be taxed in Indian. 

PAYMENTS FOR SUPPLY OF MACHINERY AND OTHER EQUIPMENT 

There is no distinction in the law relating to the levy of tax, in respect of supply of 

machinery and other equipment by a foreign participant under a collaboration agreement, 

between the case of"fin agreement entered into before 1 st April, 1976, and the case of an 

agreement entered into after that date. Thus, profits relating to the supply of any 

machinery or equipment in India shall be taxable in India only if there is a business 

connection73 between the foreign participant and the Indian counterpart. Generally 

speaking, if the equipment is supplied outside India and the payment for which is also 

made outside India and the transaction is on a principal-to-principal basis, there is no 

business connection, no profit would be taxable in India for supplying the equipment. A 

:::> CIT v. Ruli Alachinerv Works Ltd., (2000) 243 ITR 442 (Mad) 
73 "Business connecti~ll' is not defined in the Indian Income Tax Act. However, broadly speaking, a 
business connection exists where there exists a relation between a business carried on by a non-resident. 
which yields profits or i!,ains. and some activiLy in India, which contributes directly or indirectly to the 
eanting of those profits of gains. It predicates an element of continuity between the business of the non
resident and the activity ill India-a stray or isolated transaction is llormally not regarded as business 
connectioll. The tenn business connection nonnally contemplate-

a) a business in India 
b) a connection between the non-resident person and that business, and 
c) a direct or indirect eaming of income by virtue of or through that cOimectioll. 
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provision of technical personnel in India for the erection of the equipment would not be 

of much consequence in establishing any business connection. 

Where, however, the supply of machinery is made in such a manner that a business 

connection is established and, for that reason, profit out of such supply is taxable in India, 

the foreign participant shall be liable to pay tax on the profIt made by him on the supply 

of the equipment to india. It may be noted here that the entire amount of profit will not 

be taxable in India. The income of the non-resident shall be only such part of the income 

as is reasonably attributable to the operations carried out in India. 

AGREEMENTS MADE ON OR AFTER r t APRIL, 1976 

ROYALTY 

The term "royalty" is defined in Explanafion 2 to section 9(J)(vi) of the Income-tax Act 

as follo\\'s: 

"For the purposes of this clause, "royalty" means consideration (including any lump sum 

consideration but excluding any consideration which would be the income of the 

recipients chargeable under the head "capital gains")for 

(i) 	 the transfh of all or any rights (including the granting of a licence) ink respect 

of a patent, invention, model, design, secret formula or process or trade mark 

or similar property; 

(ii) 	 the imparting of any information concerning the working of, or the use of , a 

patent, invention, model, design, secret formula or process or trade mark or 

similar property; 

(iii) 	 the use of any patent, invention, model design, secret formula or process or 

trade mark or similar property; 

(iv) 	 the imparting of any information concerning technical, industrial, commercial 

or scientific knowledge, experience or skill; 
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(iva) 	 the u,';e or right to use, any industrial, commercial or scient~fic equipment; 

(v) 	 the transfer of all or any rights (including the granting of a licence) in respect 

of any copyright, literary, artistic or scientific work including films or video 

tapes for use in connection with television or tapes for use in connection with 

radio broOl.dcasting, but not including consideration for the sale, distribution or 

exhibition of cinematographic films; or 

(vi) 	 the rendering of any services in connection with the activities referred to in 

sub-clause (i) to (v)." 

Furthermore, the royalty which IS taxable In India should be payable by any of the 

following persons: 

(a) the Government; or 

(b) a person who 	is a resident, except where the royalty is payable in respect 

of any right, property or information used or services utilized for the 

purposes of a business or profession carried on by such person outside . 
India or for the purposes of making or earning any income from any 

source outside India; or 

(c) 	a person who is non-resident, where the royalty is payable in respect of 

any right, property or information used or services utilized for the 

purposes of a business or profession carried on by such person in India or 

for the purposes of making or earning any income from any source in. 

India. 

Where however the payment is not for the use of the technical know-how but for detailed 

engineering to enable the party to the contract to adopt the modified design in the existing 

furnace so as to mak.e them workable under the know-how already made available under 

the agreement, it would be a case of "fee for technical or professional services" rather 

than "royalty" 74 

74 Hindusthan Electrographites Ltd. v. f.A.C, (1984) 145 ITR 84 (MP). 
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Rates (~f Tax: Section IIS-A of the Income-tax Act prescribes the rate of income-tax in 

respect of royalty 

The rate of tax on royalty is 20% in case of agreements made after 3 r( May, 1997. For 

agreements made on or before 31~t May, 1997, the rate of tax was 30%. This rate of30% 

was introduced with effect from ft April, 1987. Upto 31 s( March, 1987, the rate was 

40% but in case of lump-sum payment the rate was 20%. The uniform rate of30% (on 

all types of royalty) was introduced w.e.f. j't April, 1987 . 

• 
FEES FOR TECHNICAL SERVICES 

Section 9 seeks to tax income byway of fee for technical services rendered by the non

resident if they are payable by: 

(a) the Government; or 

(b) a person who is a resident, except where the fees are payable in respect of services 

utilized in a business or profession carried on by such person outside India or for 

the purposes of making or earning any income from any source outside India; or 

(c) a person who is a non-resident, where the fees are payable in respect of services 

utilized in a pusiness or profession carried on by such person in India or for the 

purposes of making or earning any income from any source in India. 

Where the foreign participant In the agreement recelves the fees for such technical 

services outside India and in pursuance of a contract executed outside India, there will be 

no charge to tax provided no business connection is established. 

Even where a business connection exists, only that part of income will be deemed to 

accrue or arise in India as is reasonably attributable to the operations carried out in India. 

The scope of the term "fees for technical services" is very wide and almost every service 

rendered by foreigne·rs, whether in India or outside India, is caught in the net of tax. 
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Section 115-A of the Income-tax Act prescribes the rate of the tax in respect of technical 

fees received by a foreign company as 20% in case of agreement made after 31 stMay, 
• 

1997 and 30% in case of agreements made on or before 31 st May, 1997. The rate of 30% 

was introduced from 1 st April, 1987. Prior to this the rate was 40% of the gross amount 

of fees received by a foreign company. 

DIVIDEND/SHARE OF PROFIT 

In some cases, the collaboration agreements are entered into with an arrangement for 

sharing profits. In the case of companies, sharing may be by way of acquiring shares in 

the Indian company. Shares are also allotted in consideration of equipment supplied by a 

foreign participant or for supplying technical know-how. In the case of non-corporate 

bodies, the non-resident may become a participant in the Indian business by entering into 
•

a partnership. 

In the former case, the profits are paid to the non-resident by way of dividends and, in the 

other case, byway of share of profit in the partnership/joint venture. 

When shares are allotted to the foreign collaborator in consideration for technical know

how or otherwise, the value of the shares allotted will be taxed in India on the same basis 

as would apply to the consideration received otherwise than by way of shares. The value. 

of the shares will be taxed only where the consideration is liable to tax. Where the 

consideration is not taxable, the value of shares will not be taxed merely on the ground 

that since the situs .of shares is in India, the receipt of shares mounts to 'receipt of 

income' in India. 

THE TAX IMPLICA TIONS ON THE INDIAN 

COLLABORATORS 

Collaboration agreements generally provide for the following types of payments to the 

foreign collaborators: 

• 
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(a) Payment in consideration 	of "technical know-how". This payment could be a 

regular payment by way of royalty and other services, or an initial lump sum 

payment, or partly an initial lump sum payment and partly a regular payment. 

(b) Allotment of shares in consideration for 'technical know-how'. 

(c) Payment for acquisition of plant and machinery and/or other equipment. 

(d) Payment for the foreign personnel 	in India for technical services like erection and 

installation of plant and machinery, etc. 

PAYMENT IN CONSIDERATION FOR TECHNICAL KNOW-HOW 

The question which arises for consideration is whether the payment made by the Indian 

collaborator is an allowable expenditure, i.e. an expenditure which is deducted from the 

gross income in order to arrive at the taxable income. The test which is applied for 

determining the allowbility of the expense is whether the expenditure in question is 

revenue expenditure or a capital expenditure. Broadly speaking, when expenditure is 

incurred in order to bring into existence an asset or an advantage for the enduring benefit 

of a trade, such an expenditure is properly attributable to capital and not to revenue. If it 

is a revenue expenditure, it will be allowed as deduction from the income of the Indian 

collaborator, but if it is a capital expenditure, it will not be allowed as a deduction from 

income. However where the expense is in the nature of a capital expenditure, a further 

question arises as to whether depreciation, etc, is permissible on such capital expenditure 

or not. Where the capital expenditure is of a type that could be termed as "plant and 

machinery", it would be entitled to the claim of depreciation. If, however, the capital 

expenditure is such that it does not fall in the category of plant and machinery or some 

other depreciable asset, neither will it be allowed as a revenue expense nor will any 

depreciation be permitted. Such an expenditure would be a dead capital expense. 

TE(71NICAL KNOW-HOW FEE HELD AS REVENUE EXPENDITURE
• 

Where the payment for technical know how is made for the purpose of running the 

business more profitable and effectively, it has been held that payment would be revenue 
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10 nature because no advantage of enduring value is derived by the assessee75 
. The 

Supreme Court in Jonas Woodhead and Sons (India) Ltd. v. CIT76
, has laid the following 

tests to determine the question when an expenditure can be regarded as a capital or 

revenue expenditure: 

"The questioll whether a particular payment made by an assessee under the terms qf the 

agreement forms a part ~f capital expenditure or revenue expenditure would depend 

upon severalfactors, namely, whether the assessee obtained a completely !levv plan with 

a completely new process and completely new technologyfor mam!facture (l the product 

or the payment was.made for technical know-how which was for the betterment (~f the 

product in question which liiaS already being produced; whether the improvisation made, 

is part and parcel of the existing business or a new business was set up with so-cal/ed 

technical know-how for which payments were made; whether on expiry (~f the period of 

agreement the assessee is required to give back plans and designs which were obtained, 

but the assessee could manufacture the product in the factmy that has been set up with 

the col/aboration (llhe foreign firm; the cumulative effect on a construction (l the 

variolls terms alld conditions (?f the agreement; ;whether the assessee derived benefits 

coming to its capital for which payment was made. This court in the Alemic Chemical 

Works Co. Ltd. v. CIT, (1989) 177 ITR 377 has indicated that 'in the infinite variety (l 

situational diversities in which the concept ~f what is capital expenditure and what is 

revenue arises, it is not possible toform any general rule even in the generality (~f cases, . 

sl{fficient~v accurate and reasonable comprehensive, drmv any clear line (?f 

demarcation '. This court further held that there is no single definitive criterion which. by 

itse(f, is demarcative. whether a particular outlay is capital or revenue. And, therefore. 

the 'once for al/' test as well as the test ~f 'enduring benefit' may not be conclusive. 

Consequently, the various terms and conditiolls (~f the agreement, the advantage derived 

by all assessee under the agreement, the payment made by the assessee under the 

agreement are aI/ to be taken into account and then it has to be decided whether the 

whole or a part (4 the payment thlls made is capital expenditure or revenue expenditure . .. 

75 CIT v. SilllPson ami C ... Ltd., (1999) 239 ITR 83 (Mad) 

76 (1997) 224 ITR 342 
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In CIT v l.A.E.C. (Pumps) Ltd.77 
, where a payment was made to a foreign company for 

granting a licence to·use its patents and designs exclusively in India under an agreement 

the duration of which was ten years, the apex court held that the expenditure was revenue 

in nature because what was obtained by the assessee was only a licence and what was 

paid by the assessee to the foreign company was only a licence fee and not the price for 

acquisition of any capital assets 

The land mark case on the question of allowability of the technical know-how fees in the 

hands of Indian collaborators in the case of CIT v Ciba qf India Ud7l<. In this case, the 

Indian company, in consideration of the right to receive scientific and technical 

assistance, agreed with the Swiss company to make contributions of 5%, 3% and 2%, 

respectively, of the net sale price of the products sold by the Indian company, towards 
• 

a) technical consultancy and technical services rendered, and research work done; 


b) cost of raw material used for experimental work; and 


c) royalties on trademarks used by the Indian Company. 


The Indian company had further agreed-

a) not to divulge to any third party, without the consent of the foreign company, any 

confidential information received under the agreement; 

b) not to assign benefit of the agreement or grant sub-licences of the patents and 

trade-marks ~ithout the consent of the foreign company; and 

c) 	 to return to the foreign company all copies of information, scientific data or 

material after the termination of the agreement and to refrain from communicating 

any such information, scientific data or material to any other person. The 

agreement was to be enforced for a period of 5 years but could be terminated 

earlier by giving three months' notice if either party failed to act according to the 

terms of the agreement. 

77 (1998) 232 ITR 316 (SC) 

78 (1968) 69 ITR 692 (SC) 
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The Supreme Court held that the contribution made by the Indian Collaborator is an 

allowable business expenditure and it was not a case of sale of technical know-how as 

such, as is evident from the following summarized facts:

• 
a) the licence was for a period of 5 years liable to be terminated III certain 

eventualities even before the expiry of the period. 

b) The object of the agreement was to obtain the benefit of the technical assistance 

for running the business. 

c) The licence was granted to the assessee subject to the rights actually granted or 

which may be granted after 'the date of the agreement to other person. 

d) The assessee was expressly prohibited from divulging confidential information to 

the third parties without the consent of the Swiss company. 

e) There was no transfer of the fruits of research once for alL 

f) The stipulated payment was recurrent dependent upon the sales, and only for the 

period of the-.1.greement. 

Broadly speaking, therefore, one of the primary rules determining whether a particular 

expenditure is a revenue or capital expenditure is to ascertain the purpose for which it is 

being incurred. The purpose can be ascertained from the terms of the agreement between 

the parties and from the surrounding circumstances. If the purpose is related to the 

carrying on or the working of the business, the expenditure may be regarded as an 

integral part of the profit earning process and it should be held to be a revenue 

expenditure. Should, however, the purpose be the acquisition of an assets or the right of a 

permanent character or a benefit of an enduring nature, the expenditure would be a 

capital expenditure . 
• 

In a recent case, Delhi High Court has held that where there is no absolute transfer or sale 

of know-how, all that the assessee acquires is a licence for manufacturing or access to the 

technical knowledge, the payments made by the Indian Collaborators will be revenue in 

nature. It was held that in such cases the actual period of agreement, being 5 or 10 or 15 
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years, or the fact that payment was by way of lump sum or that the know-how was for a 

new business was not of much significance. It was further observed that even if the 

drawings and documents, etc., are not to be returned by the Indian party to his foreign 

counterpart, it will not change the revenue nature of expenditure because in this age of 

fast technological development and scientific research drawings, design, etc., become 

obsolete and mere scraps of paper very soon unless updated [Triveni Engineering Works 

Ltd v. CIT (1982) 136 ITR 340 (DEL); CIT v. Power Build Ltd,(2000) 244 

ITR19(GUJ)I In the present day's condition of rapid scientific development, 

technological know-how which changes fast can not be treated as a capital asset and even 

where technological know-how is a capital asset, amounts paid for its use are allowable 

as 'revenue' expenditure. (See Electo Medical s v. CIT. (1987) 163 ITR 807 (l\1P); CIT 

v. Sudarshan Chemical Industries (P.) Ltd., (1986) 159 ITR 629(BOM). 

In all the cases where the technical know-how has been provided for use in India without 

a permanent transfer of the know-how and the rights therein, the courts have held that the 

payments is of the nature of revenue and is therefore deductible from the income of the 

assessee. In the recent case an Indian Co. incurred expenditure to obtain benefit of 

research and development made by the foreign company. The technical information given 

to the Indian company was 'non exclusive' and 'non transferable'. In other words this 
• 

was not a case of outright sale of technical know-how. The Indian company was merely 

given a non-exclusive and non-transferable right of a user of technical information. The' 

expenditure was held as revenue expenditure79 

THE YEAR OFALLOWABILITY OF EXPENSES: 

Where collaboration agreements are made particularly for setting up a new business, a 

question often arises as to the year in which the expenditure is deducible. The problem 

assumes importance because a part payment to the foreign collaborator is generally made 

prior to commencement of production. The Delhi High Court in Shri Ram Refrigerators 

Industries Ltd., v. CITso, considered this issue at length. In the said case, payment to the 
• 

79 CIT v. Wavin India Ltd. (1999) 236 ITR 3 14 (SC) 

~o (18 J) 127 ITR 746 
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foreign collaborators had been made in the years 1962, 1963 and 1964 but the 

commercial production started and the business was set up in the year relevant to 

Assessment Year 1966-67, The Tribunal held that the expenditure, though incurred prior 

to the setting up of the business, was in the nature of prepaid expenditure which would be 

considered only in the first assessment of the company for the assessment year 1966-67. 

The High Court upheld the view of the Tribunal and allowed the entire expenditure as a 

deduction in Assessment Year 1966-67. 

TECHNICAL KNOW-HOW FEES HELD AS CAPITAL EXPENDITURE 

Where the fees for technical know-how are paid in such a manner that they amount to the 

acquisition of an asset or a right of a permanent nature, the payment would not be 

allowed as a revenu~ expense but would be treated as capital expenditure, and would be 

disallowed as expense in the hand of the Indian counterparts to a collaboration 

agreement. 

In the case of Fenner Woodrc~ffe & Co. Ltd v. CI7"',). the Madras High Court laid down 

the following principles to determine the character of an expenditure- whether it is a 

revenue or capital expenditure: 

(a) 	It's the aim of and object of the expenditure that would determine the 

character of the sum whether it is a capital or revenue expenditure and 

neither the source nor the manner of the payment may be of any 

consequence. The fact, therefore, that the agreement did not fix any lump 

sum consideration but referred to a periodical payment linked to the 

production or sale of the article does not in any way take it out of the 

category of a capital expenditure, 

(b) 	If the fact and circumstances of the case and the nature of the contract are 

such as to warrant a finding that there was a sale of the know-how it could 

safely be inferred that even in the transferee's hand it is capital asset 

~l (1976) 102 ITR 665 
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unless the same is considered as a trading asset of the transferee. If on the 

other hand, it is considered to be an exploitation of its know-how by a 

trader without any diminution or destruction in the value to him there may 

not be a sale but still the knowledge acquired by the transferee by the 

disclosure of the know-how will be an asset or an advantage of an 

endUl;ng nature unless there are any limitations in the agreement on its 

endurability or otherwise pointing to the contrary. 

However, these principles are neither exhaustive, nor intend to be. They only serve as 

guidelines to solve the problems t~at are before the court. 

In another case of CIT v. Southern Structurals Ltd. 1<2, the Madras High Court held that in 

a case where technical know-how was acquired in relation to the design and manufacture 

of railway wagons and where the agreement clearly provided that after the expiry of the 

agreement the assessee would be free from any further obligation to pay any amount to 

the foreign company, would have the continued use, free of charge, of all the information 
• 

made available by the foreign company during the validity of the agreement, it amounted 

to the acquisition of an enduring benefit and therefore the payment was held to be of 

capital nature. 

In the case where the foreign collaborators provided services for setting up factories,: 

payment of royalty related to such services was held to be a capital expenditure~3 Where 

a technical know-how fees paid by an Indian company to a foreign company is treated as 

capital expenditure, the assessee would be entitled to depreciationx4
. 

TECHNICAL KNOW-HOW FEES HELD AS A PLANT 

Xc (l977) 110 ITR 890 

X3 .lonGs IVoodhead 6:- Sons (India) Ltd. I'. CIT. (1979) 117 ITR 55 (MAD- FB) and MR. Electronic 

COII/pollents Ltd, v. CIT. (1982) 139 ITR 305 (MAD) 

X4 CITv. {Varner Hinduslan Ltd., (1999) 239 ITR 566 (SC) 


126 



• 


In CIT v. Elcon Engineering Co. Ltd 85, an interesting question arose as to whether the 

know-how is an asset and if it is, whether it would come under the definition of "plant 

and machinery". The case was is approved by Supreme Court in the case of Scientific 

Engineering House Pvt. Ltd v. Clr6 According to the Supreme Court "the test for 

determining whether technical know-how in the shape of drawings, designs, charts, plans, 

processing data and other literature falls within the definition of plant would be: Does the 

article fulfill the function of the plant in the assessee's trading activity? Is the tool of his 

trade with which he carries on his business? If the answer is in the affirmative, it will be 

a plant". 
• 

Following the above case, the Bo~bay High Court In Mahindra Ugine Steel Co. Ltd. 87, 

held that the know-how provided in the form of books, manual etc. constitute "plant" 

entitled to depreciation. 

In CIT v. Sudarshan Chemical Industries (P.) Ltd. 88, it was observed that where the 

technical know-how was in the form of printed literature giving technical informations, 

such technical know-how would be covered under the definition of "Plant". The High 

Court further observed that there is no reason to exclude from the wide meaning of the 

term "Plant" objects such as drawings, patterns, designs, etc., which like books are the 

embodiments of the know-how and serve the purpose of teaching at long range. 

After considering all the above cases, it appears that know-how could be capitalized to 

'Plant' only under the following circumstances:

0) 	 Know-how relating to design and engineering of the plant or its erection and 

commissioning may be capitalized to "plant" But the technology related to 

items like workshop drawings, manufacturing instructions, etc., will clearly be 

in the nature of revenue expenditure. 

~s (1974) 96 ITR 672 (Guj.) 
~6 (\986) 157 ITR 86 (S<!) 
~'(l993) 203 ITR383 
8~ (1986) 159 ITR 629(BOM) 
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(ii) 	 Where know how is claimed as "plant" on the plea that the same is like a 

book, then only that part of technical know how can be capitalized to plant 

which is in the form of "bound sheets of papers or made into a roll". Such cost 

will not cover payments for acquiring rights to the use of technical know how. 

(iii) 	 to claim manufacturing or process know how as "plant" even as a "book" 

may not be correct because in a very large number of decided cases payment 

for such technical know how has been held as revenue expenditure as neither 

the know how has transferable property rights in it nor the same provides any 

enduring benefit. 

(iv) 	 Even in cases where technical know how is composite and the entire technical 

know how is in the form of "manuals", the correct view appears to be that 

only that part of fee which represents the "cost of manuals" can be capitalized 

to "books" and the other part of the fee (even if entire know how is in the 
• 

shape of manual) which is paid to obtain the right of the know-how with its 

connected services cannot be taken as the cost of the book. 

ALLOTMENT OF SHARES IN CONSIDERA TION FOR 

TECHNICAL KNOW-HOW 

In Eimco-K.CP.Ltd v. Cn 1<9, an Indian company allotted its shares to a foreign company 

in consideration for supply of technical know how and claimed the value of shares as . 

revenue expenditure. It was held that the subscription for shares otherwise than for cash 

could not have the effect of making the non-cash consideration an item of the company's 

expenditures. Even Cnherwise, the admissibility of expenditure as a deduction would rise 

only where the company after formation gets going with its business. On the allotment of 
, 

shares to the foreign company, the assessee company could not be treated as having 

incurred or laid out any expenditure for the purpose of its business. As no expenditure in 

the trading sense of the term had arisen in the instant case, there was no question of the 

further issue as to whether it would be a capital or revenue expenditure. Further, the offer 

of the know-how by the foreign company to the assessee only represented its way of 

89 (2000) 242 ITR 659 (SC) 

• 
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discharging its capital contribution for the floating of the assessee-company and in that 

sense it could involve no expenditure. 

In CIT v. Protein Products Ltd. 90, the Indian company issued shares to the foreign 

collaborator and capitalized their value and claimed depreciation on it. The High Court 

held that shares were allotted by the assessee in consideration of technical know-how 

provided by the for~gn collaborators in the form of drawings, designs, charts, etc., and 

without technical assistance, it would not have been possible for the assessee to erect the 

plant. The expenditure incurred to obtain such expertise was closely and directly related 

to the erection of the plant and such expenditure was capital expenditure whereby a 

capital asset within the meaning of "plant" was acquired by the assessee and such asset 

was a depreciable asset Therefore, depreciation was to be allowed on the total value of 

the shares capitalized and apportioned to various assets. 

PAYMENT FOR ACQUISITION OF PLANT AND MACHINERY 

The payment for acquisition of plant and machinery is undoubtedly a capital expense on 

which depreciation, etc. would be allowable to the Indian collaborator. The material 

received as technical know how may also fall in the category of plant and machinery 

Similarly the amount paid for the erections, installation and commissioning of the plant 

and the machinery can also be regarded as the acquisition of plant and machinery. Where 

however the plant and machinery is an item for trading by the Indian importer, payment 

made for it would be normal business expense like that for the purchase of a merchandise 

for resale. 

PAYMENT FOR FOREIGN PERSONNEL IN INDIA FOR 

TECHNICAL SERVICES
• 

A payment may be made to the foreign personnel for anyone or more of the following 

servIces: 

90 (1987) 1G7ITR 157 (Ker) 
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a) for rendering assistance in imparting of technical know-how; 

b) for installation, erection or commissioning of the plant and machinery; 

c) as employees of the Indian collaborator for technical services; 

Payment to foreign personnel for rendering technical know-how would normally be 

treated as a revenue expenditure. But where the payment for technical know-how as such 

is a capital expenditure, payment for the services of foreign personnel may also fall in the 

category of capital expense depending upon the facts and circumstances of each case. 

The payment for installation or erection or commissioning of plant and machinery would 

be in the nature of capital expenditure. 

TAXATION OF FOREIGN PERSONNEL IN INDIA 

A foreigner is liable to pay income tax in India on all the income which he receives in 

India or which accrues or arised to him in India or which is deemed to accrue or arise in 

India. However, the foreign income of a foreigner is not ordinarily taxable in India 

because of his status being that of "not ordinarily resident". 

INCOME FROM SALARY 
• 

Income from salary stands in a peculiar position under Indian Income-tax Law. Section 

9(1 )(ii) of the Income tax dealing with accrual of salary income provides: 

" Thefollowing iI/come shall be deemed to accrue or arise in India: 

(ii) income which falls under the head "salaries ,. (f if is earned in India. 

Explanation: 

For the removal (~ldouht.';, it is herehy declared thaI the income of the nature referred to 

in this clause payab/;for 
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(a) service rendered in India: and 

(b) the rest period or leave period which is preceded and succeeded by services 

rendered in India andforms part (if the service contract ofemployment, 

shall be regarded as-income earned in India. " 

Because of this provision, the salary-income of a foreigner would be taxable in India if 

such salary is "earned" in India, irrespective of the fact whether it is received in India or 

outside. The implication of this provision is that a foreigner who receives his salary

income wholly outside India, or partly in his home country and partly in India is liable to 

pay tax in India on his entire salary income, including that portion of the salary which is 

received by him outside India. 

What is to be taxed under section 9(1)(ii) is the income which falls under the head 

"Salaries". Therefore, when the income received by the foreigner or earned by him 

-outside India is not "salary", it cannot be taxed in India merely because the services have 

been rendered in India. Thus, for example, where a foreigner receives professional 

charges outside India and also receives a salary in India, the professional charges which 

are accrued and received outside India would not be taxed in India on the ground that the 

foreigner is rendering services in India and earning his salary in India. It should, 

however, be ensured that the income earned by him outside India should not be related to 

the real and intimate connection amounting to "business connection" in India
91 

. 

Furthermore, such income should be received outside India in pursuance to agreements, 

etc., entered into outside India. 

ALLOWANCES' AND BENEFITS 

Any special allowance or benefit paid to employees by their employers are exempt under 

section 10(14) of the Income-tax Act which has been amended from time to time. 

91 B.? Rov v. ITO, (1981) 129 [TR 295 (SC) 
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EXEMPTION FROM TAX AVAILABLE WITH EFFECT FROM 1ST 

JULY, 1995 

An amendment was made in section 10(14) by the Finance Act, 1995, w.e.f 1st July, 

1995, providing that the exemption under section 10(14) will be available as maybe 

prescribed in place of "as the Central Government may, by notification in the official 

Gazette, specify". In view of this amendment, after 30th June 1995, the limit and extent 

of exemption is to tre prescribed by the Government. Accordingly, the Government has 

made Rule 2BB under the Income-tax Rules 1962 providing for exemptions from various 

allowances which could be claimed as exempt under section 10(14) of the Income tax 

Act. Rule 2BB generally covers the' following allowances which could be exempted from 

tax under section 1 O( 14)(i) of the Income-tax Act. 

(a) any allowance granted to meet the cost of travel on tour or on transfer; 

(b) any allowance, whether granted on tour or for the period of journey in connection 

with transfer, to met the ordinary daily charges incurred by an employee on 

account of absence from his normal place of duty; 

(c) any allowance granted to meet the expenditure incurred on conveyance in
• 

performance of duties of an office or employment or profits: Provided that free 

conveyance is not provided by the employer; 

(d) any allowance granted to meet the expenditure incurred on a helper where such 

hel per is engaged for the performance of the duties of an office or employment of 

profit; 

(e) any 	 allowance granted for encouragmg the academic research and training 

pursuits in educational and research institutions; 

(f) 	any allowance granted to meet the expenditure incurred on the purchase or 

maintenance of uniform for wear during the performance of the duties of an office 

or employment of profit. 

• 
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Explanation: For t~e purpose of clause (a), "allowance granted to meet the cost of travel 

on transfer" includes any sum paid in connection with transfer, packing and 

transportation of personal effect on such transfer. 

DOUBLE TAXA TION A VOIDANCE AGREEMENTS 

A foreign investor or company pJanning to have business operations in India has to 

deliberate on the likelihood of it being double taxed on its income from abroad. First on 

the basis of its accrual or receipt in foreign currency and then on the basis of residence on 

its own country where its entire income might be taxable. 

Keeping this in mind section 90 of the Income-tax Act of 1961 of India, has empowered 

the Central Government to enter into agreements with the Government of any other 

country for the following purposes: 

(a) for the granting of relief in respect of income on which taxes have been paid both 

income-tax under this Act and income-tax in that country, or 

(b) for the avoidance 	of double taxation of income under this Act and under the 

corresponding law in force in that country, or 

(c) for 	 exchange of information for the prevention of evasion or avoidance of 

income-tax chargeable under this Act or under the corresponding law in force in . 

that country,.or investigation of cases of such evasion or avoidance, or 

(d) for recovery 	of income-tax under this Act and under the corresponding law in 

force in that country. 

The Central Government may, by notification in the Official Gazette, make such 

provisions as may be necessary for implementing the agreement made by it with the 

Government of any country outside India. 

Whereas clauses (a) and (b) above both provide relief from double taxation, the next two 

clauses cover two distinct circumstances. Clause (a) provides for relief in the case where 

• 
I ........ 
jJ 

http:country,.or


income tax has already been paid both in India and in the foreign country on the same 

income, Clause (b), on the other hand, provides fork avoidance of double taxation, Thus, 

in the case of clause (a) the tax has tint to be paid and only then does the right to relief 

arise. In the case of clause (b), tax shall not be paid in either country and thus double 

taxation is complettily avoided92 
. Clause (c) provides for tackling the problem of tax 

evasion and tax avoidance by restoring to unwarranted means by the taxpayers. Clause 

(d) provides for the recovery of tax. The object of the provisions in clauses ( c) and (d) is 

specified in the following circular, issued by the Central Board of Direct Taxes. 

Orcu/ar No. }()8F. 131(9) 173 TPL, dated 211h March, 1973 

Provisions for enahling the Central Government to enter into tax treaties with foreign 

countries for exchange {~f i;~f()rmation for preventing evasion or avoidance ~f taxes and 

recovelY fhere(~l 

Under ,')'ection YO th~ Central Government is empowered to enter into an agreement wUh 

the Government qf ar~y joreign country for the avoidance (if double taxation oj income 

and to make provisionsjor implementing the agreement by the issue (if notification in the 

Qfficial Gazette. Some (if the tax payers having transactions with outside countries 

resort to duhiolls method\'.!or evading their liability under the tax knvs. Tax evasioll is 

thus closely linked 'with transaction involVing over invoicing and under invoicing in 

import and export business operations through secret foreign bank accounts and 

smuggling (~f valuahle articles into and out (~f India. Cases of taxpayers who thwart the 

attempts of the administration to collect tax dues by either retaining their assets abroad 

or Iran.~lerrinK them secretly olltside India are also not unknown. With a view to 

enabling the tax administration to tackle the prohlem (?f tax evasion having international 
• 

ram~IICaliol1s, the Finance Act, 1972 has substituted a new section jor the existing 

Section 90 in order to empower the Central Government to enter into agreements with 

foreign cOlintries not only for plllposes of avoidance oj double taxation (?f income hut 

a/so for ellabling the tax authorities to exchange inlormation jor the prevention (l 

9c S'hell COlllpany ofIndia Limited v. CIT, (1964) 51 ITR 669 (Cal) 
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evasioll or avoidance (~f taxes on income or for investigation of cases involving lax 

evasioN or avoidance orfor recovelY (~f taxes inforeign countries on a reciprocal basis. 

A consequential change has also been made in the provision of the Income-tax Act 

relating to recovelY (~f arrears (~f taxes by inserting a new section 228A. Where the tax

treaty providesfor the recovel)l of taxes due to the Government of one treaty country in 

the other and the Government (?f the foreign countly or any authority specified in this 

heha(j' in the tax treaty send,' the Central Board (!f Direct Taxes a certificate for lhe 
•

recovelY (d' any tax due in the foreign country, the Board has heen empowered to send 

the cerl{ficate to the Tax Recover.l: Officer within whose jurisdiction the property (?f the 

defaulters is situated and thereupon the Tax RecovelY qfficer will proceed to recover the 

dues ill the manner spec(jied in the Income-lax Act. Likewise, if a taxpayer in India has 

property in the/oreign country, the Income-tax officer will he enahle to send a cert(ficate 

to the Board, certifying the amount qf arrears due from the tax-payer and thereupon the 

Board will take action for the recovery (?f the dues in the foreign country in accordance 

with the terms cd the tax treaty. 

The Companies (Prqfits) Sur-Tax Act, Wealth-Tax Act and Gift-Tax Act also contain 

similar provision enfilhling the Central Government 10 enter into agreements with foreign 

countries/or the avoidance e ofdouble taxation will respect to taxes levied under these 

Acts. The c()rre~ponding provisions in these Acts have also been brought in line with the. 

provisiolls (!f the Income-tax Act. 

7he above l11od(jlcations have come intoforce with ellectfrol11 lA.I972. 

THE TAX TREATIES OVERRIDE THE INCOME-TAX ACT 

As per section 90(2) of the Income-tax Act, "Where the central Government has entered 

into an agreement with the Government of any country outside India under sub-section 

(l) for granting relief of tax, or as the case may be, avoidance of double taxation, then, in 

relation to the assessee to whom such agreement applies, the provisions of this Act shall 

apply to the extent they are more beneficial to that assesse". 
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It is an established ptOsition in law that the provisions of the agreement for avoidance of 

double taxation prevail over the general provisions contained in the Income-tax Act. In 

fact, the tax treaties themselves provide that the laws in force in either country will 

continue to govern the assessment and taxation of income in the respective country 

except where provisions to the contrary have been made in the tax treaty. 

MORE BENEFICIAL PROVISIONS TO APPLY 

Section 90(2) specifically provides that where the Central Government has entered into 

an agreement with the Government of any country outside India for granting relief oftax, 

or, as the case may be, avoidance of double taxation, then, in relation to the assessee to 

whom such agreement applies, the provisions of the Income-tax shall apply to the extent 

they are more beneficial to that assessee. It is clear that where there is a conflict between 

the provision as contained in the tax treaty and the provision of the Income-tax Act, a 

taxpayer can take advantage of that provision which is more beneficial to him93 

NO RELIEF IF TAX NOT PAID IN ONE COUNTRY 

The prOVISIOns of section 90 which empower the Central Government to enter into 

agreement for avoidance of double taxation with other countries are intended to grant 

relief to a taxpayer where his income has been subjected to tax both in the foreign' 

country and in India. This power can be exercised only for avoidance of double taxation 

of the same income Mnder the Indian Income-tax Act and the corresponding laws in force 

in the country. Thus, the liability to pay tax both in India and the foreign country entitles 

a taxpayer to claim relief under the provisions contained in the agreements for avoidance 

of double taxation. It, therefore, follows that if a taxpayer pays tax or is liable to pay tax 

under the laws in force in one country along, he cannot claim any relief from a non

existence burden of double taxation under the agreement for avoidance of double 

taxation. Such agreements are intended for the benefit of those taxpayers only who are 

liable to pay tax twice on the same income. 

9} AraMan Erpre.l's Line Ltd. ujUK & Other.l· v. Union of/ndia, (1995) 212 ITR 11 (Guj) 
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CHAPTER IX: DRAFTING OF FOREIGN 


COLLABORA TION AGREEMENT 

The collaboration agreement is essentially a contract between the Indian party and the 

foreign collaborator. It is a pure commercial contract and hence all the incidents of a
• 

valid contract under the Indian Contract Act attach to the agreement. 

DRAFTING OF THE MEMORANDUM OF 

UNDERSTANDING 

Drafting of the MOU is that stage in foreign collaboration agreement that generally 

follows the exchange of correspondence and preliminary personal level discussions held 

either in India or abroad. The MOU which is a form of rough blue pr!nt of the terms of 
• 

the collaboration should generally cover the following salient aspects:

a) nature of collaboration, whether technical and/or financial 


b) duration of the collaboration agreement 


c) in case of technical collaboration 


.,. know-how fee payable 


.,. royalty payable 


., technical service, personnel exchange for training 


,.- warranty/guarantees 


,.- buy back arrangements 


., exclu~ive use oftechni\ology/sub-licensing etc. 


,.- mutual rights and obligations 


d) in case of financial collaboration 


'r extent of equity participation 


r management of the company and collaborator's involvement in it. 
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e) broad time frame by which the agreements should be put through 

f) buy back arrangements if any. 

DRAFTING OF THE PROMOTERS' AGREEMENT 

The promoters' agreement sometimes variously called as "shareholders' agreement", 

"shareholders' cooperation agreement", etc. becomes relevant in financial collaborations 

where the foreign party has stakes in the equity of the Indian company. This agreement 

encompasses the foliowing aspects, namely-

a) the nature of the product/project for which the collaboration is envisaged; 

b) obtaining of approval of government/other authorities; 

c) capital structure 

d) raising ofloans 

e) composition of the Board of Directors 

f) Reimbursement expenses 

g) Voting rightsltransfer of shares 

h) Know how agreement 

i) Other usual cJauses pertaining to arbitration, force majeure etc. 

-/' DRAFTING OF THE TECHNOLOGY TRANSFER 

AGREEMENT 

Drafting the technology transfer agreement is the most important aspect in any 

collaboration proposal. Detailed discussions and perfect understanding should precede 

the drafting of the agreement. The contents of a technology transfer agreement are: 

• 
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a) definition of important terms used in the agreement-know how, plant, basic 


engineering, equipments, patent rights, etc. 


b) supply/transfer oftechnical know-how, design, drawings and documents; 

•


c) Guarantees by the seller (foreign party) 


d) Grant of Licence-whether exclusive or in conjunction with any other party; if so, 


for how many years etc. 


e) Secrecy of the seller's (foreign party) technical information ~- Buyers' obligations 


thereof 


t) Warranty by seller in regard to patent rights 


g) Price and payments consisting of

0) Know-how 

(ii) Detailed engineering review 

(iii) Improvements 

(iv) Tax aspects 

(v) Instalments in which payments are to be made 

(vi) Opening of Ittters of credit, etc. to secure the payment 


h) Parties' right to assign the agreement 


i) Effective date of the agreement 


j) Law governing the agreement 


k) Arbitration of disputes 


I) Design conferences in India/abroad 


m) Language to be used in communication/training 


n) Signature of the parties 


• 
A model technical Know-how agreement is given in Appendix. 

AGREEMENT FOR TECHNICAL SERVICES IN INDIA 

Since technology transfer agreements necessarily involve erection and commissioning of 

the plant in India, sometimes a separate agreement for technical services is entered into 

between the Indian company and the collaborator. It is also possible to incorporate these 

l39 
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aspects in the Technology Transfer Agreement itself This is purely a question of 

convenience of parties. The points covered in this types of agreement are: 

(i) 	 Meaning of technical services, know-how, etc 

(ii) 	 Level of personnel who would provide the technical service 

(iii) 	 Scale of remuneration payable 

(iv) 	 Manner of payment of remuneration 

(v) 	 Conduct aspects of the technical personnel deputed to India 
• 

(vi) 	 Whether the payment of remuneration will be net of taxes or not 

(vii) 	 Working hours, stay, boarding and lodging, etc. aspects of the foreign 

technical personnel visiting India. 

AGREEMENT FOR TRAINING OF INDIAN TECHNICAL 

STAFF ABROAD 

In any technical collaboration, there is a dire necessity for imparting of training to the 

Indian personnel working with the India Company. For this also, either separate 
• 

agreement is entered into or what is called a "side letter" is signed by both the parties. 

The usual clauses in the "side letter" or agreement ink this regard are: 

(i) 	 Number and level of trainees to be sent abroad 

(ii) 	 Working hours and conduct 

(iii) 	 Duration of training (training programme) 

(iv) 	 Meeting of expenses of the trainees abroad. 

DISPUTES, DEFAULTS AND THEIR SETTLEMENT IN 

TECHNOLOGY TRANSFER AGREEMENTS-LEGAL 

•ASPECTS 
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DEFAULTS UNOER TECHNOLOGY TRANSFER AGREEMENTS 

The technology transfer agreement is essentially a contract between the licensor (foreign 

party) and the licensee (lndian party). Therefore, the terms of this agreement determine 

the rights and obligations of the respective parties if any of the parties to the agreement. 

If any party commits any breach of its obligations or fails to comply with any of its terms, 

the party is said to have committed a default. Since each technology transfer agreement 

is specie in itself and the terms and conditions evolve out of the negotiation process 

between the parties, the types of defaults which arise under the technology transfer 

agreement cannot be standardized. The default may be committed party by the licensor . 
and partly by the lic~nsee 

DEFAUL TS BY THE LICENSOR (FOREIGN COLLABORATOR) 

Under the technology transfer agreement; the licensor is under obligation to supply all 

information which is of a technical nature to enable the Indian party to work the 

technology fruitfully in India. In other words, the know-how is to be disclosed to the 

lndian party by the collaborator. The agreement usually stipulates the time, manner and 

method of supply of the technical know-how; the different types of defaults which may 

be committed at the instance of the collaborator may broadly fall under the following 

categories 
• 

(a) failure to deliver or supply any technical information or service; 

(b) supply of incomplete information skill or services' 

(c) delay, both avoidable and unavoidable in the supply of know-how; 

(d) know-how supplied being not able to bring about the indicated results 

stipulated in the agreement; 

(e) 	any default regarding allegations of infringement of trade mark or patent 

rights purported to be possessed by the collaborator. 

• 
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DEFAULTS BY THE INDIAN PARTY (LICENSEE) 


The Indian party may also commit defaults under the collaboration agreement. Certain 

situations can be: 
•

(a) delay in payment of the technology fee; 

(b) failure to pay the technology fee; 

(c) dispute regarding collection and payment of royalties; 

(d) failure to maintain absolute secrecy of the know-how transmitted; 

(e) illegal sub-licensing of the technology. 

NORMAL REJ\lIEDIES FOR DEFAULTS 

The remedies for various types of defaults committed by either of the parties to the 

technology transfer agreements may be anyone of the following types: 

• 

(a) Option to terminate the agreement after giving requisite notice; 

(b) Along with (a) above, return of payments which have already been made 

under the agreement: 

(c) Payment of damages; 

(d) Revision of payments. 

For different types of defaults, different types of remedies may b e envisaged un;der the 

agreement. 

PAYMENT OF DAMAGES BY THE DEFAULTING PARTY 
• 

Damages in law are intended to place the affected party in the same position, in terms of 

money in which he would have been placed had the contract been performed as 

contemplated in the agreement So, for any default damages arise as a result of loss or 

injury caused to the other party. Usually specific provisions for payment of damages are 

incorporated in the agreement Even in the absence of any such specific provision, under 
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the Indian Contract Act, section 73 provides for any aggrieved party to a contract to 

recover damages for the defaulter. 

FORCE MAJEURE CLAUSE IN THE AGREEMENT 

Although the parties to the agreement contemplate different types of defaults by either of 

the parties, there are certain acts which are prescribed in the agreement which will not 

amount to a default. These types of events are couched in what is called Force Majeure 
• 

clause; Where a default by a party arises by reason of a force majeure clause, no penalty 

would arise \"lith reference to the defaulting party under the agreement. For instance,. 
from the date of the agreement, if the collaborator could export the machinery in question 

but subsequently the export of such machinery is banned in the collaborator's country by 

law, it would constitute a default under the force majeure clause for which the 

collaborator cannot be held responsible. Similar would be the situation where the Indian 

Government prohibits imports of certain machinery. Therefore, the collaboration 

agreement elaborately covers all such acts which will not give rise to allegation of 

defaults on the part of the parties to the agreement. 

SETTLEMENT'()F DISPUTE ARISING OUT OF DEFAULTS 

There are many methods of settlement of disputes in commercial contracts. Mutual· 

discussions, consultations, give and take and mutually agreed compensations are the most 

effective and less time-consuming as also cost effective Sometimes intervention by 

well-meaning friends of either or both the parties to the agreement might prove effective 

in bringing about an amicable settlement of disputes. Sometimes Chambers of 

Commerce and Trade Associations might help in bringing about amicable settlement of 

disputes. 

Invariable all technology transfer agreements contain a provision for referring disputes 
• 

a4rising out of the agreement for arbitrations which is also an Indian Law. Therefore, 

certain iegal disputes have arisen involving vital questions of law in regard to arbitration 
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conducted outside India following rules of procedure applicable under the international 

rules of arbitration inspite of the fact that the collaboration agreement is to be
• 

implemented in India. These subtle legal points deserve discussion at some length. 

• 

• 

• 

~---~~......~--.---
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CHAPTER I: ATTRACTING FDI THROUGH 

INCENTIVES 

INTRODUCTION 

• 
"To al/racl companies like yours ... we have felled mountains, razed jungles, filled 

Xli 'amps. moved rivers. relocated towns ... all to make it easier for you and your hlisiness 

to d() husiness here "9-1. 

Attracting FDI has become a policy priority In many countries, both developed and 

developing, Restrictions on FOI have been substantially reduced and as a result, FDI 

regimes have become increasingly similar. For governments this has enhanced the 

significance of incentives as a tool for attracting investment, specially also since, by their 

very nature, they can be more easily manipulated by governments than other factors 

influencing investment decisions, 
• 

Incentives are defined as any measurable economIC advantage afforded to specific 

enterprises or categories of enterprises by (or at the direction of) a government, in order 

to encourage them to behave in a certain manner95 
, They include measures specifically 

designed either to increase the rate of return of a particular FOI undertaking, or to reduce 

(or redistribute) its costs or risks, They do not include broader non-discriminatory 

policies, such as infrastructure, the general legal regime for FOI, the general regulatory 

and fi seal regi me for business operations, the free repatriation of profits or national 

treatment. Whi Ie these policies certainly bear on the locational decision of Multinational 

Corporations, they are not FDI incentives per se, 

• 

91 An advcrtiscmcnt placed in Fortune in 1995 by the Philippine govenullcnt. 
')' A distlllcllon nccds to be made between incentive and a subsidy which is "a financial aid granted by a 
government or othcr organization to an individual or legal entity for something that is considered to be of 
SOIlIC advantagc to thc public", A subsidy may take the form of payment by the govenmlent or of the 
governmcnt's forcgonc rcvcnuc it would othcrwise reccivc, While most incentives havc. in one way or 
anothcr. a subsidy component there are some (e,g, monopoly rights or market preferences) that do not 
cnlail a IIn<\ncial cost to the govemmcnts, 
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The increasingly competitive environment for foreign investment among developing 

countries is stimulating new efforts to market countries to foreign investors. 

Organizations, multinational firms or host countries that seek to develop competitive 

strategies for marketing activities can, to some extent, influence two variables: 

I) the price or the relative cost to the investor of locating and operating within a 

particular investment site, through tax incentives and direct grants; and 

2) the promotion activities that disseminate information about the country about the 

country to in,Puce the prosp~ctive investors to invest in the country, and seek to 

provide services for them. 

ARGUMENTS FOR AND AGAINST INVESTMENT 

INCENTIVES 

There are many arguments made for offering foreign investors investment incentives in 

general and tax incentives in particular, but most of these arguments can be boiled down 

to two categories: first, it is argued that incentives will increase the total flow of new 

investment; that is, investments will be made that would not be made in the absence of
• 

incentives. Second, it is argued that if governments of locales that are alternative 

locations for foreign investors offer incentives, then the government eager to ensure that 

it gets the investment must match those incentives or face the prospect of losing 

investment to the competing territories9G This might be true even if the investor would, in 

'II, SOlllclimcs rererred to as lhe priso/1er's dilell/llla- a game theory where two players in the game call 
choose bel ween two moves, either "cooperate" or "defect'· , The idea is that each player gains when both 
cooperate. but i r only one or them cooperates, the other one, who defects. will gain more, If both defect. 
bOlh lose (or gain very little) but not as much as the "cheated" cooperator whose cooperation is not 
returned, The game got its name from the following hypothetical situation- two criminals arrested under the 
suspicion of having COlli milled a crime together. However, the police does not have sufficient proof in 
order to have them convicted, The two prisoners are isolated from each other, and the police visit each of 
thelll and ofrer a deal: the OIlC who offers evidence against the other one will be freed. If none of them 
accepts the offer. they are in fact cooperating against the police. and both of them will get only a small 
punishment because of \.tIck of proof. They both gain. However. if one of them betrays the other one, by 
confessing to the police. the defector will gain more. since he is freed; the one who remained silent, on the 
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the absence of any incentive, make the investment somewhere in the region. Thus, in 

somewhat more abstract terms, the two general arguments are as follows: first, incentives 

increase the aggregate of foreign investment available to developing countries; and 

second, incentives ~an affect the spatial distribution of investment, even if the first 

argument does not stand up. 

The main arguments made against investment incentives can also be boiled down to two. 

The first is that incentives have little, if any, effect on the total foreign investment that is 

made worldwide, and thus in the aggregate, incentives create a net transfer from 

taxpayers (or, in the case of indirect subsidies such as protection from imports, from . 
consumers of the relevant product) to investors. In the case of foreign investors in 

developing nations, this transfer is primarily from a poor country to a richer one. The 

second argument is that even if the first argument does not fully stand up (that is, because 

incentives do incre,,-se the total investment worldwide), the cost to the public of 

incentives exceeds the additional benefits that are created by the investment that would 

otherwise not occur. 

TYPES OF INCENTIVES 

The following types ofFDI incentives can be distinguished: 

FISCAL INCENTIVES 

Their overall objecti'\!e is to reduce the tax burden for a foreign investor. Tax- incentive 

scheme can be classified in different ways depending on the tax base. The various types 

of tax incentives in a host country can have a different effect on the overall corporate tax 

paid by a parent company, depending on the home country's tax laws and any tax treaties 

., --'-"-~-'--'--'---'-'------~----------------'---

01 her hand. wi II receive 1he full punishment since he did not help the police. and there is sufficient proof. If 
bOlh belra~. bolh will be punished. but less severely than if they had refused to talk. The dilemma resides in 
Ihe Ihcl t hat each prisoner has a choice between only two options. but C(IIUlO! make a good decision without 
knowing \\'hatlhe olher one wi II do. 
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between the home and the host countries. The purpose of double taxation agreements is 

to allow for taxes paid In the host country to be deducted from corporate income taxes at 

home. However, this does not necessarily prevent a home country from taxing the income 

that is exempt from tax in a host country. For this reason, certain types of double taxation 

agreements provide for tax sparring, whereby the home country gives credit to the taxes 

that would have been paid in the host country if no tax exemption had been given. This 

device ensures that tax concessions given in a host country benefit foreign investors 

instead of resulting in a transfer of tax revenue from the host to the home country. 

AIN TYPES OF FISCAL [j'lfCENTIVES FOR 

Reduction of the standard corporate income tax rate; tax 

j Prnlil-based holidays, allowing losses incurred during the holiday period 

. to be written off against profits earned later (or ealier)I 
Accelerated depreciation; investment and reinvestment 

I nvestment based 

-C,apital 

allowance. 
i 

-~-~--~~--~-~~~- -----r~-- ----,----:----~------~-------------I 
Labour based • Reductions in social security contributions; deductions from 

taxable earnings based on the number of employees or on 
i 

r~ajes based 
I other labour related expenditure. 

Corporate income tax reductions based on total sales~ 

i 

II Val uc-~-~~---a--d~-d~e~-d--+-C-o-rp-o-ra-te-i-n-co-m-e-t-ax--r-e-Cd-u-ct-:-i-o-n-s-o-r-c~r~~e--:-:dit-s-based on the net 

)ased local content of outputs9!<; granting income tax credits based 

on net value earned99 

-~-----~-~~---~-~----------------

• 
UNCTAD~ Division on Transnational Corporations and Investment. 

'lX "Ncr local contenl" is the value of sales less depreciation of capital equipment and value of imported raw 
matcri:lls and supplies. 
'1'1 "The net \,;llue eamed" is the value of sales less the cost of raw materials and components, supplies and 
utilities, and depreciation of capital equipment. 
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Based on other
• 

particular 

expenses 

Import based 

Corporate income-tax deductions based on, for instance, 

expenditures relating to marketing and promotional activities 

Exemption from import duties on capital goods, equipment 

on raw materials; parts and inputs related to the production 

! process . 
. ~. 

Export based a) 	 Output related e.g., exemptions from export duties; 

preferential tax treatment of income from exports; 

income tax reduction for special foreign exchange 

earning activities or for manufactured exports. 

b) 	 Input related e.g, duty drawbacks, tax credits for 

• duties paid on imported materials or supplies; income 

tax credits on net local content of exports; deduction 

of overseas expenditures and capital allowance for 

export industries 

FINANCIAL INCENTIVES 

Financial incentives involve the provIsIon of funds directly to firms to finance new 

foreign investments or certain operations, or to defray capital or operation costs. The 

most common types include government grants, subsidized credit, government equity 

participation and insurance at preferential rates. 
• 

---,---,--------~. 

MAIN TYPES OF FINANCIAL INCENTIVES FOR FDI 

variety of measures (also sometimes referred to 

as "direct subsidies") to cover (part of) capital, 

production or marketing costs in relation to an 

investment project. 

CiO\crnmcnt grants 

• 
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Government credit at subsidized 

partici pat ion 

Government equity participation 

• 

Government 

preferential rates 

Insurance at 

, 

Subsidized loans; loan guarantees; guaranteed 

export credits. 

Publicly funded venture capital participating In 

investments involving high commercial risks . 

Usually available to cover certain types of risks 

such as exchange rate volatility, currency 

devaluation, or non-commercial risks such as 

expropriation and political turmoil. 

OTHER INCENTIVES 

Some types of incentives elude easy classification, their common denominator being that 

they are designed t,r increase the profitability of a foreign afftliate by non-fInancial 

means. Examples are certain subsidized services, preferential treatment on foreign 

exchange, etc . 

.. 

MAIN TYPES OF OTHER INCENTIVES FOR FDI 

Subsidized dedicated I Includes provision at less than commercial prices ofland, 

i nti-astructure building, industrial plants, or specific infrastructure such 

as telecommunications, transportation, electricity and 

water supply. 

---~......--.----r-------------------__----l 
Subsidized services Services offered may include assistance In identifying 

finance; implementing and managing projects; carrying 

out pre-investment studies; information on markets, 

availability of raw materials and supply of infrastructure; 

advice on production processes and marketing 

.-.~-......~-----
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~----~-~""--'----.------------------------, 

techniques; assistance with training and retraining; 

technical facilities for developing know-how or 

improving quality control 

Preferential government contracts; closing the market for 

Market preferences further entry; protection from import competition; 
i 

• granting of monopoly rights. 

r--Prcl~-re-nt-ia-I-t~~atl~ent onl Special exchange rates; elimination of exchange risks on 
I 

I foreign exchange ! foreign loans; special concessions on the repatriation of 

I • earnings and capital. il______ ._...___..._~____... __ 

Incentives may be granted conditionally or unconditionally. The former may be linked to 

performance requirements which in some cases can have a disincentive effect on the 

investment They can be granted, financed and/or administered at all levels of 

government. Incentives may be granted automatically or there may be varying degrees of 

discretion on the part of the administering authority to decide on the awards. Also awards 

Illay be granted before the conditioning element has taken place or retroactively after the 

condition has been met 

Not only there is a wide array of choices for designing FDI incentives but in addition the 

characteristic of their administration and implementation can also make a difference. 

Indeed t he same benefit for the foreign investor may cost a government less or more, . 

depending all the type of incentive used and how it is administered. In practice, however, 

in the case of large or important FDI projects, incentives are often granted as a part of 

negotiation process with an investor not seldom demanding incentives, be it to match 

incent i vcs offered elsewhere or to compensate, e.g., for perceived higher structural costs. 

PROMOTIONAL PROGRAMS 

Invest mcnt incentives are one "pricing" technique governments have used to try to attract 

investment, but thes~ incentives were effective in influencing decisions only for certain 

types of projects. 
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In addition to incentives, governments of countries like United Kingdom, Canada, Costa 

Rica, Indonesia, Ireland, Jamaica, Malaysia, Singapore and Thailand have set up 

promotional programs to market their countries' investment opportunities and incentive 

packages to prospective foreign investors. Such techniques to promote foreign investment 

can be divided into three groups, according to the objectives of promotion agencies and 

the accomplishments of the techniques: 

I) techniques aimed at building or changing the investment image of the country 

2) Techniques used to generate investment directly 

l) Techniques directed as serv~cing existing and prospective investors 

Although governments tend to engage In all three types of investment promotion 

activities to varyin& degrees most of the time, they usually concentrate their mix of 

promotional activities at anyone time towards image building or investment generation. 

INCENTIVE BASED COMPETITION AMONG COUNTRIES 

FOR FDI 

In recent years competition among governments to attract FDI has heated up. The main 

reason tor tillS is the large number of developing and emerging market economies that 

ha ve moved during the 1980s and 1990s from relatively closed state-led growth strategies 

to more open and market friendly policy regimes, and have moved in the process to seek
• 

actively to attract FOI. For example, China alone has moved from a policy of virtually 

excluding FOI, until 1979, to successfully attracting an annual FDI inflow of over $40 

billion by the mid I 990s and in doing so has caused developing and emerging countries 

throughout Asia, and beyond, to worry about intensifying competition, with China and 

with each other, to attract FOl. The crisis that emerged in Asia in 1997 has tended, if 

I . I I' I I . 100allyt lIllg, on y to lelg lten t lose wornes 

I"" Charlcs P Oman. Policy Competition for Foreign Direct Investment: A Study of Competition among 
Gm'crnlllcnts 10 Allracl FDL available at http://wwwJ.oecd.org/mlf/conference/oman.pdf. (May 24. 20(2). 
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There are two types of competition among countries to attract FOL These are rules-based 

forms of competition and the incentives-based forms of competition. Rules-based forms 

of competition are a broader and more heterogeneous group of government actions and 

include: changes in the rules on workers' rights; protection of the environment; signing of 

regional-integration treaties with neighboring countries; greater protection of intellectual 

propel1y rights; strengthening the rule of law & improved judicial systems; the 

establishment of "export-processing zone's or special economic zones" with distinct 

legislation trom the rest of the c~untry; the privatization of state owned enterprises; 

market deregulation; and the liberalization of trade and investment policies. 

Incentives-based forms of competition refer to fiscal and financial incentives. Common 

.fiscal iJlcelllil'es include: a reduction in the base income tax rate a particular category of 

investors mLlst pay; tax holidays; exemptions from import duties or duty drawbacks; 

accelerated depreciation allowances; investment and re-investment allowances; specifIc 

dedllctions from grQSS earnings for income-tax purposes; and deductions from social 

security contributions. The most important financial incentives are grants; subsidized 

loans and loan guarantees. These incentives are frequently targeted for specifIc purposes, 

such as grants for labour training, wage subsidies, donations of land and/or site facilities, 

rebates on the cost of electricity and water, and loan guarantees for international lines of 

credit. Other incentives include government provision or subsidization of "dedicated" 

infrastructure such as railroads, roads, industrial sites, sewage treatment facilities and the 

like built specifically for the investment project. 

Another prominent form of incentive offered is profit repatriation. Companies enjoy 

unconditional transferability of net profits or dividends; payment in respect to loan 

servicing where a foreign loan has been obtained; royalties, fees, and charges related to a 

technology transfer agreement; the remittance of proceeds if a business is liquidated; and 

emoluments and other benefits paid to foreign personnel in Tanzania employed by the 

firm. 

---"'--~" 
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IMPACT OF INVESTMENT INCENTIVES ON THE 

INVESTMENT DECISION 

Incentives such as tax holidays were found to have a negligible impact on investments 

designed to serve a country's local market lOI However lowering the cost of the main 

f~lctors of production was found to have an impact on investments for export. Investment 

incentives slich as tax holidays or direct cash grants to investors were found to influence 

illvestllient decisions by firms that plan to serve export markets. These same incentives, 

have however, little influence on the decisions of firm that plan to serve domestic 

markets. • 

In a major study financed by the Development Committee and overseen by IFC, 

Guisinger and Associates (1985) reached the conclusion that the relevance of incentices 

varies for different kinds of FDl 102 This study also added an important dimension to the 

question investors generally do not consider incentives as a determining factor in their 

investment if the incentives are more or less matched by competitor countries. Earlier, 

less sophisticated surveys had simply asked whether incentives had influenced an 

investment decision; in the context of similar incentives being available from many 

cOllIltries, most investors responded "no". Guisinger asked a different question, i.e. would 

it have made a difference if the country offered no incentives while competing countries 

did oller them, and a significant number of investors answered "yes". Finally, the 

Guisinger study was perhaps the first to state clearly and explicitly what all experience 

seems to supp0l1: that fiscal incentives (or more generally cost-reducing incentives) tend 

to be elTective in two apparently different but basically similar situations: where the 

investment decision is among either 

r 	 Similarly attractive platforms for producing for export to other 

markets, or 

il'i 	Slcpilcn E. Gllisinge, and Associates. Investment Incentives and Performance Requirements. 78 (New 
York. Pracgcr. I !)X5). 

i"c Id 
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, Similarly attractive parts of one large market (such as states within the 

United States, or Brazil, or countries within the European Union - then 
•

the Common Market) 

In other words, where the investor is considering alternative locations that offer 

acceptable and roughly comparable conditions for producing for export to a market that is 

a lot larger than the political jurisdictions in question, he faces actual or potential 

competition ('rom other investors who may choose any of the same locations, so reducing 

his costs is very important. 

The clTectivcness of incentives also differs depending on the kind of investor, the kind of 

incentive, the degree of competition for the Investment, the quality of the place, and the 

response or other countries to the increasing or decreasing of incentives by their 
•competitors. Fiscal or other cost-reducing incentives tend to be effective: 

, for foot-loose, export-oriented investments, 

, in countries or regions that are similar to neighboring countries or 

regIOns, 

, ill places where the other aspects of the business climate are also 

favorable, and 

, where the incentives occur sooner ill the project's life and with more 

certainty. 

CONCLUSION 
• 

The problem of whether and how to use incentives is among the most important but least 

heralded of' issues facing national and regional policymakers throughout the world. 

Perhaps evcn more important, the ease with which incentives can be granted imposes still 

another cost· policymakers tend to ignore the more difficult reforms that will have a 

larger impact 0\1 foreign investment. These include relaxing constraints on investors (for 

example, closed industries, domestic content requirements, domestic ownership 

• 
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requirements), reducing bureaucratic barriers, remedying deficiencies In infrastructure, 

and so on 

• 

• 

• 
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CHAPTER II: TAX INCENTIVES FOR FDI 

INTRODUCTION 

'''Ii/x exem/lfion IS Iik~ a dessert: it is good to have, but i{ does not help very much if/he meal is 

nof {/Jere" 

Different countries have being taking vanous approaches to attract FDI due to the 

asslIllled roles of FDI in these countries, These roles include, but are not limited to, 

possibility for increased govenlll}ent revenue mainly through taxation t03 
, employment 

creatioll, improved balance of payment by increasing exports and/or reducing imports, 

technology transfer, improved managerial and entrepreneurial skills, increased 

competitivelless in the market, and linkage with the rest of the economy. 

Among the approaches taken by countries to attract more FDI include a general 

improvement in the, investment environments in these countries like improvement of 

illti'astructure, liberalisation of the economy and granting of various incentives, among 

them tax incentives. 

The ability to offer an internationally competitive tax system for foreign investors is 

illcreasillgly seen as a determining factor shaping the investment climate, with corporate: 

income tax identified as that part of the tax system that impact most directly on the 

1<" Ta\ SYSIClllS arc lIsed by the governments to achicve a varicty of policy and political objectives. A 
rCI JCII of ta.\ syslcms across countries and ovcr timc shows a remarkable degree of diversity in approaches 
thai II:II'C bccn takcn III Pllrsllit of these goals. Despite the divcrsity one can identify at a rundamentallcvel 
thrcc IHalll roles or fUllctions of lax systcm. 
Thc II10s1 important roLc of a tax systcm is its rcvenue raising function. In addition to relying on thc 
isSII:l!ll;C or debt and creation of moncy, govemments impose taxes to finance the cost of expenditurcs they 
ulldcl1akc. 
Sc!;olld. ::iX SYS:CIIIS havc an important income distribution function. Individuals that arc bettcr off than 
olhcrs ill tcrms or Ihcir ability 10 pay taxes measured by overall or comprehensive income, should pay 
proportionalely more tax. For this reason, most countries provide an exemption for some initial threshold 
im:OIlIC :1111011111 and/or apply a progressivc personal income tax rate schcdule which taxes successively 
IlIgil!;r hallds of ill!;OIllC at higher marginal personal tax rates. Tlus rccognizcs that a general perception that 
Ihe la, syskm imposes a fair lax burden across taxpaycrs is esscntial to thc crrective operation of a 
\'ollllll:m colllpli:lllce SystclII or taxation. 
Third la,\ s~·slcllls play all import rcsources allocation li.1l1clion. 
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multinational corporations. Therefore much of the pressure for accommodating changes 

to lower host country tax burdens in order to attract capital is focused upon this tax. The 

pol icy ll1a~ers strive to ensure that their tax systems are internationally competitive and 

that impediments to FDI are removed. Corporate income tax is at the center of this debate 

with much attention given to ensure that the burden it imposes is not excessive. 

llOW FDI AFFECTS CORPORATE TAX REVENUE 

• 
FDI affects corporate tax revenue mostly through transfer pricing. To take for instance, a 

l1lultinaiional in a high-tax country producing a good with inputs from a branch in a low

tax cOllntry. For interfirm trade, the multinational has an incentive to overstate the price 

or inputs, because this increases the profits in the low-tax country and reduces the profits 

in the high-tax country, thus minimizing worldwide tax liabilities. Even though OECD 104 

coulltries have adopted transfer-pricing l05 rules, which aim at making firms charge arm's

length prices for intratirm trade (that is, prices at which a willing buyer and a willing, 

IIl1rc/u/ed seller would freely agree to transact), transfer pricing is part of corporate 

reality 

WH Y TAX INCENTIVES ARE USED TO ATTRA CT FDI 

The corporate income tax system may be used as a policy instrument to influence 

economic behaviour including foreign direct investment. A variety of arguments have 

been advanced for lIsing tax incentives to attract FDI under the following headings:

a) International competitiveness 

Tax incentives designed to encourage FDI including general host country tax 

relief measures and those targeted at investment in R& 0 and those tied to exports 

1,'1 ()rgaili/alloll for Economic Cooperation and Development. 
" .. Trallskr pricing the practice of either under-invoicing or over-invoicing transaction taking place 
bel m:etl ;t parelll comp;'II\' (f nd its subsidiaries. The aim of under-invoicing is to lower the costs of the 
suhsidlary so illat its prices are reduced and it can eliminate its competitors from the market (disguised 
predatory pricing). The ailll of over-invoicing is to increase costs artificially, in order to reduce profits and 
anlld la\atHlll, or circumvent profit repatriation mles in the host country. 
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arc oncll recommended as a means to enhance the "international competitiveness" 

ofa country,.by improving its ability to attract internationally mobile capital. This 

view assumes that MNCs take tax incentives into account when making locational 

dccisions and that tax incentives operate at the margin to swing investment 

decision in favour of the host country. 

Success ill attracting foreign capital is believed to improve a country's economic 

performance by generating increased employment, increased incomes and 

ultimately higher tax revenues, creating a strong industrial and economic base, 

improved infrastructure and increased living standards. At the same time, inflows 

of Illlcign capital are often'believed to improve a host country's productivity 0 its 

cost competitiveness for example through indigenous R&D leading to lower unit 

production costs, enabling a higher share of world production in one or more 

industry sectors, or access to production or process technologies used elsewhere 

by parent companies. The developments themselves would be expected in turn to 

attract additional investment. 

Tax IIlcentives may be viewed as necessary where similar relief is being offered 

by a neighboring jurisdiction also competing for foreign capitaL This raises 

question of the appropriate form and scale of tax incentive relief as well as a 

range of other design issues. 

b) 	 "Market rai Jq,re" considerations 

Tax incentives targeted at FDI may be argued for in instances of "market failure" 

. that is in instances where the operation of private markets is believed to fail in 

yielding a socially optimal level of investment. In theory, an efficiently low level 

()C FDJ may arise where there are spillover effects that are not incorporated into 

private investment decisions. A classic example of positive spillovers is R&D. 

Firms undertaking R&D generally ignore the positive spillover benefits that 

accrue to others vvhen they decide upon the amount of R&D to undertake, which 

llIay result in an inefficiently low level of investment from society's perspective. 

• 
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Tax incentives targeted at research activities or at the development and 

implementation or new production processes and products, may be introduced to 

encourage firms to increase their investments in these areas. 

I'oreign investors generally would not be expected to take into account the 

beneficial el't'\;ct on host countries generated by FDI. Such benefits could include 

providing skills and training to employees that could be applied elsewhere in the 

economy, or generating market demand by labour and other factors of production 

thaI might not otherwise exists. While tax incentives hold out the possibility of 

stilllulating FDI and ther~by granting spillover benefits including knowledge 

transfer, new employment opportunities and demand for local products, a key 

issue is whether tax incentives can do so in an efficient manner taking into 

account possible market or policy related impediments to FDL 

Where lax illcent ives are introduced for this reason, or more generally to correct 

tbr general market failure, there is in general no reason to target the incentive 
~ -

solely towards FDL 

c) Regional development and income distribution 

Tax II1ccnt ives Illay be targeted at investment in regions where employment is a· 

serious problem, for example on account of remoteness from major urban centers, 

tending to deprive up factor costs, or labour immobility or wages rigidities that 

prc'vent Ihe labour market from clearing. Operating from a remote area may mean 

Significantly higher transportation costs in accessing production materials and in 

delivering end products to markets, placing that location at competitive 

disadvantage- relative to the other possible sites. Certain areas may also sutfer 

11-0111 a lack of natural resources tending to pout them at a further cost 

disadvantage. Moreover, firms may find it difficult to encourage skilled labour to 

rel\)Calc and work in remote areas that do not offer the services and convenience 
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available in other centers. Workers may demand higher wages to compensate for 

this, which again implies higher costs for prospective investors. 

Tax incentives may be provided in such cases to compensate investors for these 

addit ional business costs. Where the incentives are successful in attracting new 

investment and/or forestalling the outmigration of foreign capital they may 

contribute to an improved income distribution in the country. There may also 

exist a policy desire to address regional income distribution concerns through 

suhsidizing employment through investment initiatives, rather than through direct 
•

income supplement prograrps. 

d) Macroeconomic consideration 

Tax incentives have also been advocated as tools to address, at least in part, a 

range of macro-economic problems, including concerns over cyclical (or 

structural) unemployment, balance of payments deficits and the effects of high 

inflation on tax liabilities. Such incentives would not be specifically targeted at 

FDL but to investment generally regardless of the residency of the investor. 

Where tax tncentives are used to provide counter-cyclical stimulation (by 

encouraging investment and thus aggregate demand in the economy) they are 

otten introduced as temporary measures. Temporary incentives offer the prospect 

or generating increased investment in short term relative to permanent incentives 

to the extent that investors shift investment plans forward in order to benefit from 

Ihe tax relief Where such measures are used, they are typically announced and 

then imll1ediately introduced so as to not stall current investment plans. The use of 

t cmpora I)' measures raises a nu mber of difficult timing issues . 

• 
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Businesses ((In stmt enjoying tax holidays at different times of investments' life. 

It can be when the production starts; the first year of profit; first year of firms' 

posit ive cUl1lulative profit on its operations. For large projects with huge start-up 

costs, lax holidays, which start, when production occurs may actually increase the 

lax paid over the life of the project. This therefore, becomes a disincentive to 

invest. It'losses are experienced in the holiday period they may not be allowed to 
• 

be carried forward out of the holiday period. Therefore, tax holidays may occur 

vv'hen no taxes would have been paid in any event and taxes may be increased 

[()llowing the holiday because no losses are available to offset the profits. 

Tax holidays are sometimes viewed erroneously as a simple incentive with a 

rclati\'ciy low compliance burden. This perception tends to make this form of 

incenlive attractive, particularly to countries that are just establishing corporate 

tax svstell1 However, the simplification benefits can be greatly overstated and 

nlaV 110t exist at all. Provisions will be required to impose certain tax related 

ohllgat iOlls For long term investment projects, investors will typically be required 

to keep recc\lds of capital expenditures and other items before and during the 

holiday period to be able to comply with the tax system following the holiday, 

Moreover the rules needed to target the incentive and ensure that income that 

should !lot taxahle is not artificially transferred to qualifying firms, can be 

complex to administer and to comply with and may impose burdens on firms that 

do fllll qualify (JI the holiday itself 

t\ lax holiday may he targeted at new firms in a specific region and/or industry 

sector Sectoral targeting of tax holidays (as with other incentives) may address a 

perceived knowledge gap in the host country and draw in skills and knowledge 

I rallsll'r to domest ic workers in key areas, Targeting by sectors or activity raises 

problems of how to treat firms already engaged in a targeted sector/activity and in 

other sector/activity that do not qualify. On option is to deny the holiday in such 

cases Another option is to grant the holiday provided that a higher percentage of 

thl' assets ot' the company are employed in targeted area and to restrict holiday 

hellclits to income from the targeted sector/activity, Regional targeting may 
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SuppOT1 regional development and income distribution policy goals. However it 

should be noted here that in practice, tax incentives that seek to combine regional 

development goals with attracting FDI often yield poor results as the tax relief is 

inslli'licient to counteract negative regional factors (e.g. remote location with high 

transportation costs, limited infrastructure, limited labour pools). Investor groups 

may also be targeted as in the case of incentives targeted exclusively at foreign 

investors. In the context ofFOI, it is often held out that targeting foreign investors 

call provide access to external capital, skills, contacts. 

Tax holiday!:!" are most attr~ctive firms in sectors where profits are generated in 

Cally years of operations lO7 
. However these tend to be activities that would likely 

have occurred in any event and so incentives provide a windfall gain to investors 

,lilt! a pure revenue loss with little or no additional investment and employment to 

till' host country Moreover, where a tax holiday is necessary to attract mobile 

activities, there exists the threat that business will exist following the holiday. Tax 

holidays are generally least attractive to firms in sectors requiring long term 

capital commitments, where loss-carryover provision may be more beneficial. 

hom the host country perspective, tax holidays tend to be particularly 

probh.:lllatic ill terms of revenue loss where significant business already exists in 

targeted activities, given the incentive to create "new" business from existing
• 

Olles, or to transfer inflated profits into qualifying firms, using a variety of tax· 

planning techniques. 

Till' Illai n bene lit of tax holidays is that they provide large benefits as soon as the 

l'OlllpallV hegllls earning income, and are thus more valuable than an incentive, 

such as a lower corporate tax rate, that accrues more slowly over a longer period 

or I illle However, they primarily benefit short-term investments, which often are 

undertaken in so-called footloose industries characterized by companies that can 

qUIckly disappear from one jurisdiction to reappear in another. Tax holidays also 

I" TII"'~l' illdtl(k Ihe trade sector, and short-term construction or service sector in real estate: restmrants: 
11011:1:; alld shml-li.:nn l1l~rket exploitation finns. Major capital intensive projects are not likely to benefit 
rllHlI t111~ IIICCIIII\'c. as tlIC) do not HonnaHy make profits in the early years of opcration. 
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telld 10 reward the founding of a company, rather than investment in existing 

cOl1lpanies, and to discriminate against investments that rely on long- lived 

depreciable qtpitaL Last but not least, they can lead to a large erosion of the tax 

base as taxpayers learn how to escape taxation of income from other sources. 

Tax holidays place significant burdens on tax administration and on other 

taxpayers, who have to make up the lost revenue. Tax holidays are usually 

granted Oil a project basis, rather than on a firm or business-group basis. 

Therefore, some pat1s of a business- either particular product lines or those parts 

located in different regions-can be subject to tax holidays while other parts bear 

nor lila I income taxes. 

Among the problems that this incentive present is that it can be used to shelter 

incol1le (from existing domestic operations) from taxation through transfer pricing 

alld the transfer of operations from existing firms to new ones that qualify for the 

holidays. 

-

STATtlTORY CORPORATE TAX RATE REDUCTION 

A COlli 1110 11 tlJrln of tax incentive to encourage POI, sued by developing and 

developed countries alike, is a reduced (statutory) corporate income tax rate on 

qualil\fllig incomc The rate reduction may be broad based, applicable to all 

t!ollll'stic and tl)f(.~igll source income, or it may be targeted at income from specific 

act ivit ies, or- from specific sources (e.g. foreign source income) or at income 

earned by non-resident investors alone or some combination of these. 

As with a tax holiday, difficult definitional, administrative lOX and compliance 

isslil's arise wherc the low rate is targeted at income from a subset of activities or 

I', 1;1\ ho"da\~ also IllcreaSe administrative problems because lax authorities usually do not monitor 
cOlllpam hoo"-s liming the period in which a fIrm is exempt from taxes. As a resull. asset purchases. 
dqm,:u;IIHlII charges. alld other accounts can be manipulated during the holiday period to reduce repor1ed 
lIlCOIlI,' alld IhllS taxes. :111<.:, the end or the holiday. 

-
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illn;slors If'the reduced rate applies only to profits from a targeted activity, then 

carehll legislative drafting, regulation and administration are generally required to 

clarify eligibility and limit tax avoidance and revenue leakage. The rate reduction 

Illav he introduced as either a temporary or permanent measure and generally is 

IllOft' allractive to foreign investors the longer the period that they can expect to 

hellclit Ii'om it From the point of view of effectiveness, the major problem with a 

rate reductiol"l is that it generally also applies to income generated by investments 

made before the introduction of the inventive. Such revenue loss has no direct 

investment incentive effect 

SPECIAL INVESTMENT ALLOWANCES 

Another challnel through which FDI incentives may be offered is via special tax 

provisions that Imver the effective price of acquiring capital. Two main sorts of 

incel)1 ives can be llistinguished in this category: 

a) Illvestment allowances which are special enhanced deductions against taxable 

income; ~nd 

h) Investment tax credits which are special deductions against corporate income 

tax otherwise payable. 

Holl! investment allowances and investment tax credits are earned as a fixed 

pCI cenlage or qua I i ry ing investment expenditures. However, because the fIrst is 

deducted against the tax base, its value to the investing firm depends, among other 

things, Oil the value of corporate income tax rate applicable to the tax base-the 

higher (lower) is 1he tax rate, the higher (lower) is the amount of tax rei ief on a 

gi\t;n ,I 1l1lHill t of' investment allowance claimed. In contrast, variations in the 

lOlporal e lax rate do not affect the value of investment tax credits . 

• 

l lnder an investment allowance, firms are provided with faster or more generous 

write-otTs for qualifying capital costs. Two types of investment allowances can be 

dist i"t!U ishcd Wit h al..:l..:elerafed depreciation firms are allowed to write off capital 
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costs over a shorter period than dictated by the capital's useful economic life, 

which generally corresponds to the accounting basis for depreciating capital costs. 

While this treatment does not alter the total amount of capital costs to be 

depreciated it increases the present value of the claims by shifting them forward, 

closer to till: time of investment. The present value of claims is obviously the 

~rl'atl'st where the full cost of the capital asset can be deducted in the year the 

expenditure is made. With an enhanced dedllction firms are allowed to claim total 

deduction for the cost of qualifying capital that exceed the (market) price at which 

11 IS acquired. Depending on the rate at which these (enhanced) costs can be 

depreciated, this carries the risk that it may generate a stream of tax deductions 
• 

1 hal l~xceed in present value the corresponding acquisition costs. 

This type of tax incentive presents some problems. It is difficulty to define the 

l'ligihk' expenditures and to choose the rate of allowance or credit. Lt is also a 

prohll'11l to set a restriction on their use. This is of little benefits for the quick 

pllliit types or tirms, which can take best advantage on tax holidays. Tax 

allmv<lnces arc of greatest benefit for firms within Income from existing 

opl'Iatiolls. Firms with low Income or start-up firms cannot begin to take 

ad\ antage or the incentive until income is earned. lnvestment allowance is 

IISlia II y I\1'\(.lc jilt he year of acquisition or the first year of use of an asset. It does 

Ilot reduce the basis for write-off in later years. It is common in connection with 
• 

dirrercnt kinds of capital expenditure, particularly in respect to industrial 

ulldcrtakings. It reduces the taxable income. 

lJl\csll11Cllt tax allovvances have other limitations and drawbacks also. If the 

IIl\Cstll1ent tax allowance is not refundable, existing companies reap the full 

hClll'lilS (that is, supporting expansion), while start-up companies must first earn 

l'llllll~h income to be able to take the allowance. Also, projects with long gestation 

periods suffer III comparison with those that begin earning income quickly. When 

intlatioll IS high, the allowance aggravates the tax system's uneven impact on the 

il1\estnll~llt hehavior of companies. Companies in high-inflation countries will 

henefit more.if they borrow to finance capital, because tax deductions for capital 

--~. -~-""''''---'------------------------
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expellditures are Illore valuable. This is the reverse of tax holidays and of lower 

cllIporal c tax rales, which reduce the advantages of interest cost deductions for 

lax purposes during high inflation . 
• 

INVESTMENT TAX CREDITS 

;\11I)ll1cr main tax incentive instrument is the investment tax credit earned as some 

pCI CCIl(,lgC or qualifying expenditures. Tax credits provide an offset against taxes 

01 Itcmise payable. rather than a deduction against the tax base (thereby removing 

I Ill' dcpcndcncy oC the value of a tax credit claim on the income tax rate) . . 

Invest illent lax credits may be flat or incrementaL Aflat investment/ax credit is 

camcd as a fixed percentage of investment expenditures incurred in a year on 

qualifying (targeted) capitaL In contrast, an incremental investment tax credit is 

earned as a fixed percentage of qualifying investment expenditures in a year in 

excess of some base, which is typically a moving average base (for example, the 

average investment expenditure by the taxpayer over the previous three years). 

!'Ill' Illain argulllcnt for using these investment subsidies, as opposed to a reduced 

corporatc incoillc tax rate, is that subsidies to the cost of purchasing capital 

hCllclils onl" IlC\\- investment- therefore, a large reduction in the effective tax rate. 

(Ill ill\'CslIllCllt call be achieved at a lower revenue cost. 

Furthcrlllorc, investment tax credits should have the most stimulating impact 
• 

when targeted at short-lived assets, rather than long lived assets of the same 

productivity This follows from the fact that the present value of the stream of tax 

paynlents on revenues from a short-lived assets is smaller than in the case of a 

longer-lived asset. Therefore, an investment tax credit at a flat, fixed rate offsets a 

largcl JlC1U~111agl' or the tax revenues imposed on the stream of earnings from a 

silul'! lived assct Viewed differently, short-lived assets are replaced more 

frequclltly than long-lived assets, so the credit is earned more frequently. 

• 
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TAX SPARING AND FDI 


"Tax sparing" is the practice of adjusting home country taxation of foreign investment 

income to receive the full benefits of host country tax reductions 109. For example, 

Japanese firms investing in countries with whom Japan has "tax sparing" agreements are 

entitled to claim foreign tax credits for income taxes that they would have paid to foreign 

governments in the absence of tax holidays and other special abatements, Tax sparing is a 

practice designed to promote the effectiveness of local tax incentives for foreign 

investment. 

Tax sparing is the practice by which capital exporting countries amend their taxation of 

foreign source income to allow firms to retain the advantages of tax reductions provided 

by host countries, Specifically, "tax sparing" often takes the form of allowing firms to 

clai m foreign tax credits against home country tax liabilities for taxes that would have 

been to foreign governments, in the absence of special abatements, on income from 

investment in certain developing countries. 

"Tax sparing" agreements encourage FDl if foreign investors receive special tax 

abatements from host governments that would otherwise be offset by home country taxes. 

For some reasons, host governments are considerably more likely to give special tax, 

abatement to foreign investors if their home governments grant "tax sparing", In turn, tax 

abatements reduce the value of attracting additional FOI, and thereby make host 

governments somewpat les willing to provide non-tax inducements for FOI"o. 

Tax sparing encourages FOI in two ways: by reducing home country taxation of foreign 

source income and by encouraging host governments to offer special tax abatements to 
' ., IIItorclgll Investors , 

il'<! Jamcs R. Hines. Jr.. "Tax sparing and Direcl Invcstment III developing countries", 
111111//\\\\\\, nbc Lorg/papers/\\'6 728 (May 2(02), 
II!' Id 
il1 /hid 
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IMPACT OF TAX INCENTIVES ON FDI 

By the lllid-1980s, understanding the exact role of incentives in attracting FDI became a 

new research agenda. One direction has been to explore the reaction of multinational 

companies to changes in tax policy when they differ in their activities, motivations, 

market structure, ,~nd/or financing. Others have searched to examine which tax 

instruments Illay have the greater effect on the behavior of international investors. While 

1110st early studies examine the impact of taxes on the average foreign investor, there are 

many reasons to believe that this impact differs greatly depending on the characteristics 

of the multinational company. Jnternational investors often have at their disposal 

numerous alternative methods of structuring and financing their investments, arranging 

their .transactions between related parties located in different countries, and returning 

profits to investors. These alternatives have important tax implications, and there is 

considerable anecdotal evidence that tax considerations strongly influence the choices 

that firms make l12 

One of the earlier findings in the literature is that the impact of tax rates on investment 

decisions is generally higher on export- oriented companies than on those seeking the 

domestic market or location-specific advantages 113 Moreover, Taxes may playa more 

important role in the cost structure of small companies because they do not have the' 

financial and human capacity to develop sophisticated tax avoidance strategies. 

When factors such as political and economic stability, infrastructure, and transport costs 

are more or less equal between potential locations, taxes may exert a significant impact. 

This is evidenced by the growing tax competition in regional groupings (such as the 

II eTa." inccn(i\'cs might be ineffective as a determinant of location of investment in cases where the home 
coulltry policies offset the tax savings created by the incentive. As a practical matter. such offsets result 
when the hOllle coulltry taxes income of its investors on a worldwide bilSis and rejects "tax sparing" 
pro\'isions ill trealies to avoid double taxation. 
II \ Stephen E. Guisinger and Associates. Investment Incentives and Perfimllance Requirements. 85 (New 
York. Pracgcr. l'm5) 
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European Union) or at the subregional level within one country (such as in the United 

States). This impact, however, has to be qualifIed on two important counts. 

First, the impact of tax policy may significantly depend on the tax instruments used by 

the authorities. For example, tax holidays and a general reduction in the statutory tax rate 

may have an equivalent impact on the effective tax rate but significantly different effects 

011 FDI flows and a government's revenues. Second, the effectiveness of tax policy and 

incentives is also likely to vary depending on the multinational firm's activity and on its 

motivations for investing abroad. For example, tax incentives seem to be a crucial factor 

for mobile firms or ~nns that operate in multiple markets because they can better exploit . 
the different tax regimes across countries. 

Lastly, corporate tax policies pursued by one country can affect other countries 111 

dilrerent ways. If a country's domestic tax burden is high relative to other countries, the 

lax base Illay shill to countries with a less burdensome tax regime, implying outward 

flows of FDI. Countries can compete to attract inward investment flows as well. Taxes 

may also playa major role in fIrms' decisions about where to declare profits. 

ISSUES INVOLVED 

Tax Incentives are mostly in the form of reduction of corporation income tax and other 

fiscal advantages. The question is, whether such a behaviour does not meet characteristics 

of harmful tax competition as defined in OECD (\998)114 and whether the result is not 

only reduct ion of tax revenues without significant increase of investments. 

O[CD lIses the term harmful tax competition to describe tax heavens and preferential tax 

regimes designed primarily for tax avoidance of non-residents, without real economIc 

activities It delines the harmful tax competition by following characteristics: 

II I OECD. ")')X. Harmrul Tax Competition: An Emerging Global Issue 
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;;... the effective tax rate is zero or much lower then ordinary 

;;... there is no effective exchange of information between the tax heaven and tax 

aut horit ies of other countries 

;... the regime is not transparent and does not require any economic activity from the 

non-resident 

From the analysis of the above given criteria it can be concluded that mere reduction of 

tax burden is not considered to be a harmful tax competition. A significant feature is lack 

or co-operation and no obligation to carry out a real business operation in the tax heaven. 

Another nlct that follows is that though tax incentive cannot be the only determining 

1~lctor in the absence of other factors such as availability of natural resources, economic 

and political stability, transparent legal environment, efficient public administration, 

infrastructure and ~ost-efficient and skilled labour force, they nevertheless can be 

elrect ive in investment decisions. 

Tax incentives are often limited to certain sectors and/or regions, or if not strictly limited 

they are stronger for certain sectors and regions. Moreover, the issue of tax competition 

between countries ami across regions is also widely debated in view of the growing 

importance of this phenomenon worldwide. Finally, several highly publicized recent 

deals reveal that a few multinational companies have received large, perhaps 

dispropol1ionate, tax rcbates, which suggests that the costs-not only the benefits-of tax 

incentives need to be examined more closely. 

CONCLUSION 

The corporate tax system plays an important withholding function, collecting tax 

revenues on income derived in the host country. The desire to tax this income, while not 

discouraging II)reign investors, raises difficult questions concerning the appropriate 

design of variolls tax rules including tax incentive provisions that together determine the 

host cOllnt ry tax burdell. 
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Given the I~lct that tax incentives are costs to the government due to the lost revenue, one 

could suggest that all lax incentives be abolished. In essence the main aim of taxation as a 

liscal policy instrument is to collect revenue for the government. Taxation's main goal is 

not to attract FDI, although a policy instrument may have multiple purposes. But due to 

some 1~lctorS like pressure from MNEs and tax competition with other countries 

competing for FDI, granting of tax incentives becomes inevitable . 

• 
Since at the time of initial locational choice, investors will be influenced prima facie by 

data that is easily available and comparable, it is necessary that a host country corporate 

tax rate structure needs to be looked at. Sector specific demands for tax holidays have 

already been made by some foreign' investors. Such instances can only multiply in future, 

Instead or making any (/d hoc decisions, its desirable to develop a broad based policy 

relat ing to corporate taxation for foreign investment. 
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CHAPTER III: COMPETITION AMONG ECONOMIES 

TO ATTRACT FDI 

INTRODUCTION 

As barriers to international investment have fallen over the last two decades, the 

signilieance or competition for FDI has increased. Competition among governments to 

al1raet corporate investment appears to have heated up in recent years. 

One reason this competition appears to have heated up is the large number of developing 

and emerging market economies - comprising three-quarters of humanity - that have 

Illoved during the 1980s and 1990s from relatively closed state-led growth strategies to 

more open and market-fhendly policy regimes, and have moved in the process to actively 

seek to attract l{lreign direct investment. 

Tlte impact of these policy changes and enhanced attention to the importance of 

proilloting corporate investment, in terms of fomenting inter-governmental competition to 

attract FDI, lias ill turn heen amplified by "globalization IIS
" - also a phenomenon of the 

I()XOs and 1990s - which has increased the pressures of competition felt by governments, . 
• 

as well as by firms and workers. Particularly important, in this regard, is the extent to 

which g!obalization has increased the mobility of capital, making it easier for a 

prospective investor to play potential host governments off against one another in their 

bids to attract, or perhaps retain, a major investment projed 16 

The apparent intellsification of competition among governments worldwide to attract 

corporate investment IS thus often blamed, rightly or wrongly, on the growing openness 

or developing and emerging economies and, in particular, their growing efforts to attract 

II· (itobal illh:gralioll or (ile world economy. 

ii' (' Omall ill(' /'U/IIY ('/w/lenges of G/oha/i.l'atiol1 and /?egiol1afisatiol1. Policy Brier No. I L OEeD 

[)C\\:IOPllICIiI CClllre. Paris. 1')%.. 
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FDI bv OECD-based investors. However, the effects of such competition on the 

ccollomics or the developing and emerging economies are poorly understood. 

T() Ihe extl~nt that f(J~eigl1 direct investment projects generate positive externalities for the 

host countries, related to activities such as innovation or labor training, there is a case for 

count rles to offer subsidies in order to lure potential investors to locate within their 

boundaries. However, the increase in the intensity of competition observed in recent 

years has raised concerns regarding its effects on the welfare of host countries I 17. In 

parliclIlar. as a result or competition, foreign firms may be able to appropriate all the 

bellefits associated to FDI This raises a number of important questions: What are the 

errects or competition for FDI on the welfare of the world as a whole? Are host countries 

hetter orr by banning incentives for FDl? Should these countries restrict competition in 

any way'.) 

Apart rrom globalization, there are several other reasons why the intensity of competition 

for FDI may have increased in recent years. One of them is the spectacular increase in the 

volume or FDI itself. This increase means that the stakes in the quest to attract FDI are 

now Illuch higher. Another reason for the intensification of the competition is the 

increased IHllllher 01' players in this "game". Countries that used to discourage FDI, such 

as CIIII1<\, have become major players. 

The relevant space of competition for FDl is defined not only by the willingness of 

potential host countries to engage in competition, but also by the nature of the goods 

produced, and the existence of natural and policy-induced barriers to trade The more 

Iradahle Ihe goods,. and the lower the barriers to trade, the greater the scope for 

compel it ion The reduction in trade barriers experienced in most of the world has 

increased the space of competition. Similarly, the appearance of new activities such as e

business, which can provide similar services to the entire world from any location, may 

potentially increase the intensity of competition as well. 

II h:rn;lIluc/-i\rias. Courting FDl: Is Compctition Bad?, 
hltpJ/\\ \\\\cl!dcsasdllJllilmu~s!O() I/papcrslcourtillgJ1dC (Junc 1, 2(02). 
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C(lmpel i ng hy offering subsidies is not the only way for countries to court potential 

investors. There are 01 her also other forms of competition. Countries could compete by 

ililprovillg their institutions, the quality of their labor force or the quality of their 

inrraslilicture This competition would obviously have a positive effect. But, the countries 

could also compete by relaxing labor or environmental standards, which could have 

ob\i(luS adverse elrects on the welfare of the population. Such competition raises policy 

Illakcrs' concern that intensifying global competition among governments to attract FDI 

lIlay have undesirable effects. The main concern is that global "bidding wars" to attract 

FDI Illay be producing an uncontrolled upward spiral in costly "investment incentives" 

that weaken public finances while' introducing market distortions in the allocation of real 

invl'stment, andlor that slich "wars" are putting excessive downward pressure on global 

standards or protect ion of the environment and/or of workers' rights. 

Thl' aclwll degree oCglohal competition to attract FDI is not known, moreover, and while 

there is cOllsiderable evidence that such competition is widespread, involving sub

national as well as national governments both in OECD countries and in developing and 

emerging economies, it is difficult to predict whether that competition will intensify in 
• 

I he cOllling years. 

POTENTIALS OF COMPETITION FOR FDI 

As in allY olher debate there are two sides to the effects of competition among countries 

ror ilttracting FDI. Those arguing that competition has beneficial effects on the host 

collnlries base their arguments primarily on the "fundamentals" (political and 

macrol'conomic stability, market access and long-term growth potential, the availability 

or appropriately skilled workers and of necessary infrastructure) and attach more 
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importance to i1 conTpared to than they do to fiscal or financial incentives offered by the 
. I lH<prospCCllVC lost government . 

The rcasollll1g is that, because governments know, or should know, the high priority 

illveslors attach to the "fundamentals" relative to fiscal and financial incentives, an 

inlcl1sillcatioll of compctition among governments to attract investment can be expected 

10 induce govcrnmcnts 10 focus on improving the "fundamentals" Governments 

responding 10 intcnsifying competition will thus seek to improve domestic supplies of 

hUlllan capital and inli'aslructure, in particular, as well as to ensure political and 

I11I1CroCCOlllllllic stabililY The effect of intensifying inter-governmental competition may . 
Ihen lead 

~
l.!()vcrl1!11enls 10 take actions that will strengthen their economies, to the benefit . 

or tileir own lirms and workers - even if, ultimately, those actions do not actually attract 

I1Il1ch addilional FDI (ift()f example, other countries are also doing likewise). 

The importanl point is Ihal more intense competition among governments to attract FOI 

can Ill' expcl·tt:d, according to this argument, to lead governments to increase their 

optimal level or investmcnt either directly or indirectly (or both) to a degree they would 

nol havc done in the ahsence of such competition. Such competition may also give 

gmclI1nlCllIs more illccnt ive to increase the e.tficacy of whatever investment goes into 

hUllIan capilal Il)\"Jl1atioll and infrastructure. 

t\.'lorco\'cr. it is noted, FDI as a whole can have important "public good" characteristics in 

thc sense Ihat it can produce important benefits in the host economy which are not 

capturcd by the investor - the so-called "spillover effects". These benefits range from 

local learning efTects (derived, for example, from domestic firms' imitation of foreign 

investors' practices. 11'0111 labour and managerial mobility between foreign-owned and 

doml'stlc flrills. anel/or from supplier relationships) to enhanced competition in the local 

II' I> Weigd. N Gregol-:- alld D. Wagle. Foreign Direct Investment: The f,e.\~\·()ns of lfis(O/:v. Foreign 
1111 c!>IIlI\.·1I1 Alh i~{)r\' Scr\ice (FI AS) and the lnlemational Finance Corporation (IFC) of the World Bank 
(;1\111P Washingloll.DC.. 1')')7: and G. Reuber, e( aI., /'rivate Foreign Investment in Development. 
Cl;lIClldoll Pless 1'01' lhc OECD Development Centre, Oxford 1973. 
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market - compctit ion that pressures local firms to modernize, improve product quality, 

seck-out ncw technologIes, become more efficient, reduce prices, etc. 

Thus, ill addition to ;nducing governments individually and collectively to pursue actions 

(ha( enhance their economies' growth and productivity levels even in the absence of 

additional FDI, according to this argument, those actions are likely to induce an increase 

in the global supply or investment and FDl - independently of the extent to which 

inves(lllent IS diverted t'wm one country to another by those actions. And because FDl 

can produce sigllilic(lnt spillover benefits for the host economy, this increase in global 

FDI hrings up the level of global FDI from a sub-optimal level to one that is closer to 

sur.:lall\, optimal 

Thus, according to this argument, intensifying competition among governments to attract 

FI)I should prnve henetlcial, on balance, both to investors and to governments, and to 
. I I 'JsOCIety as a wlwle . 

ARGUED HARMFUL EFFECTS OF COMPETITION 

While the /}()/t'Jliiu/ fOI FDI competition among governments can have positive effects, it 

is equally plausible that. in practice, these potentials get offset due to the dynamics of 

compct il iUIl The problel11, according to this argument, is that as the competition heats up, 

go\clllnwll(s come under increasing pressure to engage in costly "bidding wars" that 

leads them continually (() increase the level of public subsidies offered to investors -fiscal . 
and financial "incentives" - until that level far surpasses any that could possibly be 

justifiable from society'S perspective (even taking account of the possible spillover

benefits to be derived from additional global FDl)120 

II ('halks I) ()lIIal1. I'n/ili' ( '1JI1I[!etlliuli li)r Foreign Direct Invesllllcnl: A Studv of COlllpetition among 

( ;/J\'1'1'II1I1,'1I1S t() .1l1racl ,,-,>/. OECD Development Center 
I'" (d 

-.~-.-.---.------.---.----.--.. ~ -. ~ ._---_.__._
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While governments have a collective interest in refraining from such bidding wars, 

individual governments engage in the bidding process because of the danger that if they 

rerlaill rrom dOlllg so, FDI will be diverted from the economy under their jurisdiction to 

Ihat or un!: Ihal ofTers investors more incentives (The "prisoners" dilemma). 

hl:ll though illvestors overwhelmingly attach more importance to the "fundamentals" 

Ihall to "iIlCl:lltlves" when selecting the site for a major long-term investment project, 

thl:v also tcnd, in practice, to draw up a short list of preferred sites, anyone of which. 
\\(luld he acceptable ill terms of the criteria the investor judges most important. Then, 

because these sites are commonly located in the jurisdiction of different governments 

(sub-national and/or national governments) it is common practice for investors to 

l21Ilcgotiatl: conditions and possible incentives with each government . Investors may do 

sn open Iv. to fomcnt competition among the governments, or else "ask for their best 

OnelS", hcrUll' Illaking thcir tinal site selection. 

As Wlllpclitioll among governments heats up, the negative effects can be expected to 

('\tclld beyond the pressures to engage in bidding wars on fiscal and financial incentives. 

llll.':Y can notably be cxpected to create strong downward pressures on effective public 

standards or protect;OIr (ue facto and/or de jure) of the environment and of workers' 

rights The concern over the environment is that governments will increase their 

willingness, to one degree or another, to become "pollution havens" in order to attract. 

certain types or investment, notably in heavy industry. The concern over workers' rights 

is that whether or not governments actually change their labour legislation, they will 

hl'L'Ollll' 1l10rC lax about cnforcing workers' rights to organise and bargain collectively, 

enforcing lllinilllUIll job safety standards, etc. 

These downward pressures on labour and environmental standards, it is argued, can even 

kad to a proccss or "regulatory arbitrage" as investors play governments off against one 

(I!lotlll'r in terllls or local production costs. Such pressure - or governments' fear, or 

antiCipation, of such pressure - can trigger a process of competitive downgrading of 

I." fhi" 
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standards. Such a process predictably would be neither constrained nor guided, 

IlImeover, by any 'government's concept of socially optimal levels of standards, 

anywhere. 

RULE BASED AND INCENTIVE BASED COMPETITION 

Rules-based lorms of competition are a broader and more heterogeneous group of 

go\'ernment actions. ranging from changes in the rules on workers' rights or protection of 

Ihe CIl\'lronll1ellt - or in the level ,of enforcement of existing rules - to the signing of 

rey.ional-inlegration treaties with neighbouring countries, for example, as a means to 

all rael FDI Other ~mportant rules-based means which governments use to attract FDr 

include greater protection of intellectual property rights, strengthening the rule oflaw and 

improved judicial systems, the establishment of "export-processing zones" or "special 

econOllllC wnes" with distinct legislation from the rest of the country, the privatization of 

Slate-owned enterprises, market deregulation, and, of course, the liberalization of trade 

ami invest ml'nt pol ieil's, 

Incentives-based competition for FDI is a global phenomenon: governments at all levels 

(national and sub-national) engage in it worldwide. 

I\hlst incentives-based competition is effectively intra-regional, since much of the real 

investlllent for whicil national and sub-national governments compete is investment the 

investor intends in principle to locate in a particular region. 

Incentives-based forms refer to fiscal and financial incentives. Commonfiscal incentives 

include a reduction in the base income tax rate a particular category or categories of 

ill\cstors Illllst pay (e,g. foreign investors, investors in certain types of activity); tax 

holidays (on income tax, 011 national or local sales taxes, on other taxes collected by 

nat tOllal or sub-national governments); exemptions from import duties or duty 

drawhacks, accelerated depreciation allowances; investment and re-investment 
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allowances; specific deductions from gross earnings for income-tax purposes; and 

deductions from social security contributions. 

The most important financial incentives are grants; also widely used are subsidized loans 

and loan guarantees. These incentives are frequently targeted, at least nominally, for 

specific purposes, such as grants for labour training, wage subsidies, donations of land 

and/or site facilities, rebates on the cost of electricity and water, and loan guarantees for 

international lines of credit122. 

Both fiscal and financial incentives may be granted automatically (subject to qualifying 

conditions) or with up to a high degree of discretion by the administrative authority. 

(Discretion is often seen as a necessary condition for successful negotiation with 

investors, to ensure efficient targeting of incentives, and to allow for quick responses to 

competition. It also reduces transparency, of course, and increases the scope for abuse 

and corruption.) That authority may be at the level of local or municipal government, 

regional or state government (in a federal system), national government, or even at the 

supra-national level in the case of the European Union (whose Commission regulates the 

use of the "regional aids" which national and sub-national EU governments use to attract 

investors). 

Amongfiscal incentives, the most widely used is a reduction in the base rate of corporate 

income tax. In OECD countries, the next most widely used, in descending order, are 

accelerated depreciation, specific deductions for corporate income-tax purposes, and 

reductions in other taxes (including state and local). In developing countries the next 

most widely used, after reduced base income-tax rates, are tax holidays, and import-duty 

exemptions and drawbacks. Financial incentives are widely used in OECD countries by 

sub-national governments and targeted to promote investment in specific regions and/or 

types of activity (and job creation or retention). 

-_.._--------
111 Governments can also seek to enhance their attractiveness to FDI through policies (including public 
investments) aimed at promoting the development of domestic infrastructure and other local "factors of 
production" (e.g. human skills) which may not be "dedicated" to a particular FDI project 
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Those opposing competition among countries for FDI see both incentives-based and 

rules-based forms of competition for FDI as having negative effects whose incidence is 

likely to be both economic and political. This viewpoint holds that the economic cost of 

incentive bidding wars can be very high, not only in terms of the value of resources 

drained from the public treasury, but also in terms of the damage that can be done by 

market distortions and resource misallocation. The cost to the broader policy-making 

process within governments is also seen as likely to be high, not least because of the 

widespread need for lack of transparency in the use of incentives, and the consequent 

difficulty to control abuse and corruption that can be associated therewith. These effects 

are seen, moreover, as likely to be cumulative, self-reinforcing, and mutually reinforcing 

over time, with growing damage caused both to the body politic and to the economy. 

The supporters of the competition, on the other hand, see both incentives-based and rules

based forms of competition as having positive effects. While they see incentives-based 

competition bringing investment in both human-capital formation and infrastructure 

closer to socially optimal levels, for the mutual benefit of investors and economies, they 

also consider it likely to increase the global supply of investment, again with significant 

net benefits for society as a whole. These include the considerable pressures on 

governments to create a more secure legal environment; to enhance the stability, 

transparency and credibility of economic policies in general, and perhaps (therefore) to 

help strengthen political stability, as well as to improve the quality of macroeconomic 

policies; and to protect intellectual property rights more effectively, which arguably 

promotes the inflow of advanced technologies and know-how. The intensification of 

competition among governments to attract FDI, and real investment as a whole, is thus 

seen by its supporters as stimulating governments into behaving - or behaving more - in 

ways that favour the growth of investment, efficiency and productivity levels, and thus 

real income, in individual countries and globally. Investors and the economies of 

governments that compete for their investment are seen as benefiting substantially. 
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IMPACT OF POLICY COMPETITION 

Although competition among governments is indeed widespread, and can be very intense 

in particular industries or for particular investment projects, overall the competition for 

real long-term corporate investment has both positive and negative effects, and it is 

important not to overstate its net effects in either direction. While the inherent difficulty 

to obtain reliable data particularly on the subsidies that investors actually receive makes 

any conclusion tentative (neither the governments that provide them nor the investors that 

receive them readily supply such information), the most damaging overall effects appear 

to stem less from the direct financial cost to governments of investment subsidies paid 

out, or from any lowering of environmental or labour standards, than from the lack of 

policy transparency and government accountability that the process of competition for 

FOl tends to engender. This lack of policy transparency and accountability creates 

significant possibilities for graft and corruption, and for rent-seeking behaviour more 

broadly, which can in turn be highly detrimental to the processes of developing 

competitive markets and sound policy-making - processes which are fundamental to 

development itself. 

Intensifying global competition among governments to attract FOl could also, however, 

produce beneficial effects. These effects may include inducing governments to 

strengthen their economies' "fundamentals" (e.g., by pursuing policies to enhance the 

supply of modern infrastructure and appropriately trained workers, by achieving greater 

macroeconomic and political stability, by improving long-term economic growth 

perspectives), which should in turn promote economic development almost independently 

of their impact on FOl flows per se. Another effect may be to increase the global supply 

of FOl, to the benefit of investors and host economies alike. 

Competition among governments to attract corporate investment can, and in a growing 

number of cases does, create upward pressure on environmental standards 123. An 

123 Charles P. Oman, Policy Competition for Foreign Direct Investment: A Study of Competition among 
Governments to Attract FDI, OECD Development Center 
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important reason is the growing prevalence of relatively "clean" knowledge-intensive 

industries and services among those activities in which governments most actively seek 

to attract investment, combined with the growing desire of corporations investing in these 

activities to locate in communities where their managers and employees and their 

productivity levels, will benefit from high standards ofenvironmental protection. 

Another question that arises in this context is whether competition among governments to 

attract FDI is leading them to weaken their protection of workers' rights and their 

enforcement of labour standards. Are they lowering those standar~s, on a de jure or a de 

facto basis, thereby putting pressure on other governments to follow suit? Many OECD 

countries have tried to confront the issue by actively taking the position that a set of 

internationally recognisable "core" labour standards should be included in WTO 

discussions. (Core labour standards are defined as the right of workers to associate, i.e. 

to form independent unions of their choice, and to bargain collectively, including the 

right to strike; the prohibition of forced labour and of exploitative child labour; and non

discrimination in employment I24 
.) These governments argue (i) that core labour 

standards reflect basic human rights which should be observed in all countries, 

irrespective of a country's level of development; (ii) that observance of these rights can 

stimulate economic development, and is thus in the interest of all workers (and countries) 

world-wide; and (iii) that global observance of these rights would help to neutralise 

protectionist pressures, notably in high-wage countries, and thus strengthen political 

support for the open multilateral trading system. These governments further emphasize 

that multilateral discussions of core labour standards should not focus on specific rules on 

working conditions (e.g. minimum-wage levels), and would not be prejudicial to any 

country's pursuit of trade based on a comparative advantage in low-wage industries. 

Several major developing countries strongly oppose the proposal, however, on the 

grounds that it risks serving as a guise for trade protection directed especially against the 

labour-intensive products in which developing countries are most likely to be 

competitive. 

124 OECD, Trade. Employment and Labour Standards, OECD, Paris, 1996. 
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The question of the effects of the worldwide policy competition to attract corporate 

investment is quite critical. In addressing this question one can usefully distinguish two 

broad categories of effects: (i) those on investment per se, both as regards investors' 

location decisions and as regards the aggregate supply of investment; (ii) those on 

government behaviour and policy making l25 
. 

EFFECT ON INVESTMENT DECISION 

Only in recent years have academic studies begun to recognise the ability of incentives , 
and other discretionary government actions aimed at attracting FDI to be very effective. 

The evidence in the study undertaken by Charles Oman (OECD, 2000), is clearly and 

broadly consistent with an interpretation of investment-location decisions as consisting of 

a two-stage (or multi-stage) process in which investors first establish a "short list" of 

potential sites that satisfy their requirements for the type of location they are seeking, 

including satisfactory "fundamentals". Once investors have established such a "short 

list" many will then, and only then, consider the availability or even seek to generate 

offers of incentives which the governments in whose jurisdictions those sites are located 

are willing to provide, or negotiate, before the final site selection is made. At this stage 

in the location decision-making process, incentives and other discretionary government 

offers can be decisive. 

It can be counterproductive, on the other hand, for governments to offer significant 

incentives to attract investors if the economy or potential investment sites under their 

jurisdiction fail to meet the "fundamentals" criteria or other basic requirements of 

investors. Such offers not only tend to fail to attract the kinds of investment sought, they 

tend to "soften" the credibility of the governments that make them and thus further 

weaken their ability to attract solid investors. Thus, while skillfully targeting specific 

investors can have positive effects, it is equally true that undiscerning policy competition 

125 Supra note t22 at 89. 

185 

. -.-~...---~-.----------------------



can actually have a negative effect on FDI inflows - and it is probably this second lesson 

that too many governments fail to grasp. 

EFFECT ON POLICY MAKING 

Competition for FDI exerts some upward pressure on labour and environmental 

standards. This pressure anses as governments, particularly local governments, in 

developing and emerging economies as well as in OECD countries compete, 

increasingly, to attract investments in relatively "clean" and knowledge- or skills

intensive manufacturing and servic~ industries. The pressure arises because investors in 

these industries increasingly seek out investment locations that offer relatively high 

environmental standards (sites where their managers and employees prefer to live, and 

that minimize pollution costs to their operations) and that ensure adequate long-term 

supplies of workers capable of responding to the much more demanding human-resource 

needs of flexible enterprises. 

Competition for FDI with incentives is unlikely to be eliminated but excessive incentives 

can be contained and channelled into more effective areas, such as investment in public 

infrastructure 126. Unilateral action by a country can check the competitive behaviour of 

other countries to an extent The UNCTAD study on "Incentives and Foreign Direct 

Investment" calls for countries to undertake a national FDI incentives review, and to 

ensure a proper balance between the use of incentives and investment promotion 

activities (the latter compete with incentives for the same scarce budget resources, are 

often more cost-effective at the margin, and tend less to fan the flames of cut-throat 

competition among governments). 

116 United Nations Conference on Trade and Development (UNCT AD), Division on Transnational 
Corporations and Investment, Incentives and Foreign Direct Investment, Current Studies, Series A, No. 30, 
New York and Geneva. 1996. 
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CONCLUSION 


Undiscerning use of investment incentives and other discretionary policies by 

governments to attract FDI can have a negative effect on FDI inflows, in part because the 

incentive programmes and policies tend to be seen by investors as unsustainable. 

Many of the governments that are most successful in attracting FDI are also among those 

that best rneet the requirements for good governance (requirements that include sound 

public finances because they lend credibility to incentives programmes in the eyes of 

investors, and legitimacy in the eyes of voters, by making them likely to be seen as 

sustainable). 

Investors often choose sites where the host government's strategy to attract investors is 

part of a broader process of mobilisation around a project of social and political reform in 

which the government redefines its role, turning away from rigid structures and exclusive 

relationships with vested interest groups in favour of greater transparency, democracy 

and market competition. This process both enhances and is reinforced by growing 

exposure of local and foreign firms in the domesic market to international competition. 

Competition for FDI among sub-national governments also contributes to, a broader 

process of reform of policy-making, which includes regulatory reform, privatization and 

liberalization of trade and investment policies. [n addition to strengthening market 

forces, this process tends to induce sub-national governments to modernize and organize 

themselves better, and more flexibly, to enhance the competitiveness of the economies 

under their jurisdiction. 

Policy competition raises the delicate question of how to ensure the accountability of 

government officials, particularly those involved in the negotiation of discretionary 

incentive packages, and points up the need for governments to be able to monitor their 

own use of incentives. 
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For developing and emerging economies, whose scarce financial resources often push 

them into a heavy use of fiscal incentives to attract FD I, it is important to stress the value 

of moving away from incentives-based means towards greater use of domestic and 

international rules-based means of attracting FDI, while maintaining or strengthening 

their defense of workers' rights and the environment. Strengthening the domestic 

judiciary system, and domestic competition policy, should be a central part of such a 

move. Transparency should be one of its objectives. 

-~-....... -~~-
~-..-~----~ 
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CHAPTER IV.' FDI AND CORPORATE 


GOVERNANCE 

INTRODUCTION 

Corporate governance concerns the systems by which companies are directed and 

controlled 127. Traditionally, the phrase "corporate governance" invokes a narrow 

consideration of the relationships between the firm's capital providers, that is the 

shareholders and top managers as ~ediated by its board of directors 128. 

The essence here is that the shareholders, provide the capital, and expect a return from it, 

by the mechanism of the corporation, which had essentially come to mean the 

management and the Board of Directors. However, corporate governance is more than 

simply the relationship between the firm and shareholders. Corporate governance also 

implicates how the various stakeholders that define the business enterprise serve. and are 

served by. the corporation. In other words, Corporate Governance has come to mean 

implicit and explicit relationships between the corporation and its employees, creditors, 

suppliers, customers, host communities - and relationships among these stakeholders 

themselves - fall within the ambit of a relevant definition of corporate governance. As 

127 Cadbury Report. Some other definitions of Corporate Governance are given below to illustrate this 
point, http://www.encvcogov.com/WhatIsGorpGov.asp (May 30,2002). 

» "Corporate governance is the system by which business corporations are directed and controlled. 
The corporate governance structure specifies the distribution of rights and responsibilities among 
different participants in the corporation, such as, the board, managers, shareholders and other 
stakeholders, and spells out the rules and procedures for making decisions on corporate affairs. By 
doing this, it also provides the structure through which the company objectives are set, and the 
means of attaining those objectives and monitoring performance"; 

» "Corporate governance deals with the ways in which suppliers of finance to corporations assure 
themselves of getting a return on their investment" 

» "Corporate governance is about promoting corporate fairness, transparency and accountability". 

» Corporate governance is a field in economics that investigates how corporations can be made more 
efficient by the use of institutional structures such as contracts, organizational designs and 
legislation. This is often limited to the question of shareholder value i.e. how the corporate owners 
can motivate and/or secure that the corporate managers will deliver a competitive rate of return. 

128 Hart, 0., "Corporate Governance: Some Theory and Implications", 105 Economic Journal.675 (1995). 
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such, the phrase calls into scrutiny not only the definition of the corporate form, but also 

its purposes and its accountability to each of the relevant stakeholders. 129 

Corporate governance is therefore the top management process that manages and 

mediates value creation for, and value transference among, various corporate claimants in 

a context that ensures accountability to these claimants. This definition of corporate 

governance emphasizes both, stakeholders rights and accountability of the management 

WHY DO WE NEED CORPORATE GOVERNANCE , 

Corporate governance issues have attracted considerable attention, debate, and research 

world wide in recent decades. Corporate governance has wide ramifications and extends 

beyond good corporate performance and financial propriety though these are no doubt 

essentiaL 130 

Good corporate governance is the key to efficiency in a competitive environment. In this 

corporate governance provides a cutting edge. Good corporate governance is not merely 

desirable but it is essential for survival. It is necessary not just because it is good for the 

shareholders and other stakeholders, it is essential because it is in the interest of the 

company itself in the present competitive environment. It is good for the shareholders 

because it is good for the company on which their future depends. Decision making 

processes should be transparent, consistent with the need to protect the competitive 

interests of the company as otherwise shareholders and other stakeholders in the 

enterprise would lose out 

Host countries have sometimes perceived operations of foreign companies as a possible 

threat to their economic and political sovereignty. Unlike domestic companies, MNCs are 

not accountable to local constituencies and lack that particular incentive to support or 

I 291bid 
130 Report on Corporate Excellence on a Sustained Basis to Sharpen India's Global Competitive Ed~e and 
to Further Develop Corporate ellllUre in/he Country. http://www.nic.in/dcalcorp-exc.htl11 (May 26. 2002). 
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implement host countries' policies, since their headquarters, shareholders and consumers 

are in a different country. In several cases MNCs have gained control over significant 

shares of national economies and have been able to shape national policies and play key 

political roles outside any form of democratic process or control. 

MNCs' operations also raise concerns on the ground of environmental protection and 

respect of basic human and labor rights. When operating in other countries, MNCs 

sometimes use environmental and social standards lower than those used in their home 

countries. Also, many corporations have taken advantage of the relatively lax 

implementation practices of host countries, and some studies indicate that countries 

deliberately lower environmental and labor standards in an effort to attract MNC 

investment. Research has also found evidence that Ml\lCs adopt lower occupational 

health and safety standards in host countries than in home countries. 

Investment projects have also led to labor and human rights abuses. Poor working 

conditions ranging from exploitation of child labor to lack of basic health and safety 

conditions have been widely documented in industries such as apparel, footwear and 

textiles, and have received extensive media coverage. 

Concerns for the economic, political, environmental and social consequences of foreign 

investments have existed for quite some time. However, recent trends of economic 

liberalization have greatly increased them. That's the reason why corporate governance 

has become a very important international issue with the increase in volume of FDI. It is 

one of the main issues facing those who deal with the international political economy and 

business studies. 

CORPORATE RESPONSIBILITY 

The concepts of governance and social responsibility are inseparable. Corporate social 

responsibility is a concept based on expecting companies, particularly the largest and/or 

multinational corporations, to accept a range of social obligations to balance their 

------...-~.-----
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economic rights. These responsibilities revolve around accountability to society not 

simply to shareholders; e.g. for use of resources, human rights records. It relates to 

corporate governance and involves ensuring sound and ethical financial practices within 

and between companies. 

Corporate social responsibility is about the voluntary measures that a company takes to 

develop good management systems, which in turn enhance a company's ability to sustain 

their franchise, build a record of sustained growth and do so by engaging positively with 

the societies in which they operate. Corporate responsibility objectives, or goals of 

"better practices," mayor may not be derived from "codes" but are reflected through the 

implementation of management systems. 

The decision by a company to adopt a corporate code of conduct or one of the many 

corporate responsibility pacts, systems, initiatives or other instruments that are being 

promoted today, depend on the objectives of the individual company and the relative 

value added each code or initiative can offer. The primary audience for many codes often 

remains the company itself, namely its business units, managers, employees and 

shareholders. • 

However, it is the behaviour of the company that counts and not the existence of a formal 

set of business principles to which management "signs up." So whether or not a company· 

decides to adopt and publish a business code, vision, principles or similar communication 

vehicle should not be seen as an indicator of its commitment to good business practices. 

IDENTIFYING BASIC PRINCIPLES FOR RESPONSIBLE 

FOREIGN INVESTMENT OPERATIONS 

In the past fifty years the international community has developed a series or principles 

that have been approved and acknowledged in different national and international fora 

and are now part of the civil consciousness of most citizens around the world. These are 
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principles defining basic human rights, minimum levels of labor rights and general 

principles of environmental protection. Together, they cover the variety of public 

interests that should be protected and promoted when regulating FDI. They can thus be 

used as a commonly accepted basis for the development of standards for TNCs. 

a) 	 States' Regulatory Authority over Foreign Investment 

The Resolution on Permanent Sovereignty over Natural Resources approved by the 

UN General Assembly on December 14, 1962 defines permanent sovereignty over 

natural water and resources a basic condition of the right to self-determination. Its 

importance as basic responsible FDI principal is the assertion of the right or countries 

to retain control over their economies and the identification of this right as an integral 

part of the notion of sovereignty. In particular the resolution states that: 

" Provision of economic and technical assistance loans and increased foreign 

investment must not be subject to condition which confliect with the interests 

of the recipient state 

Y The right of peoples and nations to permanent sovereignty over their natural 

wealth and resources must be exercised in the interest of their national 

development and of the well-being of the people of the state concerned 

? The exploration, development and disposition of natural wealth and resources 

as well as import of foreign capital required for these purposes should be in 

conformity with the rules and conditions which the people and nations freely 

consider to be necessary or desirable. 

b) 	 Respect for Fundamental Human and Labor Rights 

MNCs' operations should not violate, directly or indirectly through local laws or 

institutions, fundamental human rights as identified by main international 

agreements such as the Universal Declaration of Human Rights, the International 

Covenant on Economic, Social and Cultural Rights, the Convention on the 

Elimination of All Forms of Discrimination Against Women, the Convention on 

the Elimination of All Forms of Racial Discrimination, the Convention on the 
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Right of the Child, and the ILO Convention Concerning Indigenous and Tribal 

Peoples in Independent Countries. 

MNCs' investment operations should also comply with ILO's standards 

established through ILO's conventions and recommendations on issues such as 

abolition of forced labor, freedom of association, equality of treatment and 

opportunity, conditions of work, maternity protection, minimum age, protection 

of migrants. 

c) Compliance with Fundamental Principles of Environmental Protection 

MNCs' operation should at'so be consistent with widely recognized fundamental 

principles of environmental protection such as : 

» Precautionary principle, requiring MNCs to adopt adequate measures 

against possible environmental damage, even in lack of full scientific 

evidence of the connection between MNCs' activities and environmental 

damage 

).> Polluter and user pays principle, requiring polluter and users of natural 

resources to bear the full environmental and social costs of their activites 

, Creation of categorical prohibitions, excluding FDI from those sectors 

where investment operations cannot be conducted in a sustainable way 

(e.g. logging in primary tropical forests, building of large dams, large . 

resettlements). 

d) Public participation and Information disclosure 

Local communities should be consulted on the establishment and operations of 

investment projects. They should have proper information about the company's 

strategy, the economic, environmental and social impacts of the project and 

access to this information should be granted to citizens and interested groups. 

Communities should also be involved in the decision making process that leads to 

policies regulating foreign investment and MNCs behavior. 
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OEeD GUIDELINES FOR MULTINATIONAL 

ENTERPRISES 

The guidelines are recommendations addressed by governments to multinational 

enterprises operating in or from adhering countries. They provide voluntary principles 

and standards for responsible business conduct in a variety of areas including 

employment, human rights, environment and information disclosure. Although many 

business codes are now publicly ,available, the Guidelines are the only multilaterally 

endorsed and comprehensive code that governments are committed to promoting. The 

guideline recommendations express the shared value of governments of countries that are 

the source of most of the world's direct investment flows and home to most multinational 

enterprises. 

The approach of the guidelines is not one of regulation: rather it favours cooperation and 

accumulation of expertise in order to enhance further the benefits of international 

investments. A few illustrations: 

? 	 Technology and human capital- In their chapters II, IV and VIII, the guidelines 

recommend a series of steps that MNEs should take to facilitate technology . 

diffusion and human capital accumulation in host countries-two areas that have 

long been recognized as central to growth and productivity increases in less 

developed countries. 

? 	 Local communities- In their chapter II and others, MNEs are asked to cooperate 

with local communities, keeping in mind the distinctive needs of different 

communities as well as their cultural diversity. 

? 	 Refrain from seeking exemptions- The guidelines also ask MNEs to refrain ('rom 

seeking or accepting exemptions from host countries' regulatory requirements in 
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areas such as environment, labour or financial incentives. This echoes efforts by 

developing countries to avoid being trapped into some kind of race of incentive 

based competition to attract FD L which in long run benefits no country. 

,» 	 Labour management practices- the guidelines cover all core labour standards and 


underline the importance of capacity building in host countries through local 


employment and training. Far from imposing inappropriate labour standards on 


developing countries, the guidelines enhance the positive role that multinational 


enterprises can play in helping to eradicate the root causes of poverty, through 


their labour management practices, their creation of high quality jobs, and their 

, 

contribution to economic growth. 

» 	Disclosure-Chapter 1II on disclosure promotes business transparency on the basis 


of standards set forth in the OECD principles of Corporate Governance. Further 


global dissemination of these standards will promote development by 

strengthening the effectiveness and robustness of financial systems elsewhere. 

» 	Human rights-the guidelines also contain provisions asking MNEs to respect the 


human rights of all people affected by their operations. While the countries 


adhering to the guidelines recognize that governments play the primary role in 


protecting human rights, companies can help in a number of important ways .• 


Respect of human rights is increasingly viewed as the most fundamcntal feature 


of successful market systems. Thus the business community'S assistance in 


promoting human rights will not only help reducing the sufferings caused by 


human rights abuses, but will promote economic development. 


At the outset, the Guidelines were intended to provide government recommendations for 

good business conduct and, as part of the wider OECD Declaration on International 

Investment and Multinational Enterprises, to encourage a balance of responsibility 

between international business and governments. 
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As the only comprehensive set of voluntary principles for international business 

collectively endorsed by governments, the OECD Ml\TE Guidelines serve as an important 

benchmarking tool for companies as they develop their internal management systems. 

They have played that role for more than 25 years. The clear aim of the MNE Guidelines 

is to improve the climate for foreign direct investment, sustainable growth, and to 

promote the positive contribution that multinational enterprises can bring to society. 

ENHANCING GOVERNANCE 

, 
Being in command of cutting-edge technology, financial and human resources, and 

organizational know-how, the MNCs have a pivotal role to playas responsible agents in 

the globalisation process. They have to assume responsibility above and beyond the 

immediate realm of interest of their enterprise, and commit themselves to contributing to 

development of the larger community. In the area of employment and social policies, 

there is ample international guidance available for MNCs that wish to act in compliance 

with international deVelopment goals and international labour standards. Next to the 1998 

ILO Declaration on Fundamental Principles and Rights of Work and other ILO 

conventions, there are two international instruments specifically designed to guide the 

conduct of MN Cs at home and in their foreign operations. These are the 1976 lLO 

Tripartite Declaration of Principles Concerning Multinational Enterprises and Social • 

Policy, and the 1997 OECD Guideline on Employment and Industrial Relations. 

Furthermore, MNCs should also make commitments to redress growing inequalities. In 

particular, they should aim locating their investments to achieve greater regional balance 

across and within transition countries, and to accomplish gender equity in employment 

and occupation and the integration of ethnic minorities and disadvantaged groups into the 

labour market. 

Good governance today refers not merely to government but to contributions from 

stakeholders of' civil society, notably industrial associations, organizations of workers and 

employers, NGOs, etc. Superior results have been achieved where voluntary, bottom-up 
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organizations have actively participated in local development, where public-private 

partnerships have been formed, and where the government has shifted its function from 

the conventional taking direct control to one of becoming a co-ordinator and facilitator of 

negotiations to reconcile diverse national and local interests. 

CONCLUSION 

Good public governance is essential to attract FDI and trade, which in turn increase 

consumer choice, create jobs, and most importantly generate revenue for public spending 

on education and training that is'essential for economies to adjust to and sustain the 

benefits of growth. 

Companies cannot substitute for governments in building the policy mosaic, which is the 

coordinated legal framework and basic infrastructure, needed to establish fully 

functioning market economies that attract business and an; necessary for a company to 

flourish. One major weakness of voluntary standards adopted by the companies is their 

enforceability. Companies may sign onto voluntary standards yet not comply with them. 

As it is a company's choice to adopt them, it is a company's choice to apply them. One 

way to increase compliance is to use public disclosure, market pressure and consumer 

awareness as leverage. Companies are more likely to comply with voluntary standards. 

when they are rewarded in terms of public image or consumer behavior. Voluntary 

standards can be enlorced by making non-compliance public ancl thus affecting 

company's reputation and consumers' choices. 

Shareholder activism can be a tool to influence corporate behavior. Shareholder activism 

can be used to urge companies to adopt voluntary codes and to enforce voluntary 

standards to which a company has committed. By pressuring companies and tiling 

shareholder resolutions, activists can pressure companies to adopt independent social and 

environmental monitoring and verify compliance with standards and codes of conduct. 

198 



CHAPTER V: THE CORRELATION BETWEEN 


FOREIGN DIRECT INVESTMENT AND 


PROTECTION OF INTELLECTUAL PROPERTY 

RIGHTS 

INTRODUCTION 

Intellectual property rights (IPR) protection IS a market-based mechanism for 

disseminating knowledge. T~lerance of lax, theft-enabling IPR regimes for purposes of 

short-term political expediency can only damage the propensity to invest in new 

knowledge. IPRs are territorial in character, that is, they are created by national laws and 

differ across cOllntries. 

The relationship between lPR protection and FDI is quite complex. On the one hand, a 

weak lPR regime increases the probability of imitation, which makes a host country a 

less attractive location for foreign investors. On the other hand, strong protection may 

shift the preference of multinational corporations from FDI towards licensing. However, 

the importance of IPR protection varies between industries. The concern about the IPR 

regime also depends on the purpose of an investment project, being the highest in the 

case of R&D facilities and the lowest for projects focusing exclusively on sales and 

distribution. 

BENEFITS OF IP PROTECTION 

Overall slimll/ux 10 research and developmenl 

IP protection is likely to help a country attract technology, spread it through the domestic 

economy, and ultimately, develop local industries. IP protection could be expected to 

work as a spur both domestically and internationally. 
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Technological transfers 

IP protection makes it easier to transfer technology. When technology owners detect a 

potential for "piracy" in a country with week IP systems, they do no have incentives to 

transfer their exclusively owned knowledge to this country. The strengthening of global 

IP protection creates a better environment for technology transfer. 

Disclosure o(new know/edKe 

The spread and use 01' innovation could be more advantageous to a developing country 

than its production per se. Imitation is not free of costs, so it might prove bcnel1cial to 

grant protection of an intellectual property products in exchange for secrets. 

Capital formation 

IP protection could also lead to an increased capital formation in high tech areas. If IP 

rights are not adequately protected, foreign firms will tend to avoid selling licenses in 

these countries and investing there. 

COSTS OF IP PROTECTION 

Administrative and enjiJrcement costs 

The administrative costs of implementing an effective IP system are not insignificant. 

These cost are highly correlated with the size of the domestic market and the R&D 

intensity of the domestic economy. The costs of administering patents are usually a great 

deal bigger than the cost of administering other instruments of protection. 

Net royally payments 

Under the assumption that the country is a net importer of embodied and disembodied 

knowledge, which most developing countries are, strengthening the protection or Ill, 

would tend to increase royalty payments to the knowledge-exporting countries in the 

Western part of the world. 
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The po,vsihilily ofreverse engineering 

In technology-importing countries reverse engineering, the process by which firms take 

products apart to learn how to produce them, enables firms to learn how to develop new 

products themselves and therefore helps in a country's development. As the technological 

know-how improves in a country, these firms will themselves begin to innovate. And 

when this stage is reached, the protection of IP rights generally begins to increase. This 

has been seen in many developing countries and, until recently, also in some developed 

countries, 

The opporluniLy cos's ofincreased R&D 

The opportunity costs of resources devoted to R&D should also be estimated if national 

and foreign corporations respond with some additional investment in a country changing 

its IP system to a higher leveL 

Higher prices andfewer available products 

Stronger protection of IP rights may come at the expense of higher prices and reduced 

availability of products. Especially the least-developed countries will have difficulties 

paying the higher price that knowledge-intensive goods will cost when they are given 

patent protection in these countries. 

Anli-compelilive e./recls 

There is a general fear that strengthening of IP protection III the Least developed 

countries would not only bring significant price increases, but it would also diminish the 

process of technological diffusion. 

201 



ARGUMENTS SUGGESTING STRONGER IPR 


PROTECTION ENHANCES FOREIGN DIRECT 

INVESTMENT 

The argument in f~lvour of IPR protection is that it raises the incentives ror firms to 

conduct r~s~arch and develop new products. Unless a company can reap the benefits of 

the investmenl that it makes in R&D then it will have little reason to innovate. Countries 

that offer effective protection are more likely to be recipients of FDI from companies, 

which are concerned about the loss.of their intellectual property. 

Weak IPR protection increases the probability of imitation, which erodes a linn's 

ownership advantages and decreases localization advantages of a host country. At thc 

same time, a weak IPR systcm increases the benefits of internalization. since it is 

associated with a greater risk of the licensee's breaching the contract and acting in direct 

competition with the seller. An inadequate IPR regime, therefore, deters FDI and 

encourages exporting. A strong IPR system may also have a negative impact on FDI by 

making licensing a viable alternative to direct investment l3l 
. 

Opponents argue that it is a means of sustaining the lead of the developed economies .. 

Most holders of IPRs tend to come from OECD countries and their ability to withhold the 

technology, or to set their own price for it, will hamper the efforts or developing 

economies to grow. They also argue that the WTO is about reducing barriers to trade, 

while IPR protection achieves the reverse. 

I}I Indeed Yang and Maskus (2000) find that licensing is more likely to take place in countries with strong 

IPR protection. Yang, Guifang and Keith Maskus. "Intellectual Property Rights and Licensing: An 

Econometric Investigation", 137 Weltwirtschaftliches Archiv 58-79 (200 I). 
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RATIONALES OF IP INCENTIVES 


IP rights aim at protecting inventors' rights to profit from innovative and creative 

activity, and as such they playa critical role in economic growth and development as 

international trade and foreign direct investment in knowledge-intensive products 

increase. IP rights are in a sense second-best solutions to the problems created by the 

"public good" nature of knowledge. They are supposed to foster investment in research 

and development (R&D) and knowledge creation. However, a static distortion arises as 

IP rights constrain the current consumption of knowledge, by strengthening the market 

power of the property right owner~. [P laws seek to resolve the conflict between the need 

to provide incentives lor invention or innovation, and to ensure the widespread diffusion 

of knowledge. The social contract, embodied in IP protection, creates a short-term 

deadweight loss in return for dynamic R&D benefits. This rationale is typically used with 

respect to patent and copyright laws, and trade secrets are rationalized as a necessary 

supplement to the patent system. However, when it comes to trademarks and industrial 

designs, for instance, the need for protection in this area is usually explained in terms of 

incentives for investments in reputations (quality), 

INTELLECTUAL PROPERTY RIGHTS AND FOREIGN 

DIRECT INVESTMENT 

One of the greatest problems plaguing multinational corporations (MNCs) in many of the 

developing economies around the world is intellectual property theft. Lack of adequate 

protection of IPRs acts as a disincentive for FDl that is to come in. It also takes away the 

incentive for invention and creativity. Logically, no entrepreneur will invest in a country 

unless he is sure that his interests are safe and legally protected against taking away what 

was developed over the years by spending substantial amount of money. 
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In this regard, the UNCTC132 report notes that the relationship between FDI and IPRs is 

widely disputed. While for some a strong IPRs system is an essential componcnt of a 

climate conductive to FDI, technology transfer and R&D by multinationals, I()r others 

including many govcrl1lllcnts and experts in developing countries, a high degree of 

protection docs not necessarily mean a higher or a better composition of FDI flows. Any 

analysis of impact of IPRs on FDI has to confront difficult methodological problems, 

foremost being how to isolate effects of IPR protection and distinguishing it from 

influence of other factors, as also the time-lag between up-front costs of stronger IPRs 

and resulting benefits of FDI. 

As a result, many of the studies have either provided inconclusive evidence or reintorced 

preconceived notions. There was a consensus that the main factors explaining FDI /lows 

is economic environment prevailing in a particular country - cost conditions, market size. 

level of human capital and infrastructural development and the broad macro-economic 

conditions. But regulations in areas such as remittances, price controls and foreign 

investment do not seem as intluential on investment decisions as economic Illclors. The 

UNCTC report extended this conclusion to include IPRs, which has not been considered 

a major influence on most investment decisions in the literature on investment decisions, 

and noted that conclusions on the degree to which the level of IPR protection atfects the 

volume and composition ofFDI has been elusive. 

Nevertheless, the report observed the following considerations to be pertinent: 

).> To the extent that most countries would observe similar standards or protection 

and sllch standards would become "normal" in all or mosl countries. the role of 

IPRs as a factor to induce or deter FDI in a country will lost signilicance. though 

differences might still remain over enforcement and this in turn could affcct FDI. 

).> The palent system will be the area most affected, with the non-discrimination 

clause in the TRIPs agreement becoming a provision with highest potential 

impact on FDI strategies. According to one interpretation, this clause will prevent 

132 "Intellectual Property rights and Foreign Direct Investment" (UN Sales No E.93.1I.A I 0). by Carlos M. 

Correa, UN Center for Transnational Corporations. 
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national legislation from establishing compulsory licensing or other remedies in 

cases of failure or insufficient local working of the invention. 

One way to understand whether there is any correlation between FDI inflow and 

intellectual property rights is to scrutinize the R&D investments of multinationals 

overseas 133 
. Clearly, strong IPR is desired by MNCs, which set up foreign prodm:tion and 

research units. But it is not a prerequisite. Most R&D conducted by overseas artiliates of 

multinationals or transnational corporation is of an adaptive nature: products and 

processes are being line-tuned to local markets and manufacturing conditions. Hence, big 

risk R&D or invention is not on the agenda 111 the first place. MNCs may even be 

encouraged by weak IPR regimes that tend to protect local adaptations of foreign 

innovations better than they protect foreign innovations. Thus, MNCs can conduct 

adaptive research and similarly corner markets at lower cost. In such cases, the 

determination of location for overseas R&D is far more predicated on local research 

infrastructure than the availability of strong IPR, especially in the chemical and food 

industries. 

A fmiher source of ambiguity stems from the fact that differing levels of IPRs protection 

may atlect a linn's decision on its preferred mode of serving a foreign market. A firm 

may choose to serve a foreign market by foreign direct investment (FD I) or by licensing 

its intellectual asset to a foreign firm instead of exporting the product in an environment 

characterized by strong IPRs 134
. Thus, strengthened IPRs protection may have a further· 

. f~ d fl . h' 135negative elect on tra e ows 111 t IS respect . 

Moreover, patents and trademarks provide greater certainty to firms, lower the costs of 

transferring technology, and facilitate monitoring of licensee operations. In this view, 

stronger IPRs in developing economies promise long-term benefits as they attract FDI 

and licensing and cncourage follow on innovation and technology spillovers. This 

D, Nagesh Kumar, "[ntelleduill Property Protection, Market Orientation and Location of Overseas R&D 

A(;tivities by Multinational Enterprises". 24 (4) World Development 673-687 ([996). 

D1 Ferrantino.M.L "The Effect of Intellectua[ Property Rights on International Trade and Investment". 129 

Wellll'irlsci1a/iliches Archil' 300-331 (1993). 

115 FDI as a 1~10dc of serving a foreign country is of special relevance because the existence of intangible 

assets such as intellectual property is a major rationale for the existence of (horizontally integrated) MNCs 
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outcome is only likely to emerge if the implementation of stronger IPRs is accompanied 

hy complementary policies that promote dynamic competition. 

IMPACT OF IPR PROTECTION ON VOLUME OF FDI 

IPRs affect international trade flows in several ways. A firm, for example, may be 

deterred to export its patented good into a foreign market, if potential "pirates" can 

diminish the profitability of the firm's activity in that market because or a weak IPRs 

regime. Accordingly, a strengthening of a country's patent regime would tend to increase 

imports, as foreign firms would face increasing net demand for their products rellccting 

the displacement or pirat(:s. On the other hand, a firm may choose to reduce its sales in a 

foreign market as a response to stronger IPRs protection because of its greater market 

power in an imitation safe environment. These opposing market-expansion and market

power effects imply that the overall effect of IPRs protection on bilateral trade flows is 

theoretically ambiguous 136. 

IMPACT OF IPR PROTECTION ON COMPOSITION OF FDI 

Intellectual property rights do not play an equally important role in all sectors or cwn in 

all technology-intensive industries. For instance, Mans1ield13~ mentions that IPR 

protection may be less crucial in sectors such as automobile production, in which firms 

frequently cannot make lISC of a competitor's technology without many complex and 

expensive inputs. On the other hand, the IPR regime is likely to be important for sectors 

such as drugs, cosmetics and health care products; chemicals; machinery and equipment~ 

and electrical equipment. 

136 Maskus. K.E. and M. Penubarti, "How Trade-Related are Intellectual Property Rights'!" 39 .Jol/rnal (If 

International Economics 227-248 (1995). 

D7 Edwin Manslield, Il7Iellectllul Property Protection, Foreign Direc( Investllle/1(. and TCc/lIIo/()gy 


Transfer, (Fe Discussion Paper Number 19 at page 19. 
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Investment in lower-technology goods and services, such as textiles and apparel, 

electronic assembly, distribution, and hotels, depends far less on the strength or IPRs than 

on input costs and market opportunities. Firms investing in a product or technology that 

is costly to imitate may also place little emphasis on local lPRs in location uecisions, 

though falling imitation costs in many sectors raise the importance of IPH.s. Firms with 

easily copyable products and technologies, such as pharmaceuticals, chemicals, food 

additives, anu software, are more concerned with the ability of the local I PRs system to 

deter imitation. Firms considering where to invest in a local R&D facility would pay 

particular attention to protection for patents and trade secrets138 
. 

Specifically, investments in facilities to make components or complete products are likely 

to increase the country's technological competence to a greater extent than investments in 

sales and distribution outlets or in rudimentary production and assembly plants. Because 

lirms tend to be much more likely to regard intellectual property protection as important 

for the formcr than fiJI" tile lattcr types of investment, a country's system of intcllectual 

property protection may influence the composition of direct foreign investment 13'). 

INDIAN SCENARIO 

IPR is an important policy area for some firms and countries. The impact of IPR regime 

on investment flows is not beyond doubt. The latest study on this by International 

. came I h . ows I tml1F·l11ance Corporallon 1.:10 to t le concI'USlOn t at technoIogy fl raller I 

investment Ilows, only in high technology sectors are inlluenced by WR regime. The 

study also com;luucd Ihal India is perceived to have one of the weakest IPH. regime by 

f()J'cign investors. Informalion collectcd during the course of the present stlluy revealed 

that lPR is a major concern for some firms, principally in the area of pharmaceuticals and 

138 Keith E. Maskus, Intellectual Property Rights and Foreign Direcllnvestment, Center for International 

Economic Studies, Policy Discussion Paper No. 0022 at page 10. 

139 Supra note 7 at 19. 

140 Id. 
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agro-chemicals. These firms have in fact two different types of concerns l41 
• First, as a 

major multinationals, they have a large product portfolio of which many are off-patents. 

IPR regime is not a concern for these products while the regulatory control mechanism, 

represented by registration formalities, submission of detailed documentary evidence, ctc. 

are. Second, IPR is a concern where new products are involved. Here the attitude is that 

these will not be brought into India, till the IPR issues get settled satisfactorily. 

CONCLUSION 

Governments all OWl' the world compete fiercely to attract foreign dircct investment 

hoping that multinational corporations will bring new technologies, management skills 

and marketing know-how. To the degree that different levels of IPRs across countries are 

a locational determinant of FDI and technology transfer, the trend toward harmonization 

of IPRs could offset such advantages. Thus, it would make more attractive those 

countries that strengthen their IPRs but would reduce the relative attractiveness of 

countries already providing strong IPRs. This harmonization of global minimum 

standards presents great opportunities for firms that develop technologies amI products 

because they will no longer have to pay as much attention to localized protection and 

enforcement problems. Rather. they can focus their R&D programs on those areas with 

the highest global payoffs. Ultimately, however, it means that [PRs no longer will play 

much role in determining locational choice. 

One way of looking at FDI in this context can be in terms of Dunning's OU framework. 

This framework says that three major factors that drive FDI are ownership. location and 

internalization advantages. A firm that wants to sell its products abroad is initially 

disadvantaged vis-ii-vis local producers because it is less familiar with the environment in 

a foreign country, distribution networks, customs or tastes. Therefore. this linn needs 10 

be better than local producers in some ways; it needs to possess the so-<.:allcd ownership 

I~ I B. Bhattacharyya, "Foreign Direct Investment in India" 28 (4) Foreign Trade f?eviell' 317 (1994). 
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advantages. And these advantages may take the form of superior technologies or patents. 

blueprints. established brand names and so on and so forth. 

Now. if the /oreign country has a strong ability to imitate, and this imitation is likely to 

take place, it will clearly erode the ownership advantages of the firm. Conclusively, it can 

be expected that as host countries strengthen their IRP protection, there would be a 

positive impact of this change on exports, FDI and licensing, since these are three ways 

of serving a foreign market. And this would be the so-called market expansion effect. 

However, the literature in this area has also pointed out another possibility. Stronger IPR 

protection will give a fiml greater monopoly power. Therefore. firms may lise it to 

restrict the supply. and therelore. in such a situation, we would observe that Ihl.: volume 

or exports, FDI as well as licensing, would decrease, and this would be the so-called 

market power crtccl. Empirical evidence, however. suggests that the market expansion 

effect is stronger than the market power effect. 

The second advantage in Dunning's framework is the so-called location advantage. A 

firm might prefer to locate its production abroad due to transportation costs. differences 

in factor prices, availability of natural resources. As protection of intellectual property in 

a host country increases, these location advantages increase and the country hecomes a 

more attractive location for FDI and licensing. 

The tinal advantagL's arc the so-called internalization advantages. They explain why a 

linn would prcicr to keep the technology inside its operations rather than to license it to 

third parties, and the explanation here is that it may be ditlicult to negotiate the price of 

the transaction. It may be difficult to present to the potential buyer the value of the 

technology without actually revealing too much, and it is also difficult to enforce 

licensing contracts. So it would be expected that as protection of IPRs becomes stronger, 

enforcing licensing contracts becomes easier and the volume of licensing goes up. 

209 



------------- ----

However, like any other factor IPR is not the key determinant of FDI inflow. They do not 

operate in isolation, but rather interact with market structures, competition rules. and 

deregulation of trade and investment to determine the effective strength of those rights 

and the resulting incentives for FDL Given the fact that TRIPs Agreement shall force all 

the countries to have a minimum level of IPR protection and that the IPI{ regime in all 

the WTO member countries are going to be harmonized or even homogenized by 

December 31. 2005 (i.e .. deadlinc lor all the member countries of WTO to comply with 

TRIPs requirement). this will become even the least significant determinant of FDI 

inflow. 
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The provisions on FDI were contained in two agreements: The General Agreement on 

Services (GATS) and The Agreement on Trade Related Investment Measures erRI Ms) in 

relation to trade in goods. 

It is sometimes argued that WTO is not the appropriate forum for framing a compact on 

FDI because its mandate does not extend to investment. It is concerned with trade. In any 

case, trade and investment in the services sector are on the WTO agenda and, except in 

the case of so-called long-distance services, efficient delivery of most services requires 

the presence of the producer in the locale of the consumer. Here production and trade are 

coterminous. More often than not the presence of the service producer in the locale 01' the 

consumer is established through foreign investment. Again, the Agreement 011 Trade

related Investment Measures (TRIMs), a product of the Uruguay Round negotiations, is 

about thc polices or host countries towards foreign lirms. Trade-rclakd investment 

measures impact on the production decisions of foreign firms, including the sourcing or 

inputs. Admittedly, the jusli Iication for the inclusion of TRIMs in the WTO is that all 

sllch measures. at one remove or the other, impact on trade. But then there arc very few 

policy measures that do not impact on trade in one way or the other. Though foreign 

direct investment in one form or the other is already being addressed in the WTO system, 

but the regulations relating to it are haphazard and scattered throughout. in agreements 

relating to services, TRIMs, subsidies and government procurement. 

TRADE RELATED ASPECTS OF INVESTMENT MEASURES 

(TRIMs) AND FDI 

The Agreement on Trade Related Investment Measures (TRIMs) is one or Agreements 

signed at the end of the Uruguay Round (UR) negotiations. The Agreement addresses 

investment measures that are trade related and that also violate Article III (National 

treatment) or Article XI (general elimination of quantitative restrictions) of the General 

Agreement on Tariffs and Trade. An illustrative list of the measures that are violative or 

the provisions of the Agreement is annexed to the text of the Agreement. These pertain 
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broadly to local content requirements, trade balancing requirements and export 

restrictions, attached to investment decision making. 

The agreement on Trade Related aspects of Investment measures recognizes that certain 

investment measures restrict and distort trade. It provides that no contracting party shall 

apply any TRIMI42 inconsistent with Articles III (national treatment) and XI (prohihition 

of quantiwtivc restrictions) or the GATT. The agreement requires mandatory notification 

or all notH.:onhml1illg TRIMs and their elimination within two years for developed 

countries. within live years (()I' developing countries and within seven years f()r least

developed counlries. It establishes a Committee on TRIMs, which will, among other 

things, monitor the implementation of these commitments. The agreement also provides 

for consideration, at a later date, of whether it should be complemented with provisions 

on investment and competition policy more broadly. 

It has been recognised that TRIMs can be used by hosts in bargaining with Illultinational 

enterprises (MNEs): foreign direct inv!!stment (FDI) will only take place if the MNE 

perceives a gain, likewise the host wants to ensure that it derives bellclits fi'om the 
1

investlllcnt 1
1. • The total gain can be viewed as the rents from the FDI activity. The MNEs 

utilise their market power to appropriate most of the rents to themselves: hosts respond 

with TRIMs and other investment requirements to capture rent for the host country. In 

this view, TRIMs are a countervailing power. 

It follows that the abolition of TRIMs reduces host government bargaining power and 

reduces the potential gains from FDI for the host economy. As FDI becomes more 

important, as is likely to be the case, the potential loss of "rents" or reduction of benefits 

to the host does represent a cost to developing countries. This potential cost is greater for 

I~~ TRIMs stands lil!' Trade l~l'Iated Invesllllent Measures and is one of the many trade Agreelllents which 
make up the Will, alll! which all members are subject to. It applies to any investment measure relating to 
the trade or goods. This cover~ any Foreign Direct Investment (FDr), joint venlllre or cOlllplete venture that 
a company, UOIIIl,:Slic or transnational. may make. This FDI or venture may be along the lines or a MNC 
investing in anoliler coulltry in order to extract materials or manufacture all, or part, or its goods. 
1.11 Greenaway, D .. "Trade Related Investment Measures and Development Strategies", 45 K.I'klos 139-159 
( 1992). 

- .----.-----~----------------'----------
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countries such as India and China that attract large inflow:! of FDI, hut i:-; r~<d fi:)r all 
· . 1·1·1(eveI Iopmg countnes . 

TRADE RELATED INVESTMENT MEASURES 

Trade related investment measures (TRIMs) refer to restrictions attached by host states to 

the activities of multinational enterprises (MNEs) that have invested in the host. They arc 

termed investment measures because they relate to MNEs that have engaged in roreign 

direct investment (FDI), i.e. that are undertaking production activities in the host (the 

discllssion could be extended to in,vestment in services). They are trade related hei.:ausc 

the activilies or the MNE impact on trade flows, ill one or more or three essential ways. 

The MNE may he potentially ahle to export, and the TRIM may relate to export 

requirements (e.g. stipulating a share or value of output to be exported). Ahernatively, the 

MN E may he producing import·competing goods, and the TRIM may restrict such 

competition (e.g. limiting the share or value of output that can compete with imports). 

Finally, the MNE may import inputs that are available locally, and the TRI M may require 

some minimum amount of inputs be purchased from local producers (such as local 

content requirements). A TRIM, therefore, affects trade flows, the level or imports and/or 

exports. It follows that the removal of a TRIM can affect trade flows, and slleh removal is 

the intention of the TRIMs Agreement in the Uruguay Round Agreement. 

The principal probh.:111 t~lcing developing couIltries tS that their legal systems, in 

particular their i.:apai.:ity to implement competition policy and regulate MNEs without 

TRIMs, are limited. III Stich situation, the approach to FDI adopted by China und Indiu, 

amongst other developing countries, may offer the best solution. If developing countries 

want to increase the benefits to the host economy of investment by multinationals, it may 

be best to require that investment is in conjunction with local partners. Proposing joint 

ventures and equity stakes as alternatives to FDI will secure greater benclils ror the local 

144 Oliver Morrissey, Im'es{ment and Competition Policy in Developing COlll1lries: Il1Iplic(/liol1s 0/ (lmljill' 
the WTO, Centre for Research in Economic Development and International Trade. I JlliVl.'rsity or 
Nottingham, CRI~DIT Research Paper No. 00/2 at page 3 
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economy. Alone, this does not ensure the benefits extend beyond the local partners. The 

general principle is that government should promote domestic competition. 

THE COMMONLY USED TRIMS AND THEIR ADVANTAGES 

(iovernmellts establish TRIMs for foreign investors because governments want to ensure 

the positive impacts of FDI on the FOI - receiving countries' employment and export 

performance. The domestic sectors can also be protected under TRIMs from the 

increasing competition after the injection of foreign investment. 

TRIMs are more frequently used by developing countries than developed countries. It is 

because most infant industries in developing countries are not well prepared to compete 

in the world market, it is necessary for developing countries to use TRIMs to prolcct their 

local industries during the transitional period. The followings arc examples 01" lR I Ms 

that arc commonly used. 

).> Loc,i1 content req II i reillents (LCRs) 

One of the commonly used measures is the local content requirements (LCRs). 

They are popular government policies in developing countries to regulate POI. 

Foreign investors are required to utilize a certain proportion of local parts and. 

components in their production. By regulating the multinational enterprises to use 

local resources and factor inputs, employment in the local industries 01" the host 

countries will be bound to increase. Besides. governments also require the 

multinational enterprises to transfer the technology to the local industries so as to 

maintain thl' quality 01' the linished products. Imposing LCRs collsolidates the 

positiVl' impacts 01' FI)I on employment opportunities and technological levels in 

the host countries. 

Meanwhile, foreign subsidiaries also gain under the local content requirements. 

Under these requirements, foreign subsidiaries are required to buy a proportion of 

215 



resources from local suppliers. In order to become the providers of resources to 

the foreign subsidiaries, the local suppliers will compete against each other by 

lowering the sales prices. As a result, foreign subsidiaries can exercise their 

monopsonistic powers to drive down the buying prices as well as the production 

costs. 

~ Trade balancing requirements 

Another type or perr{lrl1lalll.:e requirements is the trade balancing requirements. 

These requirements limit the amounts of imported products purchased or used by 

foreign enterprises which 'are located in host countries and require the foreign 

enterprises to export a certain amount of their finished products. Trade balancing 

requirements can ensure that imports coming in would not be more than exports 

going out to avoid potentially serious balance of payments dclicits in host 

countries. The precaution of balance of payments crisis is an incentive lor 

governments to use this type of TRIMs. 

~ Foreign exchange balancing requirements 

The Itm.:ign exchange balancing requirements is another type or TRI Ms that 

protects the interests of the host countries. These requirements aim at linking the· 

import level of a foreign firm to the value of its exports in order to maintain a net 

foreign exchange earning. This TRIM is similar to exchange control under which 

the amount of foreign currencies available to multinational enterprises is limited 

by the performance of their exports. By imposing these requirements. loreign 

subsidiaries cannot import goods as much as they want. Governments can also 

directly limit the domcstic sales of home currency to loreign currem:ies. Lhus 

preVl:nting the adverse erreels on loreign exchange reserves ami reducing the 

possibility or Sp(x:ulalive attacks. That is the reason I()r countries commonly llsing 

LilesI.' Illcasures to maintain a stable balance of payments. 

--- ..- .. --~ 
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,l.> Export perl()rlllance requirements (EPRs) 

These requirements are the restrictions on the sales of products in domestic 


market. that is. a certain proportion of production should be stipulated for export. 


Countries with aims of export-led growth have the tendency to impose EPRs on 


foreign investors because these regulations help the penetration of domestic 


products to overseas markets, fitting well with the development objectives or the 


host countries. 


> Technology translcr requirements 

These requin:lllellts restrict specilied technologies to be trallsICrred and/or 


specilic levels and types of research and development (R & D) to be conducted 


locally. Foreign investors are required to share new technologies and researches 


with local researchers, government agencies, businesses or local communities. 


The aim is obvious that the governments want to improve the technological level 


of the host countries. 


> Joint venture requirements 

The host countries try to limit foreign ownerships of the firms located ill home 


coulltriL's and inlluence the activities or foreign investors hy requiring them to 


take on local partners ill joint venture rather than to own the whole linn. The 


objective or these requirements is to help local partners achieve more technology 


transfer through the cooperation with foreign investors. On the other hand. these 


requirements also benefit the foreign investors. With the help of their local 


partners, foreign investors can acquire the location-specific knowledge regarding 


the host-country market without any costs. The local partners can also help them 


establish backward linkages to the domestic industrial base. Therefore. foreign 


investors can access the local market and input suppliers more easily. 
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;:. Other TRIMs 

Other than the ahove commonly used TRIMs. there arc scveral morc requirements 

or restrictiolls. sllch as manufacturing requiremcnts. manuilicluring limitations 

ano rellli Hance n.:strictions. which may be imposed by the host countries. Under 

Ihe nUlIlulucluring requirements, foreign investors have to manul~lctllre certain 

products locally. In contrast, manufacturing limitations prevent companies from 

manufacturing certain products or establishing certain product lines in the host 

countries. These limitations aim at protecting domestic industries hy reducing the 

competition between foreign subsidiaries and domestic enterprises. While 

remittance restrictions limit the rights of foreign investors to repatriate rclurns 

from their investments; the host countries always hope that the return ean be re

invested in dirlcrcnt projects and generate more incomc in domestic l.'COIHHnies. 

THE FLIPSIDE OF TRIMS 

Firstly. TRIMs discourage free trade and free competition, thus adversely affecting the 

host economics. If a country wants to be a World Trade Organization (WTO) Member 

and benefits from free trade, the country is obligated to obey the articles mentioned in 

WTO agreement One of the important principles in WTO agreement is "national 

treatment". It prescribes the obligation that an imported product should be trcated as a • 

national product. That means there should be no discrimination hetween domestic allli 

imported products. Ilowever. TRIMs like local content requiremcnts and trade halaneing 

requirements violatc this rrineiple. They restrict the usc of imported resources and limit 

the qualltity nr imported goods entcring the host countries. As a result, countries lIsing 

TRIMs cannot enjoy the bcnelits ('rom free trade. 

Secondly, TRIMs have a negative impact on the economic efficiency of a foreign 

operation in a country. It is because under LCRs, foreign investors are forced to lISC the 

local resources, which do not have comparative advantages, as their inputs. These 

restrictions indeed raise foreign companies' production costs and ultimately discouragc 
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foreign investors from investing in the host countries. Meanwhile, consumers wi 1\ suffer 

if multinational enterprises transfer the extra costs to them. Under the LCRs. foreign 

investors in host countries cannot import resources in bulk amount. Therefore. the foreign 

investors have to pay higher prices of resources. In sum, there are high ineniciency in the 

host countries where LCRs have been imposed. 

Olher than undermining economic efficiency. TRIMs also slow down the pace of 

lechnologicalupgradillg or local operations in host countries. 

GATSANDFDI 

The General Agreement on Trade in Services (GATS) contains a set of commitments and 

obligations on policies affecting services trade. Establishing a commercial presence in a 

country, usually through FDI, is one of the four modes of service delivery covered by the 

GATS. Barriers to FDI in services are therefore covered for the first time in a binding 

multilateral agreement 

Four possihk l1lodes or service delivery arc dc1ined in the GATS. ('ross horder supply is 

where the suppl ier alld consumer are located in different countries. as with overseas 

telephone services. ('OIlSl/IlIplion ahroad involves the consumer moving to the i"oreign 

supplier, as in tourism or education. Temporary movemenl o.f'people involves the supplier: 

moving temporarily to the consumer, as in consulting services. Commercial presence is 

where the supplier establishes a commercial presence, often through FDI, to deliver the 

service in a foreign country. 

Since "Commercial presence" IS defined as any type of husiness or professional 

estahlishment including selling lip hranch or liaison onice. FDI gds included in this 

category_ (iATS framework provides ror two basic principles: application or Most 

Favoured Nat ion (M I:N) treatment to member countries and national tn.:atmenl. While 

tlte f<!rIner is g('n('rul in its application. the lalter is spccilic in terms or its linkage to 

market access in sectors included in the Schedules of concessions of each country. The 

-----.~... 
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application of MFN In:almcnt means that equally ravourable or unfavourable treatment 

will he eXll'lHkd to all signatories or the Agreement. This is su~ieet to the exceptions 

atlUl..:hed to thl' Agreemcnt that will be regularly reviewed and are to be phasetl out over a 

10 year period. 

The GATS could potentially have a significant impact on FDI barriers. The general and 

specific commitments relate to all four modes of service supply, including cOlllmercial 

presence, which is often through FDI. For example, under the market acc\.'ss principle, 

the widely lIsed FDi policy of restricting the share of foreign ownership in a sector, or in 

individual linns within a sector, could not be maintained. LJnder the national lreatment . 
principic, scn:\.'lling or FDI proposals and application or net economic hcndlts tests or 

nalionH I i Ilkr'-.'sl cri ll'ria could nol he mai ntai ncd. where they are not equally appl ied to 

domeslic illn:slllleni proposals. 

However, in practice the impact of the GATS will be limited. Barriers to commercial 

presence and For in many sectors are not covered by the Agreement, because countries 

have chosen not to include those sectors in their schedule. And for thosc sectors where 

some commitments are made, restrictions on market access or national treatment for 

commercial presence are frequently listed as "unbound" or exempt. Many other sectors 

are simply not listed or scheduled hy many countries. and therefore l~tli outside 11K' scope 

of the Agreenl\.'1I1. 

For the cOIllIIH.:n.:ial presence mode or supply. common restrictions on market (Jccess 

include limils 011 foreign ownership and authorisations based on whether certain 

economic, social and cultural criteria are met, particularly for sensitive sectors such as 

broadcasting. National treatment violations take a range of forms, including limits on the 

number of foreign members of company boards and restrictions on the nationality or 

pm1ners of legal or other professional practices. 

-------..--...~.-
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Unlike the large gamut of sectors negotiated in respect to trade in goods however. under 

GATS. each country negotiated a list of GATS exempted sectors. In these sedors. FDI in 

the form or "colllmercial presence" can. in principle. be subject to sliostantial restrictions. 

MULTILATERAL AGREEMENT ON INVESTMENT (MAl) 

ANDFDI 

The purpose of an MAl is to create a "level playing field" for foreign investors around 

the world so that they are legally assured that they will stand on the sallle f(lOting as 

domestic investors when they wish to make an investment in a host country. This 

principle of non-discriminatory or national treatment is to apply to all stages of an 

investment. namely. entry. establishment and operation of an investment. 

The altempt to dral't a Multilateral Agreement on Investment (MAl) by OEe\) members 

\vas lllh.: of" lite Il\ost cOIlIrovcrsial chapters in the era of globalization. and the failure of 

the elT(lJ·t taught many lessons ahout the sensitivities of investment isslles. 

The DECO trade ministers recognized that controversies about foreign investment policy 

occur most frequently in developing countries. Therefore, an initial effort to draft a 

Multilateral Agreement on Investment (MAl) was initiated by governments or the OECD 

nations in the hope they might be like-minded and would readily agree on terms tor· 

investor protection. However, after several years of discussion. the negotiat ions ended 

without a draft agreement. 

The negotiations on Multilateral Agreement on Investment began in May) l)l)) and were 

expectell to he wtnp1l'!l:d two years later but the negotiating parties failed to reach an 

agreement ill lime. 

The MAl as advocated by the industrialized countries and as evidenced by the mandate 

and draft of the OEeD negotiations had four major components (a) the liberalization of 

foreign investment regimes by host countries; (b) fair and equitablc treatmcnt or 
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investment; (c) legal security for investment; and (d) effective dispute settlement 

procedures. Furthermore; the draft OECD MAl defined investment as "every kind of 

asset owned or controlled, directly as indirectly, by an investor", while "investor" means 

any natural or legal person of a Contracting Party, with the legal person being any kind of 

entity constituted or organised under the applicable law of a Contracting Party. Such a 

definition of investment was intended to go far beyond the traditional notion or foreign 

direct investment. It covered not only equity investment (regardless of whether it is above 

or below any specilicd threshold level). but also portfolio investment. debt capital, 

monetary and II!lancial lransactions. and more importantly, every form or tangible and 

intangible asset. including. in parlicular. intellectual property righls, concessions and 

licences. 

The MAl's main provisions were as follows: 

);> 	 It ensured that all multinational companies receive national treatmenl. or 1110st

favoured-nation treatment (whichever is better) in every member country: 

);> 	 It prohibited <lny perrormance requirements on MNCs even if the same 

requiremeI11S apply 10 domestic companies. It prohibited host nalions from any 

"unreasonahle or d iscri III inalory measures" which could i Illpai r the "operation, 

m'1I1agell1ent. maintenancc. lise. enjoyment or disposal of investments": 

)..> 	 It provided lor a slatc-to-state and investor-to-state dispute settlement mechanism: 

);> 	 It was a stand-still and roll-back treaty. Once a country ratified the treaty, it could 

not withdraw from the MAl for a minimum of five years. Having announced its 

intention to withdraw from the MAl, a country would continue to be bOlllid by its 

provisions for 15 years. 

However, there were several weaknesses in the proposed wording or the MAI:

)..> 	 The M·I/ S('I'('I'I!(V ('lIl'Iailed the p0lI'er olsoverdJ!.11 s/(I/es. 

The trealy prevelltcd governments II'OJn any act whieh could reduce the ability of 

forcign il1\'L'stors to "cnjoy" their investments. By raising environmental or labour 
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standards, governments eould be accused of expropriating prolilS Ihml 

Illull i II:! t jOlla Is. 

)..- The AlA I cOli/erred numerous rights on MNCs, hUI did no' I11crease their 

respol1sihi/it ies. 

The OECO argued that the MAl should not burden MNCs with any further 

responsibilities as they are already subject to codes of conduct from the llN and 

the OECO. 

);> The MA I did not address the issue oj'investment incentives 

Perhaps Ihe g,rl'aksl wcllill'\.~ loss associated with FDI is thl' large stllns or money 

spellt hy governments to attract MNCs. Because it is a prisoner's dilemma-type 

siluation, this is olle isslie where multilateral policy co-ordination is required. 

Ilowewr, thc MA I completely ignored this issue. 

The MAl was only one initiative amongst many bilateral, regional and plurilateral 

instruments related to foreign direct investment (FOI). The MAl negotiations set Ollt to 

provide high standards for the liberalization of investment regimes and investment 

protection between the OECO member countries and, eventually, other interested non

member States. While the detailed and extensive exchange orvicws that look place in the 

negotiations pointed 10 a convergence of vicws on a numher or substantive areas. various 

outstanding isslles remaincd al lhc time the negotiations were suspended. 

I)IFF~~RENCES BETWEEN THE PROPOSED MAl ANI) INIJIA 

FOREIGN INVESTMENT REGIME 

The key and the most critical difference between Indian foreign investment regime and 

the MAl demanded by the industrialised countries lies in the "pre-estahlishment phase 

national treatment" issue, i.e. non-discriminatory treatment as betwecn Ii)rcign and 

domestic investors at the stage of entry and establishment of an investmcnt. 



Indian FDI regime embodies the national treatment principle only in the post

establishment or operation phase of an investment. Once an investment is Ilwde and a 

business entity is established, Indian laws apply equally regardless or whether the entity 

is wholly or partially national or I()reign owned. There is therefore no major prohlcm so 

1~1I' as the principle or lIational treatment in the post-establishment phase is cnm:erned. 

nut the proposed prillcipk or national treatment in the pre-establishment phase is wholly 

contrary to present Indian policies and regulatory framework for foreign investment. The 

existing framework in lndia is based on (a) screening and approval of foreign investment 

(b) exclusion of foreign investment from certain sectors or activities and (c) domestic 

ownership requirements, including limitations on foreign portfolio investment in existing 

enterprises. It is true that there is the "automatic approval" process tor t()J"eign direct 

investment but it is only an exception to the normal screening and approval procedures 

and it still involves a foreign investor going through a process that is not appl ieanle to a 

purely domcstic investor. Thus. the pre-establishment phase national tn.:atnH:nt standard 

cuts at the rools or existing Il1dian policy and regulatory Ihllllework ItH" I()rcign 

invcstmcnt. 

MULTILATERAL INVESTMENT GUARANTEE AGENCY 

(MIGA) 

The Multilateral Investment Guarantee Agency (MIG A) was created in 1988 as a 

member of the World Bank Group to promote foreign direct investment inlo cmerging 

economies to improve people's lives and reduce poverty. MIGA fullills this mandate and 

contrinutcs 10 dewlopment by ortcring political risk insurance (guarantees) 10 invl'slors 

and lenders. a IIII by hel ping developing countries altract and retain privale investll1enl"'~ 

MI( i;\ .S pllrpllSe IS [0 encourage f()\"eign investment III developing countries ny 

providing: 

145 India is a member of MIGA. 
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a) (JUamlltl:eS to roreign invcstors against currency transfers, expropriation, war, 

revloul1tion or civil disturbance, and breach of contract risks; and 

b) Advisory services to developing member countries on means of improving their 

attractiveness to foreign investment. 

MIGA promotes the flow of investment capital and technology through the f()llowing two 

inter-related acti vitics: 

);.> 	 Firstly to Sl:rVL' as an insurl:r or such investment against stipulated political risks 

in thl' host l'Olilltr). and 

);.> 	 Sl:condly to olTer technical assistance and policy guidance to developing countries 

to aid them in the improvement of their investment scenario and the attraction of 

new investment. 

Chapter Two and Three of MIGA, authorize it to insure eligible investmcnts against loss 

resulting from the three recognized classes of political risks, namely: 

(a) incovcrtibility or investment proceeds or inahility to transler them out or 

the host country: 

(h) c\propriatloll and similar measures; and 


(1.:) war ami eivil disturhances. 


MIGA's technical assistance services also play an integral role in catalyzing foreign 

direct investment by helping developing countries around the world define and 

implement strategies to promote investment. MIGA develops and deploys tools and 

technologies to support the spread of information on investment opportunities. 

MIGA is among the first investment insurers to expand the traditional limits or 
expropriation coveragc and oner an investor protection against losses due 10 hreach hy 

the host (iovernmcnt or all investment contract with it. It is an important catalyst, 

promoting foreign direct investllll'nt - a key driver of growth - illto developing countries 
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through its guarantees program and technical assistancc servlccs. 1"1)1 supported hy 

M(CiA oncll scrvl'S <IS a model for encouraging local investments. and spurs the growth 

or 101.:<11 businesses Iha( supply rdated goods and services. 



FOREIGN DIRECT INVESTMENT IN SINGAPORE 

Attracting foreign investment into the country - initially to spearhead industrialization 

and subsequently to climb the technological and value-added ladders - has been a key 

economic strategy of the government since independence in 1965. Through it. Singapore 

has evolved illto a base ror MNCs to engage in high-end n1<lI1uraeturillg and product 

developmcllt. alld coordinate regional procurement, production, marketing, and 

d istri hut ion ollLTat iOlls. 

Several factors contributed to the success of Singapore's early efforts to industrialize 

based upon the export of labor.-intensive manufactures. One example is the political 

commitment to openness to trade in both goods and capital. When it was not a popular 

position, Singapore adopted a consistently liberal policy towards foreign direct 

investment. Over time, the country's consistency in welcoming foreign investors built for 

the government strong credibility as a host country. The other main 1~letors which 

attracted foreign investors to Singapore were the government's welcoming attitude 

expressed in positiVL' assistance mainly through the I~eonomic Development Hoard and 

othn govel'lllllcnt departmcnts ami instrumentalities, and the efficiency of the public 

serviccs alld utilitiL's. The cstablishment of key institutions is another 1~letor behind 

Singapore's success. 

PERFORMANCE REQUIREMENTS/INCENTIVES 

Singapore does not impose performance requirements on foreign investors as a condition 

for establishing operations. However, if investment incentives arc requested, a comrany's 

track record, till' amount or its investment, and their contributions to Sillgarorc's goal or 

heeoming a knll\vlcdgc-hasL'd economy arc imporlant considerations in the selection 

pn IL'L'SS. 
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The go \'L'n II 1Il'1I1 dOl's nol require investors to purchase from local sourecs or specify a 

pen:clllage or Illilput lill' export. The government also docs not limit investors' access to 

liJreign exchange or require local equity ownership in the investment. 

The Companies Act requires that every company must have at least two directors, one of 

whom must be resident in Singapore. Foreign investors face no requirement to reduce 

equity over time and are free to obtain their necessary financing from any source. 

Employment or host country nationals is not required. The government discourages 

dependency on unskillcd foreign labor. encouraging companies to Hulomall' and n:

engineer Ilh:ir work pnH.:l'SSeS instead. To manage the roreign worker problem. the 

go \'l'rtl Illl'ni S\.:b a lill1il on Ihe IK';'centage or foreign workers thai various industries may 

l'lllploy. and illlPoses a monthly levy for each foreign worker 

There are no rules on the level and period for investors to effect transfer of technology. 

However. a conducive business climate and supportive government policies have 

encouraged foreign investors to deepen and diversify their manufacturing and service 

operations, as well move up the value-added and technological ladders. providing 

Singapore with valuable engineering and management know-how in the process. 

The Economic Ik"eloplllenllloard (EDB). the Trade Devclopmenilloard (l'I>B) and the 

MAS ol'ICr a hroad rallge or atlrm:tive l<tx and other incentives 10 investmenls relevant to 

Singapore's goal or hl'l"OllIi Ilg a knowledge-based economy and a global linallcial center. 

RIGHT TO PRIVATE OWNERSHIP AND ESTABLISHMENT 

Foreign and local entities may freely establish and operate their own enterprises 111 

Singapore. Except for representative offices, whereby foreign firms maintain a local 

representative but do not conduct commercial transactions in Singapore. there are no 

restrictions on carrying out remunerative activities. 
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All businesses in Singapore must be registered with the Registry of Companies and 

Businesses. Foreign investors can operate their businesses in one orthe following limns: 

).e 	 Soil' proprietorship: an individual operating as a sole trader regulated under the 

husillcss rl'!:!.islralilln aet: 

).- Partncrship: l\\o to 20 persons. regulated under the business registration act; 

).e Incorporated company: comprising not 1110re than 50 shareholders and operating 

as a company limited by shares or guarantee, or as an unlimited company 

regulated by the provisions of the Companies Act; 

;.> Foreign company: registered as a branch of the parent company under the 

Companies Act but not incorporated as a Singapore company; or 

;.> 	 Representative office: offices of foreign corporations. whid1 undertake 

promotional and liaison activities on their parent company's bchalL They must not 

engage in busilless. conclude contracts. provide consultancy ('or a rl'c. lllH.lcrtakc 

transsltiplIll'1l1 or goods. or open or negotiate any letters or credit directly or on 

hdwl ror Iltl'ir pan:nl companies. 

TRANSPARENCY OF THE REGULATORY SYSTEM 

Singapore's regulatory environment is business-friendly and is characterized by 

transparency and clarity. The bureaucracy is efficient and effective. 

Prior to implementing any law or regulation, the government usually consults relevant 

bodies and agencies. compal1les and the public. Tax. labor. hunking and 

finance. industrial health and safety, arhitration. wage and training rules and regulations 

arc i'ormulall'd and rl'vicwed ,,,,ith the interests or foreign investors and local entcrprises 

ill mind. IIU\\l'vcr. Incal laws give regulatory bodies wide discrction to modify 

rq;ulalions and i1l1pose nl'W conditions. This allows governmcnt agencies to negotiate the 

way thl'Y provide incentives or other services to foreign companies on a case-hy-case 

basis. 



FDI-RELATED INSTITUTIONAL STRUCTURE IN 
SINGAPORE 

The highest institution involved in FDI obviously is the Government or Singapore. which 

acted as hoth the facilitator and entrepreneur. The U)B has traditionally heen responsihle 

fiJI' investment Icgislatioll and lax incentives to promote FDI. Following the lindings and 

n:collllllelldalilllls or the 1':col1ol11 ic Committee. which identi lied the service sector as the 

other cllgillc or growth. Ihc FDI\ was tasked to promote this sector as well. Other 

statutory hoanJs also play impOrl<lllt facilitating roles in FDI promotion, 

Since the launch of the regionalization policy in 1993, the Trade Development Board 

(TDB) has enlarged its functions in promoting companies abroad. The National Science 

and Technology Board (NSTB) is another statutory board, which has a clear mandate in 

terms of driving the restructuring effort on to a high technology road. Tlll're are other 

infrastructures, which promote FDI in Singapore, stich as in the Science Park In enhance 

high lechnology industries. 

PIJA5;ES OF SINGAPORE ECONOMIC DEVELOPMENT 

AND MAJOR INVESTMENT RELATED POLICIES 

Phase 1, 1959-1967 Inward looking development Policy 

};- Import substitution 
:;... EDB set up in 1961 
, Independent sovereign state in 1965 

>- Basic tax incentives for investments 

, Economic expansion Incentives Act 

, Lahour intensive activities prercrred 


Phase II. 19M~-197X ()lll\\ard oriented Developmenl Policy 

, 1':lIlploYll1cllt i\d. 19M~ 
,. Industrial RL'ialioll Act, 1968 
,. Transi I iOIl 10 l1Iore capi La I inlensive acti vitics 
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, I~xp!lrt promotion 

, Inl~l\si licalioll or exporl promotion 
, Corrective wage policy 
, Skill development Policy 
);.-Priority list of industries for foreign investments: capital and technology intensive 

Phase IV, 1986- Post recession Development Policy 

" Service sector promotion 
, Introduction or investment allowance 
, Wage rc/{lfI11 

, Regional i/.u! ion 

GOVERNM 1·:NT OF SINGAPORE 

The (Jovenlll1Cnt or Singapore believes in the basic freedom of private enterprises and 

encourages toreign investments in the country. Consistent with this philosophy, no 

restrictions are imposed on foreign investments. However, certain industries which the 

Government deemed essential, such as utilities, telecommunications, public housing and 

education, weapons and ammunition production, the legal system, were closed to private 

enterprises, or were made subject to prior approval of appropriate governmenl authorities 

for undertaking private investment in those areas (sec tahle). The (ioverllllH.'nl also has 

extensive ownership in key industries such as banking, shiphuilding, tourism and trading 

(i()VCrnlll~'llt p;lrlicipalioll in induslry may lake one of the two organizational limns: as a 

statutory hoard or as a lilllikd liahility company. 

In order to stimulate investment in Singapore the Government created joint venture 

companies with private local and foreign investors, The Government believed that 

through its investment, it would remove bottlenecks to the expansion of private industry 

and thus would provide a positive encouragement to further private investmellt. The 

Government aimed to help overcome initial entrepreneurial difficulties. strengthen the 

confidence of private investors and spearhead new ventures through equity participation 

under the Capital Assistance Schcme established by the Economic I >Cvl'iopIlK'nt Board. 
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Public investment was only intended to complement private investment and not to 

compete with it. 

The establishment or the variolls statutory boards was for the purposl' or meeting spedlic 

needs and to aCl.:ckrall.' economic growth. Till' basic rationak l<l!' these mostly 

Illollopolislil.: institutions was to provide tbe necessary infrastructure I()r the 

(iOVerlllllcllt's ambitious industrialization programme and to supply low-priced (public 

and merit) goods and services. 

PRIOR APPROVAL FROM. RELEVANT GOVERNMENT AUTHORITIES 

MUST BE OBTAINED BEFORE ANY OF THE FOLLOWING UliSINESS 

ACTIVITIES CAN BE UNDERTAKEN 

Business activities 	 Relevant authorities 

- --"---- -	 . -----~- ."--,,-,,.~-----~----.-- .. ---.- 
Bunking, liIliIlH:C, insurance. stock broking, Monctary Authority or 
conlllHltlily trading. nlOIiCY changing and Singapore/Commissioner or Insurance. 

remilt1l1Kc. 


~ 	 ~ 

(\'rtaill lIlilllllraeturillg alld industries Industry Development Division or the 
within the scope of thc Control of Economic Development Board. 

Manufacture Act. 


~lectrical __U_t_i______work and contractin~_~"__-I Public 
Housin r develo ment 
Shipping establishments with foreign Trade Development Board 

interest 

Broadcastin~__._____.____ Ministr r of Information and the Arts 


I 	Newspapers and printing ____.__I-M_~i!1istl~t2!:_Info_rn_1_at_i(~~_~!I~~~lJ)e Arts 
Travel Singal)or~foltrist Pt:()~l!~)tion Board 
I-----~-~---~-------------~----~~---~ 

Massage/health centers 	 Licensing Officer 

Massage l~stahlishmcl1ts Sl'clioll. 

~!'!L~trL~~C()I~~l~l1~t>.'I!\!yelt)plnellt-


Ilokls. rcstaurants and cntertainlllent 
 1. 	 Ilotel I,il;ensing Board-
Hotels section of the Ministry of 
Community Development. 

2. 	 Building Control Division
Ministry of National Development 

3. 	 Licensing and Entertainment 
Division (Customs and Excise 
De artment). ----- -----.--.----.--'-----~-.---'--

~..------.-~---
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4. 	 Liquor license ~ifr~~I-tlir~d cant;C] 
obtained from the Customs and 
Excise De artment. 

. ---.-- --~------~.--~-----

ECONOMIC DEVELOPMENT BOARD 

On lhl: oasis orrl:COllllllelldations oflhe World Bank. the British colonial g.oWrilIlH:nt had 

creah:d tile Industrial Promotion Board (lPB) in 1957 to encouragl: inWS!melll by private 

l:nlerprises ill Singaporc. Ilowcver. promotion policies were not thoroughly thought 

through. I klll:e. the IPB limited its activities to giving away subsidies to already existing 

companies. In 1961. the government dissolved the IPB, incorporated the Economic 

Development Board (EDB) as a statutory board and transferred the assets of the former to 

the latter. The government granted the EDB a substantial budget of $ 100 mi \I ion and 

provided it with far-reaching powers laid down in the Economic Devciopll1l:nt Ordinance 

of 1961. It has among others, the power: 

};> To underwrite the issue of stocks, shares, bonds or debentures or industrial 

enterprises with the written approval or the Minister or Finance. 

j,..- To guaralltee loans raised by industrial l:llterprises with thc wriucil approval 

(II' tltc Mini:-.ter or Financc. 

~ 	'1'0 g.rall( loans to industrial entcrpriscs~ 

j,..- To nHlIlagL" control. supervise, or invest in industrial entcrprisl:s; 

);> To acquire. sell or lease land for industrial sites or for general econonue 

development; 

};> To provide technical advice and assistance. 

From the beginning, the EDB approached potential investors in a very pra!;!nlalic way. 

Besides dealing with cnquiries and evaluating applications ror tax and otlwr incclltivcs. 

the EDB. through its w/£'-s/o" sel'l'ic£'. assisted investors to obtain land and f~lCtory space. 

long ieI'm financillg. skilkd manpower and other services. Within a lew days an investor 

could sig.lI :111 :lj!.n:l'lllcnt with thl: Hm and could start producing within threc months. 
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Currently there was hardly any restriction on the types of hllsinesses that could he set up 

in Singaporl'. For some husinesses. slIch a!l hanks, finance compl.lnies. insurance and 

stock-hrokillg firms. howcver. special licenses h<.lve to he obtained from the government. 

There arc alslI 110 rl'stricliolls 011 the remittances or profits, repatriation or capital or any 

cquity oWllcrship. With this luvourable business environment in connection with a stahle 

and pro-business oriented government, Singapore strives to be an excellent choice for 

setting up production facilities in South-East Asia. 

EDB administers the series of tax incentives granted to investors under the Economic 

Expansion Incentives. 

Each investor is lre<lted as a client and the EDB tries its hest in meeting the Ilel't!s or the 

client mul ah\ays with a view to estahlishing a long-term relationship hased on mutual 

trusl. The prosperity or till' corporation and the economic well heing or the whole 

economy is co terminlls. With the trend towards husiness glohalization, the EDB has 

adopted strah:gic marketing initiatives efforts are made to match investors growth plans 

with Singapore's economic development goals to ensure a mutually beneficial business 

fit. 

TRADE DEVELOPMENT BOARD 

The Trade Development Board (TDB) is a statutory today estahlished to spccilically 

assist Singaporean husinessmen in meeting the dynamic ehallcngl..'d or tmlay's 

international tratk. The mission or the TDB is to conlribule to Singaporl.."s prosperity 

through trild~' ~':\pallsion especially hy developing the inlcrnalional trading hub and 

assisting Sil\~aporl' companil..'s to expand husiness overseas. The goals orTDB arc: 

, To develop Singapore as an international trading hub and distrihution center 

through several schemes which are aimed to attracting international firms to lise 

Singapore as their regional headquarters; 

:r Promoting Singapore's export of goods and services and develop new markets; 
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);;- Assist Singapore companies to expand their businesses overseas in line with the 


regionaIisation efforts, especially in creating the synergy between international 


companies in Singapore and local firms; 


:r 	 Safeguard and further enhance Singapore's external trade i Illerest through 


hilateral. regional and global for a such as the ASEAN, Asia Paeilie Fcollomic 


Cooperatioll (APIT). Wmld Trade Organization (WTO) Hnd others: 


,. 	 i\dllllllisll'r awl 1~lcilital\.' Singapore's international trading system. 

The 1'1 m provides assistance 10 both local and foreign companies through un intensive 

network or world-wide offices. It arranges business appointments with suppliers and 

organizes trade missions and the participation of Singapore companies in international 

trade fairs. 

In 1989, TDB launched TradeNet, an electronic data interchange network which enables 

traders to submit a single trade declaration through a computer to all relevant processing 

authorities. It is ellvisHgl'd that the system will completely replace paper doclllllentation. 

In uddition. tilt, TDB (ilobalink was ulso introduced to provide on-line clistomil'.ed trade 

illl(mnal ion to cater 1(11' the needs of the husiness community. 

NATIONAL SCIENCE AND TECHNOLOGY BOARD 

The National Science and Technology Board (NSTB) was formed in 1991 to develop 

Singapore into a center of excellence in selected fields of science and technology so as to 

enhance Singapore's international competitiveness in the industrial and service sectors. 

Its major activities are: 

,. 	 Formulation or the National Technology Plan which has tWll enl~ial 

tall'.l'Is. IHIIlH:ly. to raise the national expenditure Oil research and 

de\L'lopllll'llI (R&D) from 0.9 per cent in 1991 to 2 pCI' cent orO))p hy 

1995 and to increase tbe number or research scientists and engineers 

Ii'om 29 for every 10,000 workers to 40 over the same period. 
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,. ('oIlJud or a nationul survey to monitors R&D expenditure and 

adi"itics in the public and private sectors including in:-;titutions or 

higher education and public research institutes; 

,. Taking over the Research and Development Assistance Scheme 

(RDAS) from the Science Council to stimulate company-based R&D 

by providing grants; 

,. Providing funding for SIX public research institutes comprising 

Grumman International-National Technological University for 

Computer-Integrated Manuiacturing (OINTIC). Institull: or Molecular 

alld Cell Biology (IMeB). Institute of Microelectronics (IMI':), 

IlIstillHe or Malllll~lcturing Technology (I MT), Institute or Systems 

Sl:icnl:e (ISS) and In I()rmation Technology Institute (1'1'1): 

,. Promoting manpower development to increase research scientists and 

engineers which included the launching of the Joint Industry Masters 

Programme to sponsor employees in TNCs for Masters courses in 

local and foreign universities. 

SCIENCE PARK 

The idea or the Singapore Science Park was first mooted in the J 970s hy the I':I>B but the 

conccp( (ook orr ill I:ollahoration with the Ministry of Trade and Industry in I(n(). The 

spet'ilil: ohjl.·cti\l.·s offill' Singapore Sdence Park include: 

,. Promotion and development of high technology industries and highly 

trained scientists, engineers and technocrats; 

,. 	Stimulating research and innovation in manufacturing and information 

technology; 

,. 	 Fostering interaction among researchers in the Science Park and 

various universities, polytechnics and research institutes: 

;.... 	 Facilitating EDB's investment promotion efforts by centralizing R&D 

personnel and facilities in one "nucleus" area at the Science Park 

whil:h is in close proximity with otlll'r universities Hlld rcscan:il 
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institutions in the "western corridor of technology" (western part of 

Singapore); 

,. Poulin!;! and sharing R&D 1:'lcilitics and services in the Science Park to 

hring about "aggIOlm:ration economics" through linkages among 

l'slahl ished linns. 

,. Providing a critical mass to launch future R&D programmes, 

NA TIONAL COMPUTER BOARD 

The National Computer Boarq (NCB) was established in 1981 dedicated to the 

development of information technology (IT) and make Singapore an exploiter and 

provider of IT products and services. As the IT architect the NCB envisions, dclim:s and 

helps creak' till' inll\l'lI1alion inl"ustructurc to spawn new applications and services. Thc 

prototype Vl'rSillll orilic Nationallnl(H'lnationlnrrastrueturc (Nfl) developed by NCB and 

ils partners \\as laulH:hed in I<)<J1. II will deliver information services to people at work 

or in hOllies. The massive inl'n.lstructure consists of a high-speed conduil. a sonwurc 

architecture I'or service providers to build useful services and a content architecture for 

efficient exchange of multimedia information through the conduit. 

CONCLUSION 

The Government and its agencies aim to work together with the private sector to make 

Singapon.: onc or Ihl' c<lsil'si places in the world to do busim:ss in. An l'nicicnt 

bureaucracy. IIltlrkl'l pnrorllling incentives and interventions as wl'll as a sound 

1Il1lcroCCOllOlllic policy help to Itrllillthis role. 



CONCLUSION' 

From the study, it follows therefore that the best way to limit the risks associated with 

FDI, avoid its undesirable effects, and increase the likelihood of it making a positive 

contrihution to a country's socio~cconomic development efforts is to purs.lIe a policy or~ 

;11 	 selecti\'!!)' "illl !'I.'spec! to the magnitude and timing of capital inllows including 

1:1>1. IlIi:- illlplics lhat gm'el'llillents should be able to determine the composition 

or capital inllows alld to formulate appropriatc policies or government 

interwnlionto manage capital inflows, including those of FDI. 

b) 	 selectivity with respect to specific projects, with preference for those with large 

technological spill~overs or other important socio-economic benefits. This may 

involve confining FDI to economic sectors and sub-sectors regarded as priorities 

in the country's overall socio-economic development. 

c) 	 Further libcralizing (hc procedural technicalities involved. 

With regard 10 till: pwvi ..;joll of illvestment incenlives, the evidence is thai investment 

im:l'lltivcs lIlake oilly a marginal dilh:rel1<.:e to the likelihood of attracting FI>I. Ilowever. 

al 11rl'Selll 110 cOlilltry call afford to refrain from olTering slich incentives from fear that 

potential investmcnt will now to similarly placed countries with respect to locationa'i 

advantages but which also otTer investment incentives. Clearly, all developing countries 

lose from competition among themselves to offer ever-greater foreign investment 

incentives. The policy conclusion to be drawn, therefore, is that. in addition to heing 

selective in their acceptance of FDI, developing countries would benefit collectively ('rolll 

co-operation on the matter of investment incentives rather than compl:lition in this 

spIlel'C 1-16 . 

II.. rhe) will ill 'Ul~ ('N' lIeed l\ll'llll~ider a joinl approach to the mailer of investment incentives Ihal 1<>rIllS 

pail or Ihe aFI'ltd" rdalillf'. III the WH) Agrecmenl on Subsidies and Countervailing Measurcs (ASCM). 
Aln.'ildy ASCM \1 iplIlall'.\ lilal l'erlain liseul. financial or indirect incentives arc considered as subsidies in 
Ihal Ihey provide a lin<llll.:ial colllribulioll or constilute an incoming payment foregone hy 1I government or 
public body, As slich they arc prohibited and subject to multilateral disciplines, 
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In India, foreign direct investment policy has been given a concrete shape, keeping in 
mind the following issues vital for the country's economic freedom. 

1. 	 Scarcity of foreign exchange resources, which necessitates a judicious use of 
available foreign exchange in sectors considered to be vital for development of 
the country 

2. 	 The need of appropriate and most recent technology and, therefore, the utilization 
of foreign exchange reserves for transfer of technology needed for enhancing 
international competitiveness; 

3. 	 The required perception that is essential to create a broad industrial base so that 
the increasing needs of ever rising popul!ation could be met effectively and 
efficiently; and 

4. 	 The firm conviction to be self-reliant strengthened by the colonial experience, 
which brought home the 'need of giving much emphasis on the development of 
indigenous know-how, skilled manpower, entrepreneurship and managerial skills. 

In India, inflows of foreign direct investment have been a part of exchange regulation 
directives and as a result, foreign investors did find it more complicated and irritant. 
They also complained that rules relating to inflows of foreign direct investment have not 
been of comprehensive nature and they have been scattered in different statutes, 
regulations, circulars and guidelines. What has been needed by them have been the 
availability of all sorts of information relating to the areas identified for inviting foreign 
direct investment, norms to be followed by the foreign investors, organization to whom 
they should contact for FOUl, the time required for accepting and rejecting the proposal, 
and the provisions in regard to penalties if laws have been violated in one Act so that 
conducive environment could be created for them. 

Foreign Direct Investment Policy of a country is only one of the several factors that the 

corporate units consider while deciding on an investment location. The FDI policy 

determines the ease of accessing the domestic market and the terms and conditions of 

entry. How the country is perceived as a desirable location in the long run depends on a 

firm's strategic considerations, which are unique to itself. An investor, therefore, cannot 

concern himself with only the Industrial Policy but he must evaluate the entire spectrum 

of rules, regulations and operating conditions once he is in. consequently issues like law 

and order conditions, labour policy etc., become as important as the FDI policy itself. 

This brings the State level policies and procedures firmly in the picture. In the Indian 

polity, the States provide the location, the infrastructure, the works. They also extend, 
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increasingly these days, a host of incentives to attract investment, irrespective or their 

origin. State Governments and their agencies are responsible f()r tilt: numerous 

clearances, approvals and operating procedures. It is this whole package or laws. systems 

and procedures and not tht: FDI policy which is considered hy the far-sighh:d investor. 

Alld this is wl!erl' Illdia seems to be losing out to other competing cOllntries. 

Frolll thl' stalldpoilll or a fordgn investor. a policy is also evaluated in terms or 

transparenL:Y. stability and adequacy. It appears that in all these counts, foreign investors 

have some reservations. Transparency means that the ground rules are clearly laid out. 

This is not the case whenever an investment proposal does not fall under the category or 

"automatic approval". This is also the situation in the case of raising equity from the 

current level to a higher level for an existing firm. Stability is an important c\elllt:nt in 

any policy appraisal. Unless the corporate body is sure that the present policy will 

continue ('Or ome time. it is not in a position to take a decision. lJnll1rllllwtcly. the records 

withy respeel 10 stability is mther poor. The dassiL: L:ase relate to tax laws. some or whieh 

arc changed illl'\'l'l'Y hlldget. sometimes with retrospective eflects. 

Adequ:try is 10 he detined with respect to the policy objective. i.e. whether the 

constituent elements or the total policy mix are adequate to achieve the overall objective 

of the policy, FDI policy package seems to be failing on this account as well. For 

example, it is more or less accepted by all that India's lPR regime is rairly weak 

especially in some sectors. 

Incremental character and lid hocism in policy making should bl' avoided as 1;11' as 

possible. Policy rl'lating to foreign investment in the power sector is a classic case where 

polkies alld (ll'lll'cdllles havc hL:en in a state or nux for a long time. 

1:1 >1 should IIO! lw seell as an ohjective by itselr but instead as a means to promoting the 

achievl:!l1ellt or national development goals. For example, FDI can be instrumcntal for the 

attainment or higher rates of economic growth, higher real wages, higher rales or 

employment, the reduction of unemployment, underemployment and poverty, redressing 
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SOl:iul exclusion alld regional inequalities, the promotion of gender equality. higher job 

ljuality, and ellvironmental sustainability of development. It is therefore recommended 

that India should, inter alia, 

):> 	 Enhance domestic environment for attracting as well as absorbing investments, 

foreign as well as domestic -"- good governance, emphasis on infrastructure, 

macroeconomic stability and commitment or the state to social development. 

).-	 Lstahlish all institutional base for allracting and regulating inwstmcnts 

).- Ik\dop a strlllli! domcstic Competition Policy and a nl<.Ikal improvement III 

dOIll\.'st ic go\'crnalll:I:, 

):> 	 Further simplify the tax system 

Foreign direct investment is admittedly a potent ingredient in the development process. II 

is an acknowledged conduit for the transfer of technology and human skills. It is a 

purveyor or new ideus. It is a source of capital. Policy makers in most developing 

countries arc ,Iwarc of )·'I)l's contribution to thl: development pr<H':l:ss. Indeed. most 

developillg coulltrics. for a variety or reasons (including the declinl: in hank eredit an d 

aid Ilows). II,,\\.' eag\.'lly sought 1(II'cign investment from major enterprises arollnd the 

world. Whist tlley Illay 1101 have embraced FDI with open arms, most of them now accept 

it as Ha nl:cessary evi''', In short, foreign direct investment is a superb l.:atalyst or 

development, but it is not the prime mover. It functions most effectively as a catalyst only 

in the presence of the right kind of ingredients in sufficient volumes- therefore any torm 

of regulation should take into account all such ingredients. It is then and only then that 

the benefits arising from FDI can be reaped to the maximum possible extent. 

----------"------ -"--- -- 
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ANNEXURES 




ANNEXUIU: A 

LIST OF ACTIVI11ES Oil ITEMS FOR WHICH AUTOMATIC ROUTE 

OF RESERVE BANK FOR INVESTMENT FROM PERSONS 

RESIDENT OUTSIDE INDIA IS NOT AVAILABLE 

I. Banking 

2. NBFC's activities in financial services sector 

3. Civil aviation . 
4. Petroleum including exploration/refinery/marketing 

5. I IOllsing alld n:all'statc development sector I'()(' invcstment from persons 01111':" 

than NRls/()('/b. 


(). VL'lItllrl' (apital fU1Il1 and venture capital company 


7. Invl,;sting (olllpanies in inl'rastructure and service sector 

8. Atomic energy and related projects 

9. Defence and strategic industries 

10. Agriculture (including plantation) 

I I. Print Media 

12. Broadcasting 

13. Postal services 
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ANNEXUREB 

SECTORAL CAP ON INVESTMENTS BY PERSONS RESIDENT 

OUTSIDE INDIA 

ISector-~---~---~- lnvestmeni----- ---------~-----~----,
Description of 
activiteslitems/conditions 

--~---~-~-~----- -~-~-------------~--~ 

Telecommunications 49% a) In basic, cellular mobile, 
paging and value added 
services, and global mobile 
personal communications by 
satellite subject to the licence 
from Department of 
Telecommunication of 
Government of India. 

100% b) In manufacturing activities. 

Housing and Real 100% Only NRis/OCBs are allowed to 
Estate invest in the areas listed below: 

a) Development of service plots 
and construction of 
residential premises 

b) Investment in real estate 
covering construction of 
residential and commercial 
premises including business 
centers and offices. 

c) Development of townships 
d) City and regional level urban 

infrastructure facilities, 
including both roads and 
bridges. 

e) Investment in manufacture 
of building materials 

t) Investment in participatory 
ventures in (a) to (e) above 

g) Investment In housing 
finance institutions. 
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~---~------.~~~-.~--~~--------

Coal and Lignite 49% a) in public sector undertakings 
and 

50% b) 	 in other than public sector 
undertakings 
» where private Indian 

companies are setting up 
or operating power 
projects as well as coal or 
lignite mines for captive 
consumption; 

» for setting up coal 
processing plants provided 
the company shall not do 
coal mining and shall not 
sell washed coal or sized 
coal form its coal 
processmg plants m the 
open market and shall 
supply the washed or sized 
coal to those parties who 
are supplying raw coal to 
coal processing plants for 
washing or sizing. 

» For exploaration or 
mining of coal or lignite 
for captive consumption. 

r-----~---.--i_--- ---.-----t-------.---... ~.--.---
Drugs and 74% For bulk drugs, their intermediaries 
Pharmaseuticals and Formulations (except those 

produced by the use of recombinant 
DNA technology). 
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Hotel and Tourism 51% a) 	 Hotels include restaurants, 
beach resorts, and other 
tourist complexes providing 
accommodation and/or 
catering and food facilities to 
tourists. 

b) 	 Tourism related industry 
includes travel agencies, tour 
operating agencies and 
tourist transport operating 
agencies, units providing 
facilities for cultural, 
adventure and wild life 
expenence to tourists, 
surface, air and water 
transport facilities to tourists, 
leisure, entertainment 
amusement, sports and 
health units for tourist and 
convention/seminar units and 
organizations..1------------+-...----------"1---- --.,.-----c:- 

Mining 74% Exploration and mining ofdiamonds 
and precious stones 

100% Exploration and mining of gold and 
silver and minerals other than 
diamonds and precIous stones, 
metallurgy and processing. 

r-__-.~------r_~~-~-~-----~---------------------
Advertising 74% Advertising sector 

I 

--_._._--
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Films 100% Film industry (i.e., film financing, 
production, distribution, exhibition, 
marketing and associated activities 
relating to film industry) subject to 
the following: 

a) 	 compames with an 
established tract record In 

films, TV, music, finance an 
Insurance. 

b) 	 The company should have a 
minimum paid-up capital of 
US $ 10 million if it is the I 

single largest equity 
shareholder and at least US $ 
5 million in other cases. 

c) 	 Minimum level of foreign 
equity investment would be 
US $2.5 million for the 
single largest equity 
shareholder and US $1 
million in other cases. 

d) 	 Debt equity ratio of not more 
than 1 : 1 I.e., domestic 
borrowings shall not exceed 
equity. 

e) 	 Provision of dividend 
balancing would apPL_ 

Any other 100% -
sector/activity (other 
than those included in 
annexure A) 

I 
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ANNEXlIIU: (' 

(iLJIJ)/~.:IJINI!'S FOR TilE CONSIDERATION OF FOREIGN DIRECT 

INVESTMENT (FDI) PROPOSAL BY THE FOREIGN INVESTMENT 

PROMOTION BOARD (FIPB) 

The following Guidelines are laid-down to enable the Foreign Investment Promotion 
Board (FIPB) to consider the proposals for Foreign Direct Investment (FI)I) and 
formulate its recommendations. 

1. 	 All applications should hc put up bcl<m: the FIPB hy the SIA (Sel:n:lurial or 
Industrial Assistancc) wilhip 15 days and it should he ensured that COlllll1ellls or 
IhL' adlllinistraliw ministrks arc placed hefore the Board eithcr prior tolor in Ihc 
I lIt°l' I ill!:' or I ilL' I\o;ml. 

Proposals should he considered by the Board keeping in view the lime-i"rame or 
3() till) s for wll\lIlllllicatillg Government decision (i.e. approval or IMice 1-'1 or 
rejectioll as the case may be). 

3 . 	 .In cases in which either the proposal is not cleared or further information is 
required, in order to obviate delays presentation by applicant in the meeting or the 
FIPB should be resorted to. 

4. 	 While considering cases and making recommendations, FIPB should keep in 
mind the sectoral requirements and the sectoral policies vis-a-vis the proposal(s). 

5. 	 FlPB \\I(ntld consider each proposal in totality (i.e. ii" it includes apart from 
l<lI'cigll illwsllllelll. techllil:al collaboration/industrial licl'llcc) for I:olllpositc 
apprmal or othcnvisl'. 1100\Tver. the FIPl3's recommelldation would rclatc ollly to 
tilt' apprO\al IiII' lilrcign lillam:iai and technical collaboration and the rorcign 
ill\'l'~I(l1 wilillced 10 lakL' 01111:1' prescribed ckaral1i.:es separalely. 

(). 	 TIll' Board should examine the following while considering proposals submitted 
to il 1(,11' consideration: 

(i) Whether the items of activity involve industrial licence or not and ir so the 
considerations for grant of industrial licence must be gone into; 

(ii) Whether tbe proposal involves technical collaboration and ir so, the source 
and nature of technology sought to be transferred. 

247 



(iii) Whether the proposal involves any mandatory requirement for exports and if 
so whether the applicant is prepared to undertake such obligation (this is ft.)!' items 
reserved for small scale sector and for 100% EOUs/EPZ units): 

(iv) Whdher the proposal involves any export projection and if so the items or 
export allli Ihl' projl:cll:d dcstinatiolls; 

(\) \V Ill" hl..'r I II!..' proposal has concurrent commitment under other schemes slleh 
as I'I'{ '( i Scll!..'lll!..' d ..... 

(vi) III IhL' case or I':xport Oriented Units (EOUs) whether the prescribed 
minimum value addition norms and the minimum turn over of exports arc met or 
not; 

(vii) Whether the proposaL involves relaxation of locational restrictions stipulated 
in the industrial licensing policy; and 

(viii) Whether the proposal has any strategic or defence related considenltions, 

(ix) Whether the proposal has any previous joint venture or tl:cllIlology 
translrr/lrmll:lllmk agrel:lllcnt in the same or allied Held in India, till: dctaikd 
eirclllllstancl' in which it is considered necessary to set-lip a lIew joint 
\'l'1I1111\"l'lIlcl' illlo ne\\' technology transl~:r (including trade mark). and proof that 
IIll' IIn\ proposal would 1101 ill any way jeopardizc the interest or the existing joint 
\'l'1I11111' or lel'll1\ology/lrmll' mark partner or other stake holders. 

7. Whik considering proposals the following may be prioritised. 

(a) Items/Activities covered under Automatic Route (i,e. those which do qualify 
for automatic approval), 
(b) Items falling in infrastructure sector. 
(c ) Items which have an export potential 
(d) Items which have large scale employment potential and especially for runtl 
people. 
(e) Items which have a direct or backward linkage with agro business/Hl1'Ill sector. 
(I) ilem \Vhich have greater social relevance slich as hospitals, humall resuurce 

devdoJ1l1h.'1I1. lill: saving dmgs and equipment. 

(~) Proposals \\hieh resull in induction ortl:chnology or illfusion ofcapilal. 


X, lilt' 11111\1\\ ill~ should he especially considered during thl: scrutiny and 
cUl\sidnaliol\ or proposals: 

(a) The extent of foreign equity proposed to be held (keeping in view sectoral 
caps if any - e,g. 24% for SSI units, 40% for air taxi/airlines operators, 
49% in basic/cellular/paging, etc, in Telecom sector). 

-~.-.-----
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(b) Extent 	of equity with composition of foreignlNRI (which may include 
OCB)/rcsident Indians. 

(c) Extent 	of equity from the point of view whether the proposed project 
would amount to a holding company/wholly owned subsidiary/a company 
with dominant foreign investment (i.e. 75% or more) joint venture. 

(d) Whether the proposed foreign equity 	is for setting up a new project (joint 
venture or otherwise) or whether it is for enlargement of I'oreign/NRI 
equity or whether it is l'Or fresh induction or foreign equity/NRI equity in 
an existing Indian company. 

(l') 	III till' cil~e or frcsh induction of loreign/NRI equity and/or eases of 
l'lIlar)!!:lI1cllt or foreign/ NRI equity in cxisting Indian companies whether 
there i~ a resolution of the Board of Directors supporting the said 
illdll\.:ti!lnlL'lllargelll~nt of l(lreign/NRI equity and whether there is a 
shareholders agreement or not. 

(1) 	 In the ease of induction of fresh equity in the existing Indian companies 
and/or enlargement of foreign equity in existing Indian companies. the 
reason why the proposal has been made and the modality for 
induction/enhancement [i.e. whcther by increase or paid up 
capital/authorised capital, transfer of shares (hostile or otherwise) whether 
by rights issue, or by what modalityl. 

Cases pertaining to FIPB approvals. which involve inc ..!::!s!: ill the non
residellt equity within the approved percentage of non-resiliellt l'quity ill a 
joillt venture company and enhancemcnt of paid-lip eupital ill a wholly 
11\\ Ill'd suhsidiary do not require FIPB approval provided the intent Ii.lr 
IIIl.TeaSl· ill tl1l: .1l1l0unt or roreign equity is duly notiljed to SIA and formal 
dUl'tHlll'lllatioll by way or intimation is made to S\A within :\0 days or 
reel'ipt or runds and allotment or shares (to non-resident shareholders). 

(g) 	 Issucitransfer/pricing of shares will be as per SEBIIRBI guidelines. 

(h) Whether the activity 	is an industrial or a service activity or a combination 
of both. 

(i) 	Whether the item of activity involves any restriction hy way or reservation 
for the small scale sector. 

(j) 	 Whether there nre any sectoral restrictions on the activity CL'.g, there is 
h;11I 011 roreigll illvcstment ill real l'statc while it is not Sll I'llI' NRI/()CB 
ill\'l'sllllel1l ). 
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(k) 	Wlll:tlKT the itcm involves only tnlding activity .1I1d ir so whcthl.!r it 
involvcs L'sport or ool.h I.!X port and import. or also includL's dOl11l.!stie 
lradillt' and if i./olllL'stic trading whether it also inclw.les rctailtrading. 

(II 	Whclh"T the proposal involves import of items which arc either hazardous, 
halllled or dL'lrinwntal to environment (e.g. import of plastic scrap or 
rceyckd plasth:s). 

9. 	 In respect of actvities to which equity caps apply, FIPB may consider 
recommending higher levels of foreign equity as compared to the prescribed caps, 
keeping in view the special requirements and merits of each case. 

10. 	 In respect of other industries/activities the Board may consider recommending 51 
per cent foreign equity on examination of each individual proposal. For higher 
levels of equity up to 74 p.er cent the Board may consider such proposals h:eping 
in view considerations slich as the extent or capital needed for the project. the 
nature amllJtlality of technology, the requircments of marketing and management 
skills amllhl' commitmcnt fix exports. 

I I. 1'1 PI \ Ilia: ,,'\lIlsidl'r alld recommend proposals for 100 pen.:ent 1()J'cjgn owned 
holdillg'suhsidiar) companies basl.:d on th(~ follo}Ving criteria: 

(a) ",here only "holding" operation is involved and all subsequent/downstream 
investments to be carried out would require prior approval of the Government. 
(b) where proprietary technology is sought to be protected or sophisticated 
technology is proposed to be brought in; 
(c) where at least 50% of production is to be exported; 
(d) Proposals for consultancy; and 
(e) Proposals for industrial model towns/industrial parks or estates, 

12, In special cases, where the foreign investor is una ole initially to idelltify an Indian 
joint \'elltlll'''' partner, the Board may consider ano recommend proposals 
perlllillillg J 00 pCI' cent i'l.ll'eign equity on a temporary basis on the condition that 
1111..' lilll'igll ill\'Cslor would divest to the Indian parties (either individual. joint 
\',,'1\1111,,' parllll'rs or gelleral public or both) at least 2() per cent or its equity within 
a pnlod 011-:' Yl'ars. 

13, Sinlilurly ill the case of a joint venture, where the Indian partner is unahle to raise 
resources 1'01' expansion/technological upgradation of the existing industrial 
activity the Board may consider and recommend increase in the 
proportion/percentage (up to 100 per cent) of the foreign equity in the enterprise. 

14, In respect of trading companies, 100 per cent foreign equity may be permitted in 
the case of the activities involving the following: 
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(i) exports; 
(ii) bulk imports with ex-portlex-bonded warehouse sales; 
(iii) cash and carry wholesale trading; 
(iv) other import of goods or services provided at least 75% is Itu' prOl:un:ment 
and sale of goods and services among the companies of the same group ami not 
lor third party lise or onward transfer / distrioution / sales, 

IS. 	In n:spl'l't or Ihe companies in the infrastructure/services sedor when.' Iherl' is a 
pl'l'snihvd cap 1\11' l{lI'I:ign investmcnt. only I.he direct investnK'nl should oc 
ctlllsi(il'rcd hll' Illl' pn:scrihed cap and 1(II'cign invcstmcnt in an investing company 
sll()uld 11111 Ill' Sl.'t oil against this cap provided the foreign direct investment in 
stlcll illVl'stillg emnpany tines not exceed 49 pcr cent and the management of thc 
investing company is with the Indian owners. 

16. 	 No condition specific to the letter of approval issued to a forcign invcstor would 
be changed or additional condition imposed subsequent to thc issue of a letter of 
approval. This would not prohibit changes in general policies and rcgulations 
applicable to the industrial sector. 

17. Where in case of a proposal (not being 100% subsidiary) forcign direct 
investment has oeen approved up to a designated percentage or t{)reign equity in 
the joint venture company the perccntage would not oe reduced while pl.'rmitting 
induction or additional capital suhsequcntly. Also in thc case or approved 
activities, ir the J(lIdgn invcstor(s) concerned wished to oring in additiollal capital 
Oil laici dall's kceping the investment to such approved activities. 1-"1 PH would 
I'l'COlllllielid sllch rases ror approval on an automatic oasis. 

IH, As rcgards proposal ItH' private scctor banks, the application would Ill' cOllsidered 
ollly alkl' "in principle" permission is obtained from the Reserve Bank or India 
(RBI), 

19, The restrictions prescribed for proposals in various sectors as obtained, at 
present, are given in the annexure-IV and these should be kept in view while 
considering the proposals. 

The Guidelines arc meant to assist the FlPB to consider proposals in un objectiVl.' and 
transparent lll<lJllK'r. These would not in any way restrict the Ilexihility or hind the 1-'1 Pil 
Ii'om considering the proposals in thdr totality or making recommendation hasl.'d 011 other 
criteria or spl'l'ial cin:lIl1lstances or leutures it considers rclevant. Besidcs thesl' an: ill the 
Ilature or adillillislralivl.' (illidelincs and would not in any way he legally binding in 
resr'll'ct or ;III~ rec(lIIlIIK'lIdalion to he made by the FIP13 or decisions to he takcn by the 
(iOHTIIIlIl'1I1 ill cases illvolving Foreign Direct Investment (FDI). 

Thesc guidl.'lillcS arc issued without prejudice to the Government's right to issue fresh 
guidelincs or changc the legal provisions and policies whenever eonsidered necessary. 

~-----
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ANNEXlIIU: I) 

TECHNICAL KNOW -HOW AGREEMENT 

(Source: Amarchand & Mangaldas & Suresh A Shroff & Co., Bangalore) 

THIS AGREEMENT is made on [ ] day of [ ] 2002 I3ETWI:EN: 

(1) 	 LTD., a company incorporated under the laws or Japan and 
having its registered I principal office at 
C·Ucl·nsu..... whidl expression shall, unless repugnant to the conlcxt or meaning 
thcrcof. hc dccmcd to include its slleccssors in business ami permitted assigns); 
alld 

(2) 	 II company incorporated under the laws or India and having its 
rcgisl crnl (I niec at IiI/sal address I ("Liccnsec" which expression shall, unless 
repllgnallt to Ihe context or meaning thereot: be deemed to include its slleeessors 
in business and permitted assigns). 

Licensor and Licensee are referred to herein individually as "Licensor" and 
"Licensee" respectively or as "Party" or collectively as "Parties". 

WHEREAS: 

(A) 	 Licensor has developed and is in possession of know-how, technology alltl 
technical information relating to the Product; 

(1\) 	 l,in'IISI..'l.' has hcclI im:orporatcd pursuant 10 a Joint Vcnture Agreemcnt dated 
li/l,\l'/l dll/l' I (".IV Agrcl.'IlH.:nt") ror the primary purposes or carrying on the' 
hllSill!..'ss or Illalllliaclul'c, development, distribution ant! sate or the Product: 

(C) 	 IllHkr that certain .IV Agreement, Licensor has agreed to grant and make 
available to Licensee such know-how, technology and technical inl(Jrmation 
including any improvements in relation to the Product; 

(0) 	 The Parties desire to record the terms on which Licensor will make available to 
Licensee such know-how, technology and technical information. 

NOW THEREFORE. it is hereby agreed between the Parties as follows: 

t. 	 D(~FI NITIONS 

1.1 	 In Ihis /\gn:I..'lI\l..'lll. lInk'ss thL' L'onlL'xt othL'rwisc requires: 
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"Commencemenl means [date of this Agreement]; 
Date" 
"1111/l/"{)\'('I//('I1I(s) " 	 means all improvl.!ll1cnts. enhanccments. modifications or 

adaptations to any part or the Technical Inl(lnnation and 
the Technical Know-ilow including. but not limited to, 
<Illy process or methods: 

/ .. Un'1/\('t! 1'(,l'l'ilol"\'" 	 means the Republic of India: 

.. Prolill('/ .. means 

"Technical 	 means all of the technical information. including data. 
information .. 	 know-how, experience, documentation. spcci licalions, 

process, methods, systems and practices relating to the 
manufacture, processing, finishing, sale, usc and 
application of the Product available to Licensor as or the 
Commencement Date, which Licensor has a right to 
license or disclosc within the Licensed Tcrritory ilnd 
which Licensor is not prohibited Ihllll disclosing hy 
virtue or any laws or eflcdive contractual ohligations as 
or the Commencement Date; 

"{('d'lliclil "':/1(1\1" 	 means all or the skills, expertise and experience 111 

1/011' .' 	 relation to the manufacture, processing, iinishing and 
testing of the Product and implementation I lise of the 
Technical Information; 

"Training and means the agreement entered into of even date between 
Technical Assistance the Parties in respect of Licensor providing training and 
Agreement" technical assistance to Licensee. 

2. INTERPRETATION 

2,1 	Relerences to sedions. clallses and schedules arc to the sed ions. clauses and 
schedules or l.his !\gn.:elllenl. 

2,2 	Words illlportillg 1111: sing.ulm include the plural: words importing uny gcndcr include 
l'\'l'l')' g\'lllkr, 

2,.1 	Words. InlllS alld ahbreviaLiolls which are not otherwise defined herein and have 
well-known tecimical. trade or industry meanings are used in this Agrcement in 
accordance with sllch established meanings. 

2.4 All determinations, consents, reviews or approvals to be granted and conducted hy the 
Parties under this Agreement and any other acts calling for the exercise or discretion 
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shall be performed in good faith. Where the time periods are not spccilied, a 
reasonable period of time shall be allowed. 

2.5 Words elsewhere defined I explained in this Agreement shall have the meaning so 
ascribed. 

2.6 Unless the context otherwise requires reference to section, sub-section or schedule is 
to a section, suh-section or schedule (as the case may he) of or to this Agh':L'mL'111. 

'2.7 ThL' SL'cl iOIl hL'ad ings do not form part or this Agreement and arc Ii II' CUllvell iL'llcC 
only and shall lIot hl' takcn into m;eount in its construction or interpretation. 

2.Xllw 	Itl·.Hlillp ill [his Agrcc11lcllt arc inserted for convenience ollly and shall he 
igllon:d III construing this Agrccmcnl. 

2.9 The rule known as the ejusde;n ;.:eneris rule shall not apply and accordingly general 
words introduced by the word "other" shall not be given a restrictive meaning by 
reason of the fact that they are preceded by words indicating a particular class of acts, 
matters or things. 

2.10 	General words shall not be given a restrictive meaning by reason of the [llet that 
they are followed by particular examples intended to he emhraced hy the general 
words. 

3, 	 GI{ANT 

l.1 	l-icl'llsor j.!lilllls \u l.icellscL' at no cost on the Icrms set out in this Agreemenl, an 
l'~d IIsi \'l' 1iCl'nsl.' 

.1.1.1 	 10 IISl' 11lL' Tccllllic;t\ Inlt>nnatioll within the Liccnsed Territory in n.:specl of thc 
Product: alld 

3.1.2 	 to use the Technical Know-How within the Licensed Territory in rcspect or the 
Product. 

4. 	 DURATION 

This Agreement shall commence on the Commencement Date and shall continllc 
unless terminated in any of the circumstances set out at clause 9 or this 
Agn:cmelll. 

=" 	 CONSII>EI-tATION FOR TilE GRANT 

:".1 1111.' CPllsidl'ralioll I'or Ihis Agn:'elllcnt is that ccrtain Joint Venture Agreemellt rckrrcd 
10 III IIl1.· In'ilals III Ihis Agrccmcnt. 
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- - -- --- ----

5.2 	No ll1olll'lary Clliisidcratioll shall bc payable by Licenscc to Liccnsor ill relation to the 
gralltor I Ill' Il'l'11Ilicitllnl(lI'Illation or orthe Technical Know-I low. 

5 . .1 l.iccllsn' shall. howc\cr. reimhurse to Licensor the cost, if any incurrcd hy I.iccnsor. 
I'or translating thc Tcchnical lnl<ml1ation into the English language. 

5.4 Lieensec shall reimburse to Licensor (on actuals) expenses incurred hy Licensor for 
importing the Technical Know-How to Licensee as provided in the Training and 
technical Assistance Agreement. 

6. 	 FURNISHING OF TECHNICAL INFORMATION ANI) TECIINICAL 
KNOW-HOW 

6.1 	Licensor shall commcnce rurnishing to Licensec Technical inl<mnation 

(1.1.1 	 illlillediately alh:r the C(;llllllCnccment Date and shall complcte the transfer as 
SlIOl! as possihll' alld ill any cvcnt within Ix1months Ii'om thc Commencemcnt 
I >all': 

(1.1.2 	 the II..'cllIlieal Information will be delivered to Licensee at Licensor lill:ilitics in 
Japan or sllch other 100:ation as may be determined by Licensor; 

6,1.3 	 the Technical Information shall be in the English language and the metric system; 

6.1.4 	 if and to the extent the Technical Information (or any part of the Technical 
Information) is the electronic media, Licensor will ensure that that is dehugged; a 
back lip copy is also available; and a disaster recovery mechanism is acccssihie to 
Licensor. 

6.2 	 The Technical Know-I row will be imported by Licensor to Licenscl' al I.iccnsor's 
I~l(:ilitics ill Japan. 

7. 	 IMPIU)VEMENTS 

7.1 	 t\1l~ 11111'10\ l'lllL'llls cOllllllercially implemented by Licensor during the term or this 
AgYL'L'llll'lll shall hL' prolllPtly disclosed nnd made available by Licensor to Licensce. 

7.2 Improvements disclosed by Licensor to Licensee shall be deemed to be part or and 
governed by this Agreement. 

8. 	 ADAPTATIONS 

8.1 	 Licensee may adapt any part of the Technical Information providcd

8.1.1 	 Licensee is satislied that any sllch adaptation will not adversely arlect till' «(utility 
orthe Prodllct: 

255 



8.1.2 	 if and to the extent reasonably required by Licensor, conducting tests I trial runs 
before commcrciHlly implementing any stich adaptation; 

x.l.) 	 makes availabk to Licensor, at Licensor's request. such adaptation I(l!" lise by 
l-icl'lIsol' at I,il'l'n~or's 1~lcilitics in Japan. 

X') 	 AI\) adaptalion made available hy Licensel: to Licensor shall be used exclusively 
hy l.icl'lIsnr lill' its own purposes and Licensor shall not licence or otherwise 
imporl or permit any third party (including any Licensor affiliate) any such 
adaptation without prior consent of Licensee on terms mutually agreed. 

9. 	 SUB-LICENCE 

Licensee may sub-licence limited portions of Technical Information to Licensl:l:'s 
suppliers [including contract manufacturer(s) I processor(s)1 Provided Licensee 
shall first require such manufacturer(s) I proecssor(s) to enter into a 
confidentiality l:ovenant in form and content reasonably approved by l.icensor. 

10. 	 WAIH{ANTIES 

10.1.1 	 il II\\W, (Iris Illherwis\.' well and sunicienlly entitled to the Technical Know-I low 
allll havl' rull rights and authority to grant this licence to Licensee; 

10.1.2 	to the best or it's knowledge and be1ief the Technical Information is accurate and 
.sufficient to enable Licensee to manufacture Product of quality cornmcnsurate 
with the quality of the Product manufactured by Licensor (provided always that 
that Licensor will promptly correct any significant errors in the Technical 
Information subsequently discovered by Licensor); 

10.1.3 	 Licensor is not aware that the Technical Know-How or the lise of the Technical 
Know-I low infringes the rights of any third pmty; 

In.IA 	l.i(l'lIsor will illtkillniry I.il:ellsec agaillst any third party claim againsl I.kcnsec 
lhal Ihl' Tl'chnical Know-I low infringes such third party's rights: 

11l,1 ..'i 	 I,iCI'II~1l1 h;ls ohlllil1(\ (orporatc approvals. if any required. to cnter into this 
Agrl'l'III1:1I1 <llld pcrrol'm its ohligations under this Agreement. 

11. 	 TEUMINATION 

11.1 	 Subject to sub-clause two below, this Agreement shall be coterminolls with the .IV 
Agreement, 



11.2 	 Each Party shall have right to terminate this Agreement upon [x] days written 
notice to the other Party upon the happening of all or any of the following events 
and in such event, all the licenses, rights and permissions granted hereunder shall 
cease and terminate: 

11.2.1 	 upon either Party making any arrangement or composition with its creditors or 
going into liquidation voluntary or otherwise (other than a liquidation for purpose 
or reconstruction or amalgumation. the terms of which have been approved hy the 
other Party and the transferee/emergent company undertakes to comply with the 
IL'rllls and conditions of thc Agreement). 

12. 	 EFFE< T OF TI·]tMINATION 

12. I ()n krm iIlat iOIl. Licensee shall return to Licensor all of the documents (whether in 
dectruni<: Corm or otherwise). Licensee may continue to manufacture the Product 
with the experience and expertise derived by it. 

12.2 	 On termination Licensor shall return to Licensee all adaptation received from 
Licensee except to the extent that any such adaptation is not in a recorded 
medium, 

12.3 	 All provisions of this Agreement which in order to give effect to their meaning 
need to survive its termination shall remain in full rorce and errectthen:al'tcr. 

U. 	 CONFIUENTIALITY 

1.1.1 	 bu.:h I'arty lIlo!rees to mailltain sel:rd and confidential all Technical Know-Ilow 
ohlailll'd li'om the other pursuant to this Agreement to usc the same exclusively 
1"(\1' till' purposes or this Agreement and to disclose the same only 10 those 
cmployees pursuant to this Agreement to whom and to the extent that slleh 
disclosure is reasonably necessary for the purposes of this Agreement or 
otherwise as expressly permitted by this Agreement. 

13.2 	 The foregoing obligations of sub-clause (l) above shall not apply to Technical 
Know-How which: 

13.2.1 	 prior to receipt thereof from one Party was in the possession or the recipicnt Party 
and at its free disposal; 

13.2.2 	 is suhscquclltly disclosed to the reCIpient Party without any obligations or 
colllidl'llI:\.' by a third party who has not derived it directly or illdirectly li'olll the 
olhl'r 1';II'ty: 

I.L~, \ 	 is or hCl"<IIIl1.:s gCllerally available to the public through no act or default or the 
rccipicllt Parly or its agcnts or employees; 
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I.L!A 	which is 1'l'(juiJ\'d 10 disdosed by law. 

.... 	 NON-W AI VEI~ 

The Il.tilure or delay or either Party to require performance by the other or any 
provision of this Agreement shall not affect its right to require performance of 
such provision unless and until such performance has been waived in writing. 

15. 	 NOTICE 

All notices which are required to be given hereunder shall be in writing and shall be 
sent to the address of the recipient set out below or sllch othcr addn:ss as the 
recipienl 1ll.1)' designate and may be delivered personally or hy lilcsimile 
translllissioll ill' hy sendill,!; the same through registered post OJ' international 
wuril'1. hu:h lIotke shall be deemed to have been served if hy personal delivery 
Wlll'lI dl'liHTl'd. il hy prep<lid post seven (7) days uner posting and it' by li,H.:simile 
tnlllSJlIlSsioll upon reeeipi or the answer back receipt. 

Lin'nsor: it/serl address, fllX nllmher 
lind allenlion delails 

16. 	 ASSIGNMENT 

Licensee: insert address, fllX nllmher 
and allenlion details 

The licence granted hereunder IS personal and shall not be assignable or 
trans fcrable. 

17. 	 SEVt<:I~AUlLITY 

Nol\\ illlslalJdillg lilal allY provision or this Agrcellll'nt may prove to be illegal or 
ullellitll'l.·cahk. I,hl' remaining provisions or this Agreement shall continue in rll'l 
lilrl'I.' alld l'1'Ii:cl. 

18. 	 MODI FICATION 

No modification or amendment of this Agreement and no waiver of any of the 
terms or conditions hereof shall be binding unless made in writing duly executed 
by each of the Parties. 

19. 	 ARBITRATION 

19.1 	 Except as otherwise provided under clause 19.5 helow, all disputes. difli:rellces. 
controversies and questions directly or indirectly arising at allY time undcr. out or. 
in COllllCClioll with or ill relation to Ihis Agreement including. without limitation. 
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all disputes, differences, controversies and questions relating 10 the validity. 
interpretation. construction, performance and enforcement or any provision or this 
Agreement. shall be finally. exclusively and conclusively seukd by reference to 
arbitrali(1Il hy a sole arhitrator under the Arbitration and Conciliation Ad. I ()!)6. 

19.~ '1'111.: arhilmlioll 
I1II1pU:lp\.:, 

proceedings shall be conducted in Mumhai. in the English 

19.J The Parties agrce: 

19.3.1 to be hound by any 
conducted hereunder; 

arbitral award or order resulting from any arbitration 

19.3.2 	not to commence, procure, participate in, or otherwise be involved in any action 
or proceeding that might result in any judgement, injunction. order or decision or 
any court concerning a dispute, controversy or question falling within clause 19 
save and except for obtaining any judgement or order recognising or enforcing an 
arbitral award or order made in such arbitration or to maintnin, as I~lr as may be. 
status quo and otherwise preserve rights under this Agreement pending till' 
rekn:ncc to arhitration or during the arbitration proceedings. 

/Il-l 	 rite IW('I'oilillg /)111'1.1' ill /II~V arhilralion conduc/cd IInder this ('/allse shall he 
('IIIi/ll'd /0 te('01'(,/, from/lie 011,('1' /)ar/y (as I}(II'I orthe ar/Jitrlll award or order) ils 
(I/' II/t'il' 1'1'1I\'Ol/tlh!,' al/orlleys 'fees and other costs orarhi/ralion 011 ((clUlIl.'·. 

2tt 	 APPU( 'ABLE LAW 

This Agreement shall be governed by and construed in accordance with the laws 
of India. 

21. 	 COUNTERPARTS 

This Agreement may be executed in any number of counterparts. ellch of whieh 
will be deemed an originaL but all of which will constitute one and the same 
instrument. 

IN WllNI·:SS WIILRLOL the Parties hereto have caused this Agreemel1tto be executed 
as or Ihl' d,1\ and year lirsl ahow written hy their duly authorised rcpresCnlativl'S. 

LlMITI]) 

By: .................................... . 


Title: ................................. . 


Date: ........................... .2002 
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LIMITED 
~.-~--~--

By: .................................... . 


Title: ................................. . 


I)atc: ............................2002 
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